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AUTHORITY: Sec. 511(b), 49 Stat. 1985, as 
amended, sec. 7805, 68A Stat. 917; 26 U.S.C. 
7805, 46 U.S.C. 1161(b). 

SOURCE: T.D. 6820, 30 FR 6030, Apr. 29, 1965, 
unless otherwise noted. 

EDITORIAL NOTE: The regulations contained 
in this part have been recodified in 46 CFR 
part 287. 

§ 2.1 Statutory provisions; sections 511 
and 905, Merchant Marine Act, 1936, 
and related statutes. 

SEC. 511. [Merchant Marine Act, 1936] (a) 
When used in this section the term new vessel 
means any vessel (1) documented or agreed 
with the Commission to be documented 
under the laws of the United States; (2) con-
structed in the United States after December 

31, 1939, or the construction of which has 
been financed under titles V or VII of this 
Act, as amended, or the construction of 
which has been aided by a mortgage insured 
under title XI of this Act as amended; and (3) 
either (A) of such type, size, and speed as the 
Commission shall determine to be suitable 
for use on the high seas or Great Lakes in 
carrying out the purposes of this Act, but 
not of less than 2,000 gross tons or of less 
speed than twelve knots, unless the Commis-
sion shall determine and certify in each case 
that a vessel of a specified lesser tonnage or 
speed is desirable for use by the United 
States in case of war or national emergency, 
or (B) constructed to replace a vessel or ves-
sels requisitioned or purchased by the United 
States. 

(b) For the purpose of promoting the con-
struction, reconstruction, reconditioning, or 
acquisition of vessels, or for other purposes 
authorized in this section, necessary to car-
rying out the policy set forth in title I of 
this Act, any citizen of the United States 
who is operating a vessel or vessels in the 
foreign or domestic commerce of the United 
States or in the fisheries or owns in whole or 
in part a vessel or vessels being so operated, 
or who, at the time of purchase or requisi-
tion of the vessel by the Government, was 
operating a vessel or vessels so engaged or 
owned in whole or in part a vessel or vessels 
being so operated or had acquired or was 
having constructed a vessel or vessels for the 
purpose of operation in such commerce or in 
the fisheries, may establish a construction 
reserve fund, for the construction, recon-
struction, reconditioning, or acquisition of 
new vessels, or for other purposes authorized 
in this section, to be composed of deposits of 
proceeds from sales of vessels, indemnities 
on account of losses of vessels, earnings from 
the operation of vessels documented under 
the laws of the United States and from serv-
ices incident thereto, and receipts, in the 
form of interest or otherwise, with respect to 
amounts previously deposited. Such con-
struction reserve fund shall be established, 
maintained, expended, and used in accord-
ance with the provisions of this section and 
rules or regulations to be prescribed jointly 
by the Commission and the Secretary of the 
Treasury. 

(c) In the case of the sale or actual or con-
structive total loss of a vessel, if the tax-
payer deposits an amount equal to the net 
proceeds of the sale or to the net indemnity 
with respect to the loss in a construction re-
serve fund established under subsection (b), 
then— 

(1) If the taxpayer so elects in his income- 
tax return for the taxable year in which the 
gain was realized, or 
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(2) In case a vessel is purchased or requi-
sitioned by the United States, or is lost, in 
any taxable year beginning after December 
31, 1939, and the taxpayer receives payment 
for the vessel so purchased or requisitioned, 
or receives from the United States indem-
nity on account of such loss, subsequent to 
the end of such taxable year, if the taxpayer 
so elects prior to the expiration of sixty days 
after the receipt of the payment or indem-
nity, and in accordance with a form of elec-
tion to be prescribed by the Commissioner of 
Internal Revenue with the approval of the 
Secretary of the Treasury, 
no gain shall be recognized to the taxpayer 
in respect of such sale or indemnification in 
the computation of net income for the pur-
poses of Federal income or excess-profits 
taxes. If an election is made under subdivi-
sion (2) and if computation or recomputation 
in accordance with this subsection is other-
wise allowable but is prevented, on the date 
of making such election or within six 
months thereafter, by any statute of limita-
tion, such computation or recomputation 
nevertheless shall be made notwithstanding 
such statute if a claim therefor is filed with-
in six months after the date of making such 
election. 

For the purposes of this subsection no 
amount shall be considered as deposited in a 
construction reserve fund unless it is depos-
ited within sixty days after it is received by 
the taxpayer. 

As used in this subsection the term net pro-
ceeds and the term net indemnity mean the 
sum of (1) the adjusted basis of the vessel 
and (2) the amount of gain which would be 
recognized to the taxpayer without regard to 
this subsection. 

(d) The basis for determining gain or loss 
and for depreciation, for the purposes of Fed-
eral income or excess profits taxes, of any 
new vessel constructed, reconstructed, re-
conditioned, or acquired by the taxpayer, or 
with respect to which purchase-money in-
debtedness is liquidated as provided in sub-
section (g), in whole or in part out of the 
construction reserve fund shall be reduced by 
that portion of the deposits in the fund ex-
pended in the construction, reconstruction, 
reconditioning, acquisition, or liquidation of 
purchase-money indebtedness of the new ves-
sel which represents gain not recognized for 
tax purposes under subsection (c). 

(e) For the purposes of this section, (1) if 
the net proceeds of a sale or the net indem-
nity in respect of a loss are deposited in 
more than one deposit, the amount con-
sisting of the gain shall be considered as first 
deposited; (2) amounts expended, obligated, 
or otherwise withdrawn shall be applied 
against the amounts deposited in the fund in 
the order of deposit; and (3) if any deposit 
consists in part of gain not recognized under 
subsection (c), any expenditure, obligation, 
or withdrawal applied against such deposit 

shall be considered to consist of gain in the 
proportion that the part of the deposit con-
sisting of gain bears to the total amount of 
the deposit. 

(f) With respect to any taxable year, 
amounts on deposit on the last day of such 
year in a construction reserve fund in ac-
cordance with this section and with respect 
to which all the requirements of subsection 
(g) have been satisfied, to the extent that 
such requirements are applicable as of the 
last day of said taxable year, shall not con-
stitute an accumulation of earnings or prof-
its within the meaning of section 102 of the 
Internal Revenue Code [Part I (section 531 
and following), Subchapter A, Chapter 1 of 
the Internal Revenue Code of 1954]. 

(g) The provisions of subsections (c) and (f) 
shall apply to any deposit in the construc-
tion reserve fund only to the extent that 
such deposit is expended or obligated for ex-
penditure, in accordance with rules and regu-
lations to be prescribed jointly by the Com-
mission and the Secretary of the Treasury— 

(1) Under a contract for the construction 
or acquisition of a new vessel or vessels (or 
in the discretion of the Commission, for a 
part interest therein), or, with the approval 
of the Commission, for the reconstruction or 
reconditioning of a new vessel or vessels, en-
tered into within (i) two years from the date 
of deposit or the date of any extension there-
of which may be granted by the Commission 
pursuant to the provisions of section 511(h), 
in the case of deposits made prior to the date 
[July 17, 1952] on which these amendatory 
provisions become effective, or (ii) three 
years from the date of such deposit in the 
case of a deposit made after such effective 
date, only if under such rules and regula-
tions— 

(A) Within such period not less than 121⁄2 
per centum of the construction or contract 
price of the vessel or vessels is paid or irrev-
ocably committed on account thereof and 
the plans and specifications therefor are ap-
proved by the Commission to the extent by 
it deemed necessary; and 

(B) In case of a vessel or vessels not con-
structed under the provisions of this title or 
not purchased from the Commission, (i) said 
construction is completed, within six months 
from the date of the construction contract, 
to the extent of not less than 5 per centum 
thereof (or in case the contract covers more 
than one vessel, the construction of the first 
vessel so contracted for is so completed to 
the extent of not less than 5 per centum) as 
estimated by the Commission and certified 
by it to the Secretary of the Treasury, and 
(ii) all construction under such contract is 
completed with reasonable dispatch there-
after; 

(2) For the liquidation of existing or subse-
quently incurred purchase-money indebted-
ness to persons other than a parent company 
of, or a company affiliated or associated 
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with, the mortgagor on a new vessel or ves-
sels within (i) two years from the date of de-
posit or the date of any extension thereof 
which may be granted by the Commission 
pursuant to the provisions of section 511(h), 
in the case of deposits made prior to the date 
[July 17, 1952] on which these amendatory 
provisions become effective, or (ii) three 
years from the date of such deposit in the 
case of a deposit made after such effective 
date. 

(h) The Commission is authorized under 
rules and regulations to be prescribed jointly 
by the Secretary of the Treasury and the 
Commission to grant extensions of the pe-
riod within which the deposits shall be ex-
pended or obligated or within which con-
struction shall have progressed to the extent 
of 5 per centum of completion as provided 
herein, but such extension shall not be for an 
aggregate additional period in excess of two 
years with respect to the expenditure or obli-
gation of such deposits or more than one 
year with respect to the progress of such 
construction: Provided, That until January 1, 
1965, in addition to the extensions herein-
before permitted, further extensions may be 
granted ending not later than December 31, 
1965. 

(i) Any such deposited gain or portion 
thereof which is not so expended or obligated 
within the period provided, or which is oth-
erwise withdrawn before the expiration of 
such period, or with respect to which the 
construction has not progressed to the ex-
tent of 5 per centum of completion within 
the period provided, or with respect to which 
the Commission finds and certifies to the 
Secretary of the Treasury that, for causes 
within the control of the taxpayer, the en-
tire construction is not completed with rea-
sonable dispatch, if otherwise taxable in-
come under the law applicable to the taxable 
year in which such gain was realized, shall 
be included in the gross income for such tax-
able year, except for the purpose of the de-
clared value excess-profits tax and the cap-
ital stock tax. If any such deposited gain or 
portion thereof with respect to a deposit 
made in any taxable year ending on or before 
June 30, 1945, is so included in gross income 
for such taxable year, there shall (in addi-
tion to any other deficiency) be assessed, col-
lected, and paid in the same manner as if it 
were a deficiency, an amount equal to 1.1 per 
centum of the amount of gain so included, 
such amount being in lieu of any adjustment 
with respect to the declared value excess- 
profits tax for such taxable year. 

(j) Notwithstanding any other provision of 
law, any deficiency in tax for any taxable 
year resulting from the inclusion of any 
amount in gross income as provided by sub-
section (i), and the amount to be treated as 
a deficiency under such subsection in lieu of 
any adjustment with respect to the declared 
value excess-profits tax, may be assessed or 

a proceeding in court for the collection 
thereof may be begun without assessment, at 
any time: Provided, however, That interest on 
any such deficiency or amount to be treated 
as a deficiency shall not begin until the date 
the deposited gain or portion thereof in ques-
tion is required under subsection (i) to be in-
cluded in gross income. 

(k) This section shall be applicable to a 
taxpayer only in respect of sales or indem-
nifications for losses occurring within a tax-
able year beginning after December 31, 1939, 
and only in respect of earnings derived dur-
ing a taxable year beginning after December 
31, 1939. 

(l) For the purposes of this section a vessel 
shall be considered as constructed or ac-
quired by the taxpayer if constructed or ac-
quired by a corporation at a time when the 
taxpayer owns at least 95 per centum of the 
total number of shares of each class of stock 
of the corporation. 

(m) The terms used in this section shall 
have the same meaning as in chapter 1 of the 
Internal Revenue Code. 

(n) The terms contract for the construction 
and construction contract, as used in this sec-
tion, shall include, in the case of a taxpayer 
who constructs a new vessel in a shipyard 
owned by such taxpayer, an agreement be-
tween such taxpayer and the Commission 
with respect to such construction and con-
taining provisions deemed necessary or ad-
visable by the Commission to carry out the 
purposes and policy of this section. 

(o) The terms reconstruction and recondi-
tioning, as used in this section, shall include 
the reconstruction, reconditioning, or mod-
ernization of a vessel for exclusive use on the 
Great Lakes, including the St. Lawrence 
River and Gulf, if the Commission deter-
mines that the objectives of this Act will be 
promoted by such reconstruction, recondi-
tioning, or modernization, and, notwith-
standing any other provisions of law, such 
vessel shall be deemed to be a ‘‘new vessel’’ 
within the meaning of this section for such 
reconstruction, reconditioning, or mod-
ernization. 

[Sec. 511 as added by Act of October 10, 1940 
(Pub. L. 840, 76th Cong., 54 Stat. 1106), as 
amended by Act of June 17, 1943 (Pub. L. 78, 
78th Cong., 57 Stat. 157); Act of Dec. 23, 1944 
(Pub. L. 552, 78th Cong., 58 Stat. 920); secs. 9– 
14, Act of July 17, 1952 (Pub. L. 586, 82d Cong., 
66 Stat. 762); Act of Sept. 12, 1964 (Pub. L. 88– 
595, 78 Stat. 943)] 

SEC. 905. [Merchant Marine Act, 1936.] 
When used in this Act— 

(a) The words foreign commerce or foreign 
trade mean commerce or trade between the 
United States, its Territories or possessions, 
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or the District of Columbia, and a foreign 
country. 

* * * * * 

(c) The words citizen of the United States in-
clude a corporation, partnership, or associa-
tion only if it is a citizen of the United 
States within the meaning of section 2 of the 
Shipping Act, 1916, as amended (U.S.C., title 
46, sec. 802), and with respect to a corpora-
tion under title VI of this Act, all directors 
of the corporation are citizens of the United 
States, and, in the case of a corporation, 
partnership, or association operating a ves-
sel on the Great Lakes, or on bays, sounds, 
rivers, harbors, or inland lakes of the United 
States the amount of interest required to be 
owned by a citizen of the United States shall 
be not less than 75 per centum. 

* * * * * 

(e) The terms United States Maritime Com-
mission and Commission shall mean the Sec-
retary of Commerce, the Maritime Adminis-
trator, or the * * * [Maritime Subsidy Board] 
as the context may require * * *. 

[Sec. 905 (a), (c), and (e) (49 Stat. 2016), 
amended by sec. 39 (a) and (b), Act of June 
23, 1938 (Pub. L. 705, 75th Cong., 52 Stat. 964); 
Act of July 17, 1952 (Pub. L. 586, 82d Cong., 66 
Stat. 765); sec. 4, Act of Sept. 21, 1959 (Pub. L. 
86–327, 73 Stat. 597)] 

SEC. 2. [Shipping Act, 1916.] (a) That within 
the meaning of this Act no corporation, part-
nership, or association shall be deemed a cit-
izen of the United States unless the control-
ling interest therein is owned by citizens of 
the United States, and, in the case of a cor-
poration, unless its president or other chief 
executive officer and the chairman of its 
board of directors are citizens of the United 
States and unless no more of its directors 
than a minority of the number necessary to 
constitute a quorum are noncitizens and the 
corporation itself is organized under the laws 
of the United States or of a State, Territory, 
District, or possession thereof, but in the 
case of a corporation, association, or part-
nership operating any vessel in the coastwise 
trade the amount of interest required to be 
owned by citizens of the United States shall 
be 75 per centum. 

(b) The controlling interest in a corpora-
tion shall not be deemed to be owned by citi-
zens of the United States (a) if the title to a 
majority of the stock thereof is not vested in 
such citizens free from any trust or fiduciary 
obligation in favor of any person not a cit-
izen of the United States; or (b) if the major-
ity of the voting power in such corporation 
is not vested in citizens of the United States; 
or (c) if through any contract or under-
standing it is so arranged that the majority 
of the voting power may be exercised, di-

rectly or indirectly, in behalf of any person 
who is not a citizen of the United States; or 
(d) if by any other means whatsoever control 
of the corporation is conferred upon or per-
mitted to be exercised by any person who is 
not a citizen of the United States. 

(c) Seventy-five per centum of the interest 
in a corporation shall not be deemed to be 
owned by citizens of the United States (a) if 
the title to 75 per centum of its stock is not 
vested in such citizens free from any trust or 
fiduciary obligation in favor of any person 
not a citizen of the United States; or (b) if 75 
per centum of the voting power in such cor-
poration is not vested in citizens of the 
United States; or (c) if, through any contract 
or understanding it is so arranged that more 
than 25 per centum of the voting power in 
such corporation may be exercised, directly 
or indirectly, in behalf of any person who is 
not a citizen of the United States; or (d) if by 
any other means whatsoever control of any 
interest in the corporation in excess of 25 per 
centum is conferred upon or permitted to be 
exercised by any person who is not a citizen 
of the United States. 

(d) The provisions of this Act shall apply 
to receivers and trustees of all persons to 
whom the Act applies, and to the successors 
or assignees of such persons. 

[Sec. 2 (39 Stat. 729) as amended by Act of 
July 15, 1918 (Pub. L. 198, 65th Cong., 40 Stat. 
900); sec. 38, Merchant Marine Act, 1920 (41 
Stat. 1008); sec. 3, Act of Sept. 21, 1959 (Pub. 
L. 86–327, 73 Stat. 597)] 

§ 2.1–1 Definitions. 
(a) As used in the regulations in this 

part, except as otherwise expressly pro-
vided— 

(1) Act means the Merchant Marine 
Act, 1936, as amended (46 U.S.C. 27). 

(2) Section means one of the sections 
of the regulations in this part. 

(3) Administration means the Mari-
time Administration of the Depart-
ment of Commerce as created by Reor-
ganization Plan No. 21 of 1950 (46 U.S.C. 
1111 note). 

(4) Citizen means a person who, if an 
individual, was born or naturalized as a 
citizen of the United States or, if other 
than an individual, meets the require-
ments of section 905(c) of the Act and 
section 2 of the Shipping Act, 1916, as 
amended (46 U.S.C. 802). 

(5) Taxpayer means a citizen who has 
established or seeks to establish a con-
struction reserve fund under the provi-
sions of section 511 of the Act and the 
regulations in this part, and may in-
clude a partnership. 
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(6) Corporation includes associations, 
joint-stock companies and insurance 
companies. 

(7) Stock includes the shares in an as-
sociation, joint-stock company, or in-
surance company. 

(8) Affiliate or associate means a per-
son directly or indirectly controlling, 
controlled by, or under common con-
trol with, another person. 

(9) Control, as used in subparagraph 
(8) of this paragraph, means the posses-
sion of the power to direct in any man-
ner the management and policies of a 
person, and the terms ‘‘controlling’’ 
and ‘‘controlled’’ shall have the mean-
ings correlative to the foregoing. 

(10) Person means an individual, a 
corporation, a partnership, an associa-
tion, an estate, a trust, or a company. 

(11) Partnership includes a syndicate, 
group, pool, joint venture, or other un-
incorporated organization. 

(12) Construction, if so determined by 
the Administration, shall include re-
construction and reconditioning. 

(13) Reconstruction and reconditioning 
shall include the reconstruction, recon-
ditioning, or modernization of a vessel 
for exclusive use on the Great Lakes, 
including the Saint Lawrence River 
and Gulf, if the Administration deter-
mines that the objectives of the Act 
will be promoted by such reconstruc-
tion, reconditioning, or modernization, 
and, notwithstanding any other provi-
sions of law, such vessel shall be 
deemed to be a ‘‘new vessel’’ within the 
meaning of section 511 of the Act for 
such reconstruction, reconditioning, or 
modernization. 

(14) Purchase-money indebtedness 
means any indebtedness, or evidence 
thereof, created as the result of the 
purchase of a vessel by the taxpayer. 

(15) Contract, contract for the construc-
tion, and construction contract shall in-
clude, if so determined by the Adminis-
tration, a contract for reconstruction 
or reconditioning and shall include, in 
the case of a taxpayer who constructs a 
new vessel in a shipyard owned by such 
taxpayer, an agreement, between such 
taxpayer and the Administration with 
respect to such construction, and con-
taining provisions deemed necessary or 
advisable by the Administration to 
carry out the purposes and policy of 
section 511 of the Act. 

(b) Insofar as the computation and 
collection of taxes are concerned, other 
terms used in the regulations in this 
part, except as otherwise provided, 
have the same meaning as in the Inter-
nal Revenue Code and the regulations 
thereunder. 

§ 2.1–2 Scope of section 511 of the Act 
and the regulations in this part. 

(a) Applicability of regulations. (1) The 
regulations prescribed in this part— 

(i) Apply to gain realized from the 
sale or loss of vessels, earnings from 
the operation of vessels, and interest 
(or otherwise) with respect to amounts 
previously deposited in the construc-
tion reserve fund, for a taxable year be-
ginning after December 31, 1964, and 

(ii) Apply to the expenditure, obliga-
tion, or withdrawal, during a taxable 
year beginning after December 31, 1964, 
of any deposits of gain, earnings, and 
interest (or otherwise) of the character 
referred to in subdivision (i) of this 
subparagraph without regard to the 
taxable year in which the deposits were 
made. 

(2) As to gain, earnings, or interest 
(or otherwise) described in subpara-
graph (1)(i) of this paragraph and as to 
an expenditure, obligation, or with-
drawal described in subparagraph (1)(ii) 
of this paragraph, the regulations in 
this part supersede Treasury Decision 
5330, as amended (26 CFR (1939) Part 
32). 

(b) Nonrecognition and accumulation. 
Section 511 of the Act provides, under 
conditions specified, for the non-
recognition, for income and excess- 
profits tax purposes, of the gain real-
ized from the sale or indemnification 
for loss of certain vessels including cer-
tain vessels in the course of construc-
tion, or shares therein. It also permits 
the accumulation of the proceeds of 
such sales or indemnification and of 
certain earnings without liability 
under Part I (section 531 and fol-
lowing), Subchapter G, Chapter I of the 
Internal Revenue Code of 1954, and the 
regulations thereunder (§§ 1.531–1 
through 1.537–3 of this chapter (Income 
Tax Regulations)). 

(c) Availability of benefits. The bene-
fits of section 511 of the Act are avail-
able to any citizen as defined in para-
graph (a)(4) of § 2.1–1, who, during any 
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taxable year owns, in whole or in part, 
a vessel or vessels within the scope of 
§ 2.1–3. A citizen operating such a vessel 
or vessels owned by any other person or 
persons can derive no benefit from the 
provisions relating to the nonrecogni-
tion of gain from the sale or loss of 
such vessel or vessels so owned, but 
may establish a construction reserve 
fund in which he may deposit earnings 
from the operation of such vessel or 
vessels. 

(d) Applicability of section 511. Section 
511 of the Act applies only with respect 
to sales or losses of vessels within the 
scope of § 2.1–3 or in respect of earnings 
derived from the operation of such ves-
sels. A loss to be within section 511 of 
the Act must be an actual or construc-
tive total loss. Whether there is a total 
loss, actual or constructive, will be de-
termined by the Administration. 

§ 2.1–3 Requirements as to vessel oper-
ations. 

Section 511 of the Act applies with 
respect to vessels operated in the for-
eign or domestic commerce of the 
United States or in the fisheries of the 
United States and vessels acquired or 
being constructed for the purpose of 
such operation. The foreign commerce 
of the United States includes com-
merce or trade between the United 
States (including the District of Co-
lumbia), the territories and possessions 
which are embraced within the coast-
wise laws, and a foreign country or 
other territories and possessions of the 
United States. The domestic commerce 
of the United States includes com-
merce or trade between ports of the 
United States and its territories and 
possessions, embraced within the 
coastwise laws and on inland rivers. 
The fisheries include the fisheries of 
the United States and its territories 
and possessions. Section 511 of the Act 
does not apply to vessels operated in 
the foreign commerce or fisheries of 
any country other than the United 
States. 

§ 2.1–4 Application to establish fund. 
Any person claiming to be entitled to 

the benefits of section 511 of the Act 
may make application, in writing, to 
the Administration for permission to 
establish a construction reserve fund. 

The application shall be in such form 
and substance as the Administration 
may prescribe and shall designate, 
among other things, the depository or 
depositories with which the taxpayer 
proposes to establish the said fund. The 
original application shall be executed 
and verified by the taxpayer, or if the 
taxpayer is a corporation, by one of its 
principal officers, in triplicate, and 
shall be accompanied by eight con-
formed copies when filed with the Ad-
ministration. 

§ 2.1–5 Tentative authorization to es-
tablish fund. 

Where the time between the receipt 
by the Administration of the applica-
tion for permission to establish a con-
struction reserve fund and the date 
prior to which an amount received 
from the sale or loss of a vessel must 
be deposited to come within the scope 
of section 511 of the Act is insufficient 
to permit a determination of the eligi-
bility of the applicant, the Administra-
tion may tentatively authorize the es-
tablishment of a construction reserve 
fund and the deposit of such amount 
therein. Such tentative authorization 
shall be subject to rescission by the 
Administration if subsequently it is de-
termined that the applicant is not enti-
tled to the benefits of section 511 of the 
Act, or has not complied with the stat-
utory requirements. For example, a 
tentative authorization will be re-
scinded if the Administration ascer-
tains that the applicant is not a cit-
izen. Upon such determination, the 
fund shall be closed and all amounts on 
deposit therein shall be withdrawn. 

§ 2.1–6 Establishment of fund. 

(a) Authorization by the Administra-
tion. If the application is approved by 
the Administration, the Administra-
tion will adopt Orders authorizing the 
establishment of a construction reserve 
fund with the depository or deposi-
tories designated by the taxpayer and 
approved by the Administration. The 
Orders will provide for joint control by 
the Administration and the taxpayer 
over such fund, will set forth the condi-
tions governing the establishment and 
maintenance of the fund and the mak-
ing of deposits therein and withdrawals 
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therefrom, and will designate the rep-
resentatives authorized to execute in-
struments of withdrawal on behalf of 
the Administration. 

(b) Resolution or agreement of the tax-
payer. A certified copy of the Orders of 
the Administration will be furnished 
the taxpayer. If the taxpayer is a cor-
poration, it shall promptly adopt, 
through its board of directors, a resolu-
tion satisfactory in form and substance 
to the Administration, authorizing the 
establishment and maintenance of the 
fund in conformity with the action of 
the Administration. If the taxpayer is 
not a corporation, it shall promptly 
execute an agreement with the deposi-
tory satisfactory in form and substance 
to the Administration to conform to 
the action of the Administration as set 
forth in the Orders. Certified copies of 
the Orders of the Administration and 
of the resolution of the taxpayer (if it 
is a corporation) will be furnished to 
the depository by the Administration 
and the taxpayer, respectively, for its 
guidance in maintaining the fund and 
honoring instruments of withdrawal. 
The taxpayer, if a corporation, shall 
also furnish the Administration with a 
certified copy of its resolution, or if 
not a corporation, a duplicate original 
of its agreement with the depository. 

(c) Constructive action not recognized. 
Constructive deposits, substitutions or 
withdrawals will not be recognized by 
the Administration in the establish-
ment and maintenance of the fund. 

(d) Failure to make deposits as basis for 
termination of fund. In the event no de-
posit is made into the fund for more 
than five years, any amounts remain-
ing in the fund shall be removed from 
the fund at the discretion of the Ad-
ministration and, if so removed, the 
fund shall be terminated. In the event 
of such termination, see § 2.1–23 for rec-
ognition of gain. 

§ 2.1–7 Circumstances permitting reim-
bursement from a construction re-
serve fund. 

(a) Payments prior to establishment of 
fund. If, prior to the establishment of a 
construction reserve fund under the 
regulations in this part, a taxpayer has 
made necessary payments under a con-
tract which satisfies the provisions of 
the regulations in this part and section 

511 of the Act for the construction or 
acquisition of a new vessel, such tax-
payer may, if subsequently authorized 
to establish a construction reserve 
fund under the regulations in this part, 
draw against such fund as reimburse-
ment for the amount, if any, of other 
funds which, with the approval or rati-
fication of the Administration, the tax-
payer used for making such necessary 
payments prior to the establishment of 
the fund. 

(b) Payments subsequent to establish-
ment of fund. If, subsequent to the es-
tablishment of a construction reserve 
fund under the regulations in this part, 
the taxpayer has made necessary pay-
ments under a contract which satisfies 
the provisions of the regulations in 
this part and section 511 of the Act for 
the construction or acquisition of a 
new vessel, such taxpayer may draw 
against such fund as reimbursement for 
the amount, if any, of other funds 
which, with the approval or ratifica-
tion of the Administration, the tax-
payer had used for the purpose of mak-
ing such necessary payments. 

§ 2.1–8 Investment of funds in securi-
ties. 

(a) Obligations of or guaranteed by the 
United States. Interest-bearing direct 
obligations of the United States, or ob-
ligations fully guaranteed as to prin-
cipal and interest by the United States, 
may be deposited in the construction 
reserve fund in lieu of cash, may be 
purchased with cash on deposit in the 
fund, or may be substituted for securi-
ties or commitment to finance in the 
fund, subject to the provisions of para-
graph (b) of this section. 

(b) Other securities. In cases where the 
taxpayer desires to deposit any securi-
ties in the fund in lieu of cash other 
than those of or guarantees by the 
United States or to purchase such 
other securities with cash on deposit in 
the fund, or to substitute such other 
securities for securities or commit-
ment to finance in the fund, the tax-
payer shall make written application 
to the Administration and shall not 
consummate the transaction until the 
written consent of the Administration 
shall have been received. The applica-
tion shall describe the securities fully. 
Every approval by the Administration 
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of such application shall be condi-
tioned upon agreement by the taxpayer 
forthwith to dispose of such securities 
upon subsequent request by the Admin-
istration. Immediately upon the pur-
chase of any securities for deposit in 
the fund, the taxpayer shall advise the 
Administration, giving the date of pur-
chase, a description of the securities, 
and the price paid therefor (net, bro-
kerage and other charges, and gross). 
Ordinarily, the Administration will not 
approve the deposit in the fund in lieu 
of cash, or the purchase with cash on 
deposit in the fund or the substitution 
for securities in the fund of securities 
not actively traded in on exchanges 
registered under the Securities Ex-
change Act of 1934 (15 U.S.C. ch. 2B), or 
securities which are not legal for in-
vestment of trust funds. Whenever the 
Administration approves the substi-
tution of other securities for securities 
in the fund, such substitution shall be 
effected only upon or after the deposit 
of the substituted securities into the 
fund. 

(c) Cash. Cash may be substituted for 
amounts which are on deposit in the 
fund in any other form. 

(d) Devalued securities. In the event 
the Administration determines that 
the market value at any date of any se-
curities in the fund has decreased to a 
figure which is less than 90 percent of 
the market value at the time of deposit 
into the fund, then within 60 days after 
the taxpayer receives notice of such de-
termination the taxpayer shall (except 
as otherwise provided in this para-
graph) deposit into the fund cash or se-
curities in an amount equal to the dif-
ference between the current market 
value of the devalued securities and the 
market value of such securities at the 
time of their original deposit. However 
if any securities in the fund are valued 
at the time of their deposit at less than 
the market value of such securities at 
the time of their deposit the taxpayer 
shall be required to deposit only an 
amount equal to that portion of the 
difference between the current market 
value of the devalued securities and the 
market value of such securities at the 
time of their original deposit which 
bears the same ratio to such total dif-
ference as the amount at which the se-
curities were valued at the time of 

their deposit bears to the market value 
at the time of such deposit. 

§ 2.1–9 Valuation of securities in fund. 

(a) Equivalent values. In cases where 
securities are deposited in the fund in 
lieu of cash, or are purchased with cash 
on deposit in the fund, or are sub-
stituted for securities in the fund, the 
value of such securities must not be 
less than the amount of cash in lieu of 
which they are so deposited or with 
which they are so purchased, or the 
value at the time of deposit of the se-
curities for which they were so sub-
stituted. If the securities on deposit in 
the fund are replaced by cash from the 
general funds of the taxpayer, the 
amount of cash to be deposited in the 
fund in lieu thereof shall be not less 
than the amount at which such securi-
ties were valued at the time of their 
deposit in the fund. 

(b) Determination of value. (1) For the 
purpose of determining the amount in 
the fund, the value of securities shall 
be their ‘‘market value’’ (which shall 
be the basis for determining value, un-
less otherwise agreed to by the admin-
istration) and shall be determined in 
the following manner: 

(i) In instances where no actual pur-
chase is involved, such as the initial 
deposit of securities in the fund in lieu 
of cash, the last sales price thereof on 
the principal exchange on the day the 
deposit was made shall be deemed to be 
the ‘‘market value’’ thereof, or, if no 
such sales were made, the ‘‘market 
value’’ thereof will be determined by 
the Administration on such basis as it 
may deem to be fair and reasonable in 
each case. 

(ii) In instances where the purchase 
of securities with cash on deposit in 
the fund is involved, ‘‘market value’’ 
shall be the gross price paid (adjusted 
for accrued interest): Provided, That if 
such securities are purchased otherwise 
than upon a registered exchange the 
price shall be within the range of 
transactions on the exchange on the 
date of such purchase, or, if there were 
no such transactions, then the ‘‘mar-
ket value’’ thereof will be determined 
by the Administration on such basis as 
it may deem to be fair and reasonable 
in each case. 
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(2) Purchase-money obligations se-
cured by mortgages on vessels sold or 
irrevocable commitments to finance 
the construction or acquisition of new 
vessels which are deposited in the con-
struction reserve fund as provided in 
§ 2.1–13 ordinarily will be considered as 
equivalent to their face value. 

§ 2.1–10 Withdrawals from fund. 
(a) Withdrawals for obligations or liq-

uidation. (1) Checks, drafts, or other in-
struments of withdrawal to meet obli-
gations under a contract for the con-
struction or acquisition of a new vessel 
or vessels or for the liquidation of ex-
isting or subsequently incurred pur-
chase-money indebtedness, after hav-
ing been executed by the taxpayer, 
shall be forwarded to the Administra-
tion in Washington, DC, with appro-
priate explanation of the purpose of the 
proposed withdrawal, including prop-
erly certified invoices or other sup-
porting papers. Such instruments of 
withdrawal, if payable to the Adminis-
tration, will be deposited by the Ad-
ministration for collection, and the 
proceeds thereof, upon collection, will 
be credited to the appropriate contract 
with the Administration; but if drawn 
to the order of payees other than the 
Administration, after countersignature 
on behalf of the Administration, will 
ordinarily be forwarded to the payees. 

(2) An amount obligated under a con-
tract for the construction or acquisi-
tion of a new vessel or vessels or for 
the liquidation of existing or subse-
quently incurred purchase-money in-
debtedness, whether the obligor has the 
entire or a partial interest therein 
within the scope of section 511 of the 
Act, may not, so long as the contract 
or indebtedness continues in full force 
and effect, be withdrawn except to 
meet payments due or to become due 
under such contract or for such liq-
uidation. 

(b) Other withdrawals. Checks, drafts, 
or other instruments of withdrawal ex-
ecuted by the taxpayer for purposes 
other than to meet obligations under a 
contract for the construction or acqui-
sition of a new vessel or vessels or for 
the liquidation of existing or subse-
quently incurred purchase-money in-
debtedness, whether the taxpayer has 
the entire or a partial interest therein, 

shall be drawn by the taxpayer to its 
own order and forwarded to the Admin-
istration in Washington, DC, with ap-
propriate explanation of the purpose of 
the proposed withdrawal. Such with-
drawals may occur by reason of a de-
termination by the Administration 
that the taxpayer is not entitled to the 
benefits of section 511 of the Act (see 
§ 2.1–5), or that a particular deposit has 
been improperly made (see § 2.1–13), or 
by reason of the election of the tax-
payer to make such withdrawals. Upon 
receipt of such checks, drafts, or other 
instruments of withdrawal, the Admin-
istration will give notice thereof to the 
Commissioner of Internal Revenue. The 
Commissioner will advise the Adminis-
tration of the receipt of the notice and 
the date it was received. The Adminis-
tration shall not countersign such 
checks, drafts, or other instruments of 
withdrawal or transmit them to the 
taxpayer until the expiration of 30 days 
from the date of receipt of the notice 
by the Commissioner, unless the Com-
missioner or such official of the Inter-
nal Revenue Service as he may des-
ignate for the purpose consents in writ-
ing to earlier countersignature by the 
Administration and transmittal to the 
taxpayer. Upon the expiration of such 
30-day period, or prior thereto if the 
aforesaid consent of the Commissioner 
has been obtained, the Administration 
will countersign the check, draft, or 
other instrument of withdrawal and 
forward it to the taxpayer. 

(c) Inapplicability to certain trans-
actions. The provisions of this section 
shall not be applicable to transactions 
deemed to be withdrawals by reason of 
the sale of securities held in the fund 
for an amount less than the market 
value thereof at the time of their de-
posit (see § 2.1–23), nor to the cancella-
tion of an irrevocable commitment de-
posited in the fund, upon proof satis-
factory to the Administration that the 
terms of such commitment have been 
fully satisfied. 

§ 2.1–11 Time deposits. 

Deposits in the construction reserve 
fund not invested in securities may be 
placed in time deposits when, in the 
judgment of the taxpayer, it is desir-
able and feasible so to do. The taxpayer 
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shall promptly advise the Administra-
tion of any time deposit arrangements 
made with the depository. The Admin-
istration reserves the right at any time 
to require the termination or modifica-
tion of any such arrangements. With 
prior approval of the Administration a 
time deposit may be made in a deposi-
tory other than the one with which the 
construction reserve fund is estab-
lished. 

§ 2.1–12 Election as to nonrecognition 
of gain. 

(a) Election requirements. As a pre-
requisite to the nonrecognition of gain 
on the sale or loss of a vessel (or of a 
part interest therein) for Federal in-
come tax purposes, the taxpayer, after 
establishing a construction reserve 
fund, must make an election with re-
spect to such vessel or interest in the 
manner set forth in this paragraph. 

(1) In general. Except as provided in 
subparagraph (2) of this paragraph, the 
election must be made in the tax-
payer’s Federal income tax return (or, 
in the case of a partnership, in the 
partnership return of income) for the 
taxable year in which the gain with re-
spect to the sale or loss of the vessel is 
realized. The election as to the non-
recognition of gain shall be shown by a 
statement to that effect, submitted as 
a part of, and attached to, the return. 
The statement, which need not be on 
any prescribed form, shall set forth a 
computation of the amount of the real-
ized gain, the identity of the vessel, the 
nature and extent of the taxpayer’s in-
terest therein, whether such vessel was 
sold or lost and the date of sale or loss, 
the full sale price or full amount of in-
demnity, and the amount and date of 
each payment thereof, the basis for tax 
purposes and any other data affecting 
the determination of the realized gain. 

(2) Certain Government payments. In 
case a vessel is purchased or requi-
sitioned by the United States, or is 
lost, in any taxable year and the tax-
payer receives payment for the vessel 
so purchased or requisitioned, or re-
ceives from the United States indem-
nity on account of such loss, subse-
quent to the end of such taxable year, 
the taxpayer shall make his election by 
filing notice thereof with the Commis-
sioner of Internal Revenue, Wash-

ington, DC, 20224, prior to the expira-
tion of 60 days after receipt of the pay-
ment or indemnity. The taxpayer shall 
file a copy of the notice with the Sec-
retary, Federal Maritime Board, Wash-
ington, DC, 20573. The form of the no-
tice of election shall be prepared by the 
taxpayer and shall be substantially as 
follows: 

ELECTION RELATIVE TO NONRECOGNITION OF 
GAIN UNDER SECTION 511(C)(2), MERCHANT 
MARINE ACT, 1936 

Pursuant to the provisions of section 
511(c)(2) of the Merchant Marine Act, 1936, as 
amended, notice is hereby given that the un-
dersigned taxpayer elects that gain in re-
spect of the sale to the United States, or in-
demnification received from the United 
States on account of the loss, of the vessel 
named below or share therein shall not be 
recognized. The circumstances involved in 
the computation of such gain are as follows: 

Name and other identification of vessel ll

Nature and extent of the taxpayer’s interest 
in the vessel llllllllllllllll

Nature of disposition, i.e., sale or loss lll

Date of disposition lllllllllllll

Full sale price or full amount of indemnity 
received by taxpayer lllllllllll

Amount and date of each payment of sale 
price or indemnity received by taxpayer l

Amount and date of each previous deposit of 
such payments in construction reserve 
fund llllllllllllllllllll

llllllllllllllllllllllll

Identification of each check or other instru-
ment by which payment made to taxpayer 

llllllllllllllllllllllll

Tax basis of taxpayer’s interest in vessel ll

Any other data affecting the determination 
of the realized gain llllllllllll

Amount of gain (submit computation) lll

llllllllllllllllllllllll

(Name of taxpayer) 
By llllllllllllllllllllll

llllllllllllllllllllllll

(Date of execution) 
(b) [Reserved] 

§ 2.1–13 Deposit of proceeds of sales or 
indemnities. 

(a) Manner of deposit. The deposit re-
quired by section 511 of the Act must 
be made in a construction reserve fund 
established with a depository or deposi-
tories approved by the Administration 
and subject to the joint control of the 
Administration and the taxpayer. It is 
not necessary to establish a separate 
fund with respect to each vessel or 
share in a vessel sold or lost. 
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(b) Amount of deposit. With respect to 
any vessel sold or lost, or a share 
therein, the deposit must be in an 
amount equal to the ‘‘net proceeds’’ of 
the sale, or the ‘‘net indemnity’’ for 
the loss. By ‘‘net proceeds’’ and ‘‘net 
indemnity’’ is meant (1) the depositor’s 
interest in the adjusted basis of the 
vessel plus (2) the amount of gain 
which would be recognized for tax pur-
poses in the absence of section 511 of 
the Act. In determining ‘‘net pro-
ceeds’’, the amount necessarily paid or 
incurred for brokers’ commissions is to 
be deducted from the gross amount of 
the sales price. In the event the tax-
payer is an affiliate or associate of the 
buyer, the amount of the sales price 
shall not exceed the fair market value 
of the vessel or vessels sold as deter-
mined by the Administration. In such 
case the taxpayer shall furnish evi-
dence sufficient, in the opinion of the 
Administration, to establish that the 
sales price is not in excess of the fair 
market value. In determining ‘‘net in-
demnity’’, the amount necessarily paid 
or incurred purely for collection, or 
rate of exchange discounts on the pay-
ment, of the indemnity is to be de-
ducted from the gross amount of col-
lectible indemnity. In case of the sale 
or loss of several vessels or share there-
in, a deposit of the ‘‘net proceeds’’ or 
‘‘net indemnity’’ with respect to one or 
more of the vessels or shares is permis-
sible. Where several vessels or shares 
are sold for a lump sum, the ‘‘net pro-
ceeds’’ allocated to each vessel or share 
shall be determined in accordance with 
any reasonable rule satisfactory to the 
Commissioner of Internal Revenue. The 
taxpayer must deposit the full amount 
of each payment (including cash, notes, 
or other evidences of indebtedness) as a 
single deposit in the construction re-
serve fund. A payment divided between 
two or more depositories will be re-
garded as a single deposit. Amounts re-
ceived by the taxpayer prior to the 
date of consummation of the sale of the 
vessel shall be considered as having 
been received by the taxpayer at the 
time the sale is consummated. 

(c) Purchase-money obligations. Where 
the proceeds from the sale of a vessel 
include purchase-money obligations, 
such obligations together with the en-
tire collateral therefor, or, in the case 

of deposit of the proceeds of a share in 
the vessel, a proportionate part of the 
obligations and collateral as deter-
mined by the Administration, shall be 
deposited, with the remainder of the 
proceeds, in the construction reserve 
fund as a part of the ‘‘net proceeds’’. 
The depository shall receive payment 
of all amounts due on such purchase- 
money obligations and such amounts 
shall be placed in the fund in substi-
tution for the portion of the obliga-
tions paid. All installments of pur-
chase-money obligations shall be paid 
directly into the fund by the obligor. In 
the event any such installment is not 
so deposited, the Administration, at 
any time after the due date, may re-
quire the taxpayer to deposit an 
amount equal to such installment. If 
the taxpayer so desires, he may deposit 
in the construction reserve fund cash 
or approved securities in an amount 
equal to the face value of any pur-
chase-money obligations in lieu of de-
positing such obligations. 

(d) Vessel subject to mortgage at time of 
sale or loss. Where a vessel is subject to 
a mortgage or other encumbrance at 
the time of its sale or loss and the tax-
payer actually receives only an amount 
representing the equity therein or a 
share in such equity corresponding to 
his share in the vessel, he shall deposit 
in the construction reserve fund such 
amount and concurrently therewith 
other funds in an amount equal to the 
difference between the amount re-
ceived and the ‘‘net proceeds’’ or ‘‘net 
indemnity’’. Such other funds may be 
in the form of cash, or, subject to the 
approval of the Administration, (1) in-
terest-bearing securities, or (2) an ir-
revocable and unconditional commit-
ment to finance the construction or ac-
quisition of a new vessel in whole or in 
part by an obligor approved by the Ad-
ministration in an amount equal to the 
amount by which the ‘‘net proceeds’’ 
exceed the cash or securities deposited 
in the fund. 

(e) Unauthorized deposits. A deposit 
which is not provided for by section 511 
of the Act shall, without unreasonable 
delay, be withdrawn from the fund and 
tax liability will be determined as 
though such deposit had not been 
made. (See §§ 2.1–10 and 2.1–24.) 
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§ 2.1–14 Deposit of earnings and re-
ceipts. 

(a) Earnings. A citizen may deposit 
all or any part of earnings derived from 
the operation, within the scope of § 2.1– 
3, of a vessel or vessels owned either by 
himself or any other person, if such 
earnings are intended for construction 
or acquisition of new vessels. Such 
earnings may include payments re-
ceived by an owner, as compensation 
for use of his vessel, from other persons 
by whom it is so operated. Earnings 
from other sources may not be depos-
ited. The earnings from operation of 
vessels which are eligible for deposit 
are the net earnings determined with-
out regard to any deduction for depre-
ciation, obsolescence, or amortization 
with respect to such vessels. 

(b) Receipts. Receipts from deposited 
funds, in the form of interest or other-
wise, may be deposited. 

§ 2.1–15 Time for making deposits. 
(a) Proceeds of sale or indemnification. 

Deposits of amounts representing pro-
ceeds of the sale or indemnification for 
loss of a vessel or share therein must 
be made within 60 days after receipt by 
the taxpayer. 

(b) Earnings and receipts. Earnings 
and receipts for the taxable year may 
be deposited at any time. (See § 2.1–14.) 

§ 2.1–16 Tax liability as to earnings de-
posited. 

Deposit in the construction reserve 
fund of earnings from the operation of 
a vessel or vessels, or receipts, in the 
form of interest or otherwise, with re-
spect to amounts previously deposited 
does not exempt the taxpayer from tax 
liability with respect thereto nor post-
pone the time such earnings or receipts 
are includible in gross income. Earn-
ings and receipts deposited in a con-
struction reserve fund established in 
accordance with the provisions of sec-
tion 511 of the Act and the regulations 
in this part will be deemed to have 
been accumulated for the reasonable 
needs of the business within the mean-
ing of Part 1 (section 531 and fol-
lowing), Subchapter G, Chapter I of the 
Internal Revenue Code of 1954, so long 
as the requirements of section 511 of 
the Act and the regulations in this part 
are satisfied relative to the use of the 

fund in the construction, reconstruc-
tion, reconditioning, or acquisition of 
new vessels, or for the liquidation of 
purchase-money indebtedness on such 
vessels. For incurrence of tax liability 
due to noncompliance with the require-
ments of section 511 of the Act and the 
regulations in this part with respect to 
deposits in the construction reserve 
fund, see the provisions of § 2.1–23. 

§ 2.1–17 Basis of new vessel. 

The basis for determining gain or 
loss and for depreciation for the pur-
pose of the Federal income tax with re-
spect to a new vessel constructed, re-
constructed, reconditioned, or acquired 
by the taxpayer, or with respect to 
which purchase-money indebtedness is 
liquidated as provided in section 511(g) 
of the Act, with funds deposited in the 
construction reserve fund, is reduced 
by the amount of the unrecognized 
gain represented in the funds allocated 
under the provisions of the regulations 
in this part to the cost of such vessel. 
(See § 2.1–18.) 

§ 2.1–18 Allocation of gain for tax pur-
poses. 

(a) General rules of allocation. As pro-
vided in § 2.1–17, if amounts on deposit 
in a construction reserve fund are ex-
pended, obligated, or withdrawn for 
construction, reconstruction, recondi-
tioning, or acquisition of new vessels, 
or for the liquidation of purchase- 
money indebtedness of such vessels, 
the portion thereof which represents 
gain shall be applied in reduction of 
the basis of such new vessels. The rules 
set forth below in this paragraph shall 
apply in allocating the unrecognized 
gain to the amounts so expended, obli-
gated, or withdrawn: 

(1) If the ‘‘net proceeds’’ of a sale or 
‘‘net indemnity’’ in respect of a loss 
are deposited in more than one deposit, 
the portion thereof representing unrec-
ognized gain shall be considered as hav-
ing been deposited first. 

(2) Amounts expended, obligated, or 
withdrawn from the construction re-
serve fund shall be applied against 
amounts deposited in the order of de-
posit. 

(3) If any deposit consists in part of 
gain not recognized under section 511(c) 
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of the Act, then any expenditure, obli-
gation, or withdrawal applied against 
such deposit shall be considered to con-
sist of gain in the same proportion that 
the part of the deposit which con-
stitutes gain bears to the total amount 
of the deposit. 

(b) Date of obligation. The date funds 
are obligated under a contract for the 
construction, reconstruction, recondi-
tioning, or acquisition of new vessels, 
or for the liquidation of purchase- 
money indebtedness on such vessels, 
rather than the date of payment from 
the fund, will determine the order of 
application against the deposits in the 
fund. When a contract for the construc-
tion, reconstruction, reconditioning, or 
acquisition of new vessels, or for the 
liquidation of purchase-money indebt-
edness on such vessels is entered into, 
amounts on deposit in the construction 
reserve fund will be deemed to be obli-
gated to the extent of the amount of 
the taxpayer’s liability under the con-
tract. Deposits will be deemed to be so 
obligated in the order of deposit, each 
new contract obligating the earliest de-
posit not previously expended, obli-
gated, or withdrawn. If the liability 
under the contract exceeds the amount 
in the construction reserve fund, the 
contract will be deemed to obligate, to 
the extent of that part of such excess 
not otherwise satisfied, the earliest de-
posit or deposits thereafter made. 

(c) Illustration. The foregoing rules 
are illustrated in the following exam-
ple: 

Example. (1) A taxpayer who makes his re-
turns on the calendar year basis sells a ves-
sel in 1963 for $1,000,000, realizing a gain of 
$400,000. Payment of $100,000 is received in 
March 1963 when the contract is signed, and 
the balance of $900,000 is received in June 
1963 on delivery of the vessel. The $1,000,000 is 
deposited in a construction reserve fund in 
July 1963. In December 1963, the taxpayer 
also deposits $150,000, representing earnings 
of that year. In 1964, he sells another vessel 
for $1,000,000, realizing a gain of $250,000. The 
sale price of $1,000,000 is received on delivery 
of the vessel in February 1964, and deposited 
in the construction reserve fund in March 
1964. In September 1964, the taxpayer pur-
chases for cash out of the construction re-
serve fund a new vessel for $1,750,000. To the 
cost of this vessel must be allocated the 1963 
deposits of $1,150,000 and $600,000 of the 
March 1964 deposit. This leaves in the fund 
$400,000 of the March 1964 deposit. The 

amount of the unrecognized gain to be ap-
plied against the basis of the new vessel is 
$550,000, computed as follows: Gain of $400,000 
represented in the 1963 deposits, plus the 
same proportion of the $250,000 gain rep-
resented in the March 1964 deposit ($1,000,000) 
which the amount ($600,000) allocated to the 
vessel is of the amount of the deposit, i.e., 
$400,000 plus 600,000/1,000,000 of $250,000 or 
$150,000, a total of $550,000. This reduces the 
basis of the new vessel to $1,200,000 ($l,750,000 
less $550,000). 

(2) In 1965, the taxpayer sells a third vessel 
for $3,000,000, realizing a gain of $900,000. The 
$3,000,000 is received and deposited in the 
construction reserve fund in June 1965, mak-
ing a total in the fund of $3,400,000. In De-
cember 1965, the taxpayer contracts for the 
construction of a second new vessel to cost a 
maximum of $3,200,000, thereby obligating 
that amount of the fund, and in June 1966, 
receives permission to withdraw the unobli-
gated balance amounting to $200,000. To the 
cost of the second new vessel must be allo-
cated the $400,000 balance of the March 1964 
deposit and $2,800,000 of the June 1965 de-
posit. The unrecognized gain to be applied 
against the basis of such new vessel is that 
proportion of the gain represented in each 
deposit which the portion of the deposit allo-
cated to the vessel bears to the amount of 
such deposit, i.e., 400,000/1,000,000 of $250,000, 
or $100,000 plus 2,800,000/3,000,000 of $900,000, or 
$840,000 making a total of $940,000. The 
$200,000 withdrawal is applied against the 
June 1965 deposit and the portion thereof 
which represents gain will be recognized as 
income for 1965, the year in which realized. 
The computation of the recognized gain is as 
follows: 200,000/3,000,000 of $900,000, or $60,000. 

§ 2.1–19 Requirements as to new ves-
sels. 

(a) Requirements. For the purposes of 
section 511 of the Act and the regula-
tions in this part, the new vessel must 
be— 

(1) Documented under the laws of the 
United States when it is acquired by 
the taxpayer, or the taxpayer must 
agree that when acquired it will be doc-
umented under the laws of the United 
States; 

(2)(i) Constructed in the United 
States after December 31, 1939, or (ii) 
its construction has been financed 
under Title V or Title VII of the Act, 
or (iii) its construction has been aided 
by a mortgage insured under Title XI 
of the Act; and 

(3) Either (i) of such type, size, and 
speed as the Administration deter-
mines to be suitable for use on the high 
seas or Great Lakes in carrying out the 
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purposes of the Act, but of not less 
than 2,000 gross tons or of less speed 
than 12 knots, except that a particular 
vessel may be of lesser tonnage or 
speed if the Administration determines 
and certifies that the particular vessel 
is desirable for use by the United 
States in case of war or national emer-
gency, or (ii) constructed to replace a 
vessel or vessels requisitioned or pur-
chased by the United States, in which 
event it must be of such type, size, and 
speed as to constitute a suitable re-
placement for the vessel requisitioned 
or purchased, but if a vessel already 
built is acquired to replace a vessel or 
vessels requisitioned or purchased by 
the United States, such vessel must 
meet the requirements set forth in sub-
division (i) of this subparagraph. Ordi-
narily, under subdivision (i) of this sub-
paragraph, a vessel constructed more 
than five years before the date on 
which deposits in a construction re-
serve fund are to be expended or obli-
gated for acquisition of such vessel will 
not be considered suitable for use in 
carrying out the purpose of the Act, ex-
cept that the five-year age limitation 
provided above in this sentence shall 
not apply to a vessel to be recon-
structed before being placed in oper-
ation by the taxpayer. 

(b) Time of construction. A vessel will 
be deemed to be constructed after De-
cember 31, 1939, only if construction 
was commenced after that date. Sub-
ject to the provisions of this section, a 
new vessel may be newly built for the 
taxpayer, or may be acquired after it is 
built. 

(c) Replacement of vessels. It is not 
necessary that vessels shall be replaced 
vessel for vessel. The new vessels may 
be more or less in number than the re-
placed vessels, provided the other re-
quirements of this section are met. 

§ 2.1–20 Obligation of deposits. 
(a) Time for obligation. Within three 

years from the date of any deposit in a 
construction reserve fund, unless ex-
tension is granted as provided in § 2.1– 
22, such deposit must be obligated 
under a contract for the construction 
or acquisition of a new vessel or vessels 
(or in the discretion of the Administra-
tion for a share therein), with not less 
than 121⁄2 percent of the construction or 

contract price of the entire vessel or 
vessels actually paid or irrevocably 
committed on account thereof or must 
be expended or obligated for the liq-
uidation of existing or subsequently in-
curred purchase-money indebtedness to 
persons other than a parent company 
of, or a company affiliated or associ-
ated with, the mortgagor on a new ves-
sel or vessels. Amounts on deposit in a 
construction reserve fund will be 
deemed to be obligated for expenditure 
when a binding contract of construc-
tion or acquisition has been entered 
into or when purchase-money indebted-
ness has been incurred and, if obligated 
under a contract of construction or ac-
quisition, will be deemed to be irrev-
ocably committed when due and pay-
able in accordance with the terms of 
the contract of construction or acquisi-
tion. 

(b) Requirements for obligations. Unless 
otherwise authorized by the Adminis-
tration, contracts for the construction 
of new vessels must be for a fixed price, 
or provide for a base price that may be 
adjusted for changes in labor and mate-
rial costs not exceeding 15 percent of 
the base price. The fixed or base price, 
as the case may be, shall be fair and 
reasonable as determined by the Mari-
time Administration. Any financial or 
other interests between the taxpayer 
and the contractor shall be disclosed to 
the Administration by the taxpayer. 
Plans and specifications for the new 
vessel or vessels must be approved by 
the Administration to the extent it 
deems necessary. A deposit in a con-
struction reserve fund may be expended 
or obligated for expenditure for pro-
curement under an acquisition or con-
struction contract of a part interest in 
a new vessel or vessels only after ob-
taining the written consent of the Ad-
ministration. The granting of such con-
sent shall be entirely in the discretion 
of the Administration and it may im-
pose such conditions with respect 
thereto as it may deem necessary or 
advisable for the purpose of carrying 
out the provisions of section 511 of the 
Act. Applications for such consent 
shall be executed in triplicate, and, to-
gether with eight conformed copies 
thereof, filed with the Administration. 
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§ 2.1–21 Period for construction of cer-
tain vessels. 

A new vessel constructed otherwise 
than under the provisions of Title V of 
the Act, and not purchased from the 
Administration must, within six 
months from the date of the construc-
tion contract, or within the period of 
any extension, be completed to the ex-
tent of not less than 5 percent as esti-
mated by the Administration and cer-
tified by it to the Secretary of the 
Treasury. In case of a contract cov-
ering more than one vessel it will be 
sufficient if one of the vessels is 5 per-
cent completed within the six months’ 
period from the date of the contract or 
within the period of any extension, and 
so certified. All construction must be 
completed with reasonable dispatch as 
determined by the Administration. If, 
for causes within the control of the 
taxpayer, the entire construction is 
not completed with reasonable dis-
patch, the Administration will so cer-
tify to the Secretary of the Treasury. 
For the effect of such certification, see 
§ 2.1–23. 

§ 2.1–22 Time extensions for expendi-
ture or obligation. 

(a) Extensions. The Administration, 
upon application and a showing of 
proper circumstances, (1) may allow an 
extension of time within which depos-
its shall be expended or obligated, not 
to exceed one year, and upon a second 
application received before the expira-
tion of the first extension, may allow 
an additional extension not to exceed 
one year, and (2) may allow an exten-
sion or extensions of time within which 
five percent of the construction shall 
have been completed as provided in 
§ 2.1–21 not to exceed one year in the 
aggregate, and (3) may allow any other 
extensions that may be provided by 
amendment to the Act. 

(b) Application required. A taxpayer 
seeking an extension of time shall 
make application therefor, and trans-
mit it with an appropriate statement 
of the circumstances, including the 
reasons justifying the requested exten-
sion or extensions, and appropriate 
documents in substantiation of the 
statement, to the Administration. The 
Administration will notify the Com-
missioner of Internal Revenue of any 

extension granted. In case an applica-
tion for extension is denied, the tax-
payer will be liable for delay as though 
no application had been made. 

§ 2.1–23 Noncompliance with require-
ments. 

(a) Noncompliance. The amount of the 
gain which is that portion of the con-
struction reserve fund otherwise con-
stituting taxable income under the law 
applicable to the taxable year in which 
such gain was realized shall be included 
in the taxpayer’s gross income for such 
taxable year for income or excess-prof-
its tax purposes, if— 

(1) A portion of such fund is with-
drawn for purposes other than— 

(i) The construction, reconstruction, 
reconditioning, or acquisition of a new 
vessel; or 

(ii) The liquidation of existing or 
subsequently incurred purchase-money 
indebtedness to persons other than a 
parent company of, or a company af-
filiated or associated with, the mort-
gagor on a new vessel or vessels; or 

(2) The taxpayer fails to comply with 
the requirements of section 511 of the 
Act or the regulations in this part re-
lating to the utilization of construc-
tion reserve funds in the construction, 
reconstruction, reconditioning, or ac-
quisition of a new vessel, or the liq-
uidation of purchase-money indebted-
ness on such a vessel. 
If securities on deposit in a construc-
tion reserve fund are sold and the 
amount placed in the fund in lieu 
thereof is less than the value of the se-
curities at the time of their deposit, 
the difference between such value and 
the amount placed in the fund in lieu 
of the securities will be deemed to have 
been withdrawn. With respect to the 
substitution of new financing in the 
case of an irrevocable commitment, see 
paragraph (d) of § 2.1–13. 

(b) Amount recognized. In the event of 
noncompliance with the prescribed 
conditions relative to any contract for 
construction, reconstruction, recondi-
tioning, or acquisition of new vessels, 
or for the liquidation of purchase- 
money indebtedness on such vessels, 
recognition will extend to the entire 
amount of the gain represented in that 
portion of the construction reserve 
fund obligated under such contract. 
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Thus, if the Administration determines 
and certifies to the Secretary of the 
Treasury that for causes within the 
control of the taxpayer construction 
under a contract is not completed with 
reasonable dispatch, the entire amount 
of the gain represented in the portion 
of the construction reserve fund obli-
gated under the contract will be recog-
nized even though all other conditions 
have been satisfied. In case of non-
compliance with the requirements of 
section 511 of the Act or the regula-
tions in this part, see the provisions of 
§ 2.1–18 as to the allocation of gain. 

(c) Unreasonable accumulation. Non-
compliance with the provisions of sec-
tion 511 of the Act or the regulations in 
this part relative to the utilization of 
the deposited amounts may also, inas-
much as the provision of section 511(f) 
of the Act is then inapplicable, warrant 
an examination to ascertain whether 
such amounts constitute an unreason-
able accumulation of earnings and 
profits within the meaning of Part I 
(section 531 and following), Subchapter 
G, Chapter I of the Internal Revenue 
Code of 1954, or corresponding provi-
sions of prior law. If amounts are de-
posited and the fund maintained in 
good faith for the purpose of construc-
tion, reconstruction, reconditioning, 
and acquisition of new vessels, or for 
the liquidation of purchase-money in-
debtedness on such vessels, such 
amounts will be deemed to have been 
accumulated for the reasonable needs 
of the business. 

§ 2.1–24 Extent of tax liability. 
(a) Declared value excess-profits tax. 

Gain which is includible in gross in-
come under § 2.1–23 shall be included in 
gross income for all income and excess- 
profits tax purposes, but not for the 
purposes of the declared value excess- 
profits tax and the capital stock tax as 
provided in section 511(i) of the Act. In 
lieu of any adjustment with respect to 
such declared value excess-profits tax, 
there is imposed for any taxable year 
ending on or before June 30, 1945, in 
which the gain is realized an additional 
tax of 1.1 percent of the amount of the 
gain. No additional capital stock tax 
liability is incurred. 

(b) Improper deposits. In the case of 
deposits in the construction reserve 

fund of amounts derived from sources 
other than those specified in section 
511 of the Act, or in the case of failure 
to deposit an amount equal to the ‘‘net 
proceeds’’ or ‘‘net indemnity’’ within 
the period prescribed in section 511(c) 
of the Act and § 2.1–15, the taxpayer ob-
tains no suspension or postponement of 
any tax liability and the tax is collect-
ible without regard to the provisions of 
section 511(c) of the Act. 

(c) Time for filing claim subsequent to 
election under section 511(c)(2). If an 
election is made under section 511(c)(2) 
of the Act and paragraph (a)(2) of § 2.1– 
12, and if computation or recomputa-
tion in accordance therewith is other-
wise allowable but is prevented, on the 
date of filing of notice of such election, 
or within six months thereafter, by any 
statute of limitation; such computa-
tion or recomputation nevertheless 
shall be made notwithstanding such 
statute if a claim therefor is filed with-
in six months after the date of making 
such election. If as the result of such 
computation or recomputation an over-
payment is disclosed a claim for refund 
should be made in accordance with 
§ 301.6402–3 within such six months’ pe-
riod. For other rules applicable to the 
filing of claims for credit or refund of 
an overpayment of tax, see § 301.6402–2 
of this chapter (Regulations on Proce-
dure and Administration), relating to 
claims for credit or refund. 

[T.D. 6820, 30 FR 6030, Apr. 29, 1965, as amend-
ed by T.D. 7410, 41 FR 11020, Mar. 16, 1976] 

§ 2.1–25 Assessment and collection of 
deficiencies. 

Any additional tax, including the 1.1 
percent amount imposed by section 
511(i) of the Act, due on account of 
withdrawal from a construction reserve 
fund, or failure to comply with section 
511 of the Act or the regulations in this 
part, is collectible as a deficiency. In-
terest upon such deficiency will run 
from the date the withdrawal or non-
compliance occurs. The amount of any 
deficiency, including interest and addi-
tions to the tax, determined as a result 
of such withdrawal or noncompliance, 
may be assessed, or a proceeding in 
court for the collection thereof may be 
begun without assessment, at any time 
and without regard to any period of 
limitations or any other provisions of 
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law or rule of law, including the doc-
trine of res judicata. 

§ 2.1–26 Reports by taxpayers. 
(a) Information required. With each in-

come tax return filed for a taxable year 
during any part of which a construc-
tion reserve fund is in existence the 
taxpayer shall submit a statement set-
ting forth a detailed analysis of such 
fund. The statement, which need not be 
on any prescribed form, shall include 
the following information with respect 
to the construction reserve fund: 

(1) The actual balance in the fund at 
the beginning and end of the taxable 
year; 

(2) The date, amount, and source of 
each deposit during the taxable year; 

(3) If any deposit referred to in sub-
paragraph (2) of this paragraph consists 
of proceeds from the sale, or indem-
nification of loss, of a vessel or share 
thereof, the amounts of the unrecog-
nized gain; 

(4) The date, amount, and purpose of 
each expenditure or withdrawal from 
the fund; and 

(5) The date and amount of each con-
tract, under which deposited funds are 
deemed to be obligated during the tax-
able year, for the construction, recon-
struction, reconditioning, or acquisi-
tion of new vessels, or for the liquida-
tion of purchase-money indebtedness 
on such vessels, and the identification 
of such vessels. 

(b) Records required. Taxpayers shall 
keep such records and make such addi-
tional reports as the Commissioner of 
Internal Revenue or the Administra-
tion may require. 

§ 2.1–27 Controlled corporation. 
For the purpose of section 511 of the 

Act and the regulations in this part a 
new vessel is considered as con-
structed, reconstructed, reconditioned, 
or acquired by the taxpayer if con-
structed, reconstructed, reconditioned, 
or acquired by a corporation at a time 
when the taxpayer owns not less than 
95 percent of the total number of 
shares of each class of stock of the cor-
poration. 

§ 2.1–28 Administrative jurisdiction. 
Sections 2.1–3 to 2.1–11, inclusive, 

§§ 2.1–13 to 2.1–15, inclusive, and §§ 2.1–19 

to 2.1–22, inclusive, deal primarily with 
matters under the jurisdiction of the 
Administration. Sections 2.1–12, 2.1–16 
to 2.1–18, inclusive, and §§ 2.1–23 to 2.1– 
27, inclusive, deal primarily with mat-
ters under the jurisdiction of the Com-
missioner of Internal Revenue. Gen-
erally, matters relating to the estab-
lishment, maintenance, expenditure, 
and use of construction reserve funds 
and the construction, reconstruction, 
reconditioning, or acquisition of new 
vessels are under the jurisdiction of the 
Administration; and matters relating 
to the determination, assessment, and 
collection of taxes are under the juris-
diction of the Commissioner of Inter-
nal Revenue. Correspondence should be 
addressed to the particular authority 
having jurisdiction in the matter. 

PART 3—CAPITAL CONSTRUCTION 
FUND 

Sec. 
3.0 Statutory provisions; section 607, Mer-

chant Marine Act, 1936, as amended. 
3.1 Scope of section 607 of the Act and the 

regulations in this part. 
3.2 Ceiling on deposits. 
3.3 Nontaxability of deposits. 
3.4 Establishment of accounts. 
3.5 Qualified withdrawals. 
3.6 Tax treatment of qualified withdrawals. 
3.7 Tax treatment of nonqualified with-

drawals. 
3.8 Certain corporate reorganizations and 

changes in partnerships, and certain 
transfers on death. [Reserved] 

3.9 Consolidated returns. [Reserved] 
3.10 Transitional rules for existing funds. 
3.11 Definitions. 

AUTHORITY: Sec. 21(a) of the Merchant Ma-
rine Act of 1970 (84 Stat. 1026); sec. 7805 of the 
Internal Revenue Code of 1954 (68A Stat. 917; 
26 U.S.C. 7805). 

SOURCE: T.D. 7398, 41 FR 5812, Feb. 10, 1976, 
unless otherwise noted. 

§ 3.0 Statutory provisions; section 607, 
Merchant Marine Act, 1936, as 
amended. 

SEC. 607 (a) Agreement Rules. 
Any citizen of the United States owning or 

leasing one or more eligible vessels (as de-
fined in subsection (k)(1)) may enter into an 
agreement with the Secretary of Commerce 
under, and as provided in, this section to es-
tablish a capital construction fund (herein-
after in this section referred to as the 
‘‘fund’’) with respect to any or all of such 
vessels. Any agreement entered into under 
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this section shall be for the purpose of pro-
viding replacement vessels, additional ves-
sels, or reconstructed vessels, built in the 
United States and documented under the 
laws of the United States for operation in 
the United States, foreign, Great Lakes, or 
noncontiguous domestic trade or in the fish-
eries of the United States and shall provide 
for the deposit in the fund of the amounts 
agreed upon as necessary or appropriate to 
provide for qualified withdrawals under sub-
section (f). The deposits in the fund, and all 
withdrawals from the fund, whether qualified 
or nonqualified, shall be subject to such con-
ditions and requirements as the Secretary of 
Commerce may by regulations prescribe or 
are set forth in such agreement; except that 
the Secretary of Commerce may not require 
any person to deposit in the fund for any tax-
able year more than 50 percent of that por-
tion of such person’s taxable income for such 
year (computed in the manner provided in 
subsection (b)(1)(A)) which is attributable to 
the operation of the agreement vessels. 

(b) Ceiling on Deposits. 
(1) The amount deposited under subsection 

(a) in the fund for any taxable year shall not 
exceed the sum of: 

(A) That portion of the taxable income of 
the owner or lessee for such year (computed 
as provided in chapter 1 of the Internal Rev-
enue Code of 1954 but without regard to the 
carryback of any net operating loss or net 
capital loss and without regard to this sec-
tion) which is attributable to the operation 
of the agreement vessels in the foreign or do-
mestic commerce of the United States or in 
the fisheries of the United States, 

(B) The amount allowable as a deduction 
under section 167 of the Internal Revenue 
Code of 1954 for such year with respect to the 
agreement vessels, 

(C) If the transaction is not taken into ac-
count for purposes of subparagraph (A), the 
net proceeds (as defined in joint regulations) 
from (i) the sale or other disposition of any 
agreement vessel, or (ii) insurance or indem-
nity attributable to any agreement vessel, 
and 

(D) The receipts from the investment or re-
investment of amounts held in such fund. 

(2) In the case of a lessee, the maximum 
amount which may be deposited with respect 
to an agreement vessel by reason of para-
graph (1)(B) for any period shall be reduced 
by any amount which, under an agreement 
entered into under this section, the owner is 
required or permitted to deposit for such pe-
riod with respect to such vessel by reason of 
paragraph (1)(B). 

(3) For purposes of paragraph (1), the term 
‘‘agreement vessel’’ includes barges and con-
tainers which are part of the complement of 
such vessel and which are provided for in the 
agreement. 

(c) Requirements as to Investments. 

Amounts in any fund established under 
this section shall be kept in the depository 
or depositories specified in the agreement 
and shall be subject to such trustee and 
other fiduciary requirements as may be spec-
ified by the Secretary of Commerce. They 
may be invested only in interest-bearing se-
curities approved by the Secretary of Com-
merce; except that, if the Secretary of Com-
merce consents thereto, an agreed percent-
age (not in excess of 60 percent) of the assets 
of the fund may be invested in the stock of 
domestic corporations. Such stock must be 
currently fully listed and registered on an 
exchange registered with the Securities and 
Exchange Commission as a national securi-
ties exchange, and must be stock which 
would be acquired by prudent men of discre-
tion and intelligence in such matters who 
are seeking a reasonable income and the 
preservation of their capital. If at any time 
the fair market value of the stock in the 
fund is more than the agreed percentage of 
the assets in the fund, any subsequent in-
vestment of amounts deposited in the fund, 
and any subsequent withdrawal from the 
fund, shall be made in such a way as to tend 
to restore the fund to a situation in which 
the fair market value of the stock does not 
exceed such agreed percentage. For purposes 
of this subsection, if the common stock of a 
corporation meets the requirements of this 
subsection and if the preferred stock of such 
corporation would meet such requirements 
but for the fact that it cannot be listed and 
registered as required because it is non-
voting stock, such preferred stock shall be 
treated as meeting the requirements of this 
subsection. 

(d) Nontaxability for Deposits. 
(1) For purposes of the Internal Revenue 

Code of 1954— 
(A) Taxable income (determined without 

regard to this section) for the taxable year 
shall be reduced by an amount equal to the 
amount deposited for the taxable year out of 
amounts referred to in subsection (b)(1)(A), 

(B) Gain from a transaction referred to in 
subsection (b)(1)(C) shall not be taken into 
account if an amount equal to the net pro-
ceeds (as defined in joint regulations) from 
such transaction is deposited in the fund, 

(C) The earnings (including gains and 
losses) from the investment and reinvest-
ment of amounts held in the fund shall not 
be taken into account, 

(D) The earnings and profits of any cor-
poration (within the meaning of section 316 
of such Code) shall be determined without re-
gard to this section, and 

(E) In applying the tax imposed by section 
531 of such Code (relating to the accumulated 
earnings tax), amounts while held in the 
fund shall not be taken into account. 

(2) Paragraph (1) shall apply with respect 
to any amount only if such amount is depos-
ited in the fund pursuant to the agreement 
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and not later than the time provided in joint 
regulations. 

(e) Establishment of Accounts. 
For purposes of this section— 
(1) Within the fund established pursuant to 

this section three accounts shall be main-
tained: 

(A) The capital account, 
(B) The capital gain account, and 
(C) The ordinary income account. 
(2) The capital account shall consist of— 
(A) Amounts referred to in subsection 

(b)(1)(B), 
(B) Amounts referred to in subsection 

(b)(1)(C) other than that portion thereof 
which represents gain not taken into ac-
count by reason of subsection (d)(1)(B), 

(C) 85 percent of any dividend received by 
the fund with respect to which the person 
maintaining the fund would (but for sub-
section (d)(1)(C)) be allowed a deduction 
under section 243 of the Internal Revenue 
Code of 1954, and 

(D) Interest income exempt from taxation 
under section 103 of such Code. 

(3) The capital gain account shall consist 
of— 

(A) Amounts representing capital gains on 
assets held for more than 6 months and re-
ferred to in subsection (b)(1)(C) or (b)(1)(D), 
reduced by— 

(B) Amounts representing capital losses on 
assets held in the fund for more than 6 
months. 

(4) The ordinary income account shall con-
sist of— 

(A) Amounts referred to in subsection 
(b)(1)(A), 

(B)(i) Amounts representing capital gains 
on assets held for 6 months or less and re-
ferred to in subsection (b)(1)(C) or (b)(1)(D), 
reduced by— 

(ii) Amounts representing capital losses on 
assets held in the fund for 6 months or less, 

(C) Interest (not including any tax-exempt 
interest referred to in paragraph (2)(D)) and 
other ordinary income (not including any 
dividend referred to in subparagraph (E)) re-
ceived on assets held in the fund, 

(D) Ordinary income from a transaction de-
scribed in subsection (b)(1)(C), and 

(E) 15 percent of any dividend referred to in 
paragraph (2)(C). 

(5) Except on termination of a fund, capital 
losses referred to in paragraph (3)(B) or in 
paragraph (4)(B)(ii) shall be allowed only as 
an offset to gains referred to in paragraph 
(3)(A) or (4)(B)(i), respectively. 

(f) Purposes of Qualified Withdrawals. 
(1) A qualified withdrawal from the fund is 

one made in accordance with the terms of 
the agreement but only if it is for: 

(A) The acquisition, construction, or re-
construction of a qualified vessel, 

(B) The acquisition, construction, or recon-
struction of barges and containers which are 

part of the complement of a qualified vessel, 
or 

(C) The payment of the principal on indebt-
edness incurred in connection with the ac-
quisition, construction, or reconstruction of 
a qualified vessel or a barge or container 
which is part of the complement of a quali-
fied vessel. 

Except to the extent provided in regulations 
prescribed by the Secretary of Commerce, 
subparagraph (B), and so much of subpara-
graph (C) as relates only to barges and con-
tainers, shall apply only with respect to 
barges and containers constructed in the 
United States. 

(2) Under joint regulations, if the Sec-
retary of Commerce determines that any 
substantial obligation under any agreement 
is not being fulfilled, he may, after notice 
and opportunity for hearing to the person 
maintaining the fund, treat the entire fund 
or any portion thereof as an amount with-
drawn from the fund in a nonqualified with-
drawal. 

(g) Tax Treatment of Qualified With-
drawals. 

(1) Any qualified withdrawal from a fund 
shall be treated— 

(A) First as made out of the capital ac-
count, 

(B) Second as made out of the capital gain 
account, and 

(C) Third as made out of the ordinary in-
come account. 

(2) If any portion of a qualified withdrawal 
for a vessel, barge, or container is made out 
of the ordinary income account, the basis of 
such vessel, barge, or container shall be re-
duced by an amount equal to such portion. 

(3) If any portion of a qualified withdrawal 
for a vessel, barge, or container is made out 
of the capital gain account, the basis of such 
vessel, barge, or container shall be reduced 
by an amount equal to— 

(A) Five-eighths of such portion, in the 
case of a corporation (other than an electing 
small business corporation, as defined in sec-
tion 1371 of the Internal Revenue Code of 
1954), or 

(B) One-half of such portion, in the case of 
any other person. 

(4) If any portion of a qualified withdrawal 
to pay the principal on any indebtedness is 
made out of the ordinary income account or 
the capital gain account, then an amount 
equal to the aggregate reduction which 
would be required by paragraphs (2) and (3) if 
this were a qualified withdrawal for a pur-
pose described in such paragraphs shall be 
applied, in the order provided in joint regula-
tions, to reduce the basis of vessels, barges, 
and containers owned by the person main-
taining the fund. Any amount of a with-
drawal remaining after the application of the 
preceding sentence shall be treated as a non-
qualified withdrawal. 
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(5) If any property the basis of which was 
reduced under paragraph (2), (3), or (4) is dis-
posed of, any gain realized on such disposi-
tion, to the extent it does not exceed the ag-
gregate reduction in the basis of such prop-
erty under such paragraphs, shall be treated 
as an amount referred to in subsection 
(h)(3)(A) which was withdrawn on the date of 
such disposition. Subject to such conditions 
and requirements as may be provided in joint 
regulations, the preceding sentence shall not 
apply to a disposition where there is a rede-
posit in an amount determined under joint 
regulations which will, insofar as prac-
ticable, restore the fund to the position it 
was in before the withdrawal. 

(h) Tax Treatment of Nonqualified With-
drawals. 

(1) Except as provided in subsection (i), any 
withdrawal from a fund which is not a quali-
fied withdrawal shall be treated as a non-
qualified withdrawal. 

(2) Any nonqualified withdrawal from a 
fund shall be treated— 

(A) First as made out of the ordinary in-
come account, 

(B) Second as made out of the capital gain 
account, and 

(C) Third as made out of the capital ac-
count. 
For purposes of this section, items with-
drawn from any account shall be treated as 
withdrawn on a first-in-first-out basis; ex-
cept that (i) any nonqualified withdrawal for 
research, development, and design expenses 
incident to new and advanced ship design, 
machinery and equipment, and (ii) any 
amount treated as a nonqualified withdrawal 
under the second sentence of subsection 
(g)(4), shall be treated as withdrawn on a 
last-in-first-out basis. 

(3) For purposes of the Internal Revenue 
Code of 1954— 

(A) Any amount referred to in paragraph 
(2)(A) shall be included in income as an item 
of ordinary income for the taxable year in 
which the withdrawal is made. 

(B) Any amount referred to in paragraph 
(2)(B) shall be included in income for the tax-
able year in which the withdrawal is made as 
an item of gain realized during such year 
from the disposition of an asset held for 
more than 6 months, and 

(C) For the period on or before the last 
date prescribed for payment of tax for the 
taxable year in which this withdrawal is 
made— 

(i) No interest shall be payable under sec-
tion 6601 of such Code and no addition to the 
tax shall be payable under section 6651 of 
such Code, 

(ii) Interest on the amount of the addi-
tional tax attributable to any item referred 
to in subparagraph (A) or (B) shall be paid at 
the applicable rate (as defined in paragraph 
(4)) from the last date prescribed for pay-
ment of the tax for the taxable year for 

which such item was deposited in the fund, 
and 

(iii) No interest shall be payable on 
amounts referred to in clauses (i) and (ii) of 
paragraph (2) or in the case of any non-
qualified withdrawal arising from the appli-
cation of the recapture provision of section 
606(5) of the Merchant Marine Act of 1936 as 
in effect on December 31, 1969. 

(4) For purposes of paragraph (3)(C)(ii), the 
applicable rate of interest for any non-
qualified withdrawal— 

(A) Made in a taxable year beginning in 
1970 or 1971 is 8 percent, or 

(B) Made in a taxable year beginning after 
1971, shall be determined and published joint-
ly by the Secretary of the Treasury and the 
Secretary of Commerce and shall bear a rela-
tionship to 8 percent which the Secretaries 
determine under joint regulations to be com-
parable to the relationship which the money 
rates and investment yields for the calendar 
year immediately preceding the beginning of 
the taxable year bear to the money rates and 
investment yields for the calendar year 1970. 

(i) Certain Corporate Reorganizations and 
Changes in Partnerships. 

Under joint regulations— 
(1) A transfer of a fund from one person to 

another person in a transaction to which sec-
tion 381 of the Internal Revenue Code of 1954 
applies may be treated as if such transaction 
did not constitute a nonqualified with-
drawal, and 

(2) A similar rule shall be applied in the 
case of a continuation of a partnership (with-
in the meaning of subchapter K of such 
Code). 

(j) Treatment of Existing Funds. 
(1) Any person who was maintaining a fund 

or funds (hereinafter in this subsection re-
ferred to as ‘‘old fund’’) under this section 
(as in effect before the enactment of this 
subsection) may elect to continue such old 
fund but— 

(A) May not hold moneys in the old fund 
beyond the expiration date provided in the 
agreement under which such old fund is 
maintained (determined without regard to 
any extension or renewal entered into after 
April 14, 1970), 

(B) May not simultaneously maintain such 
old fund and a new fund established under 
this section, and 

(C) If he enters into an agreement under 
this section to establish a new fund, may 
agree to the extension of such agreement to 
some or all of the amounts in the old fund. 

(2) In the case of any extension of an agree-
ment pursuant to paragraph (1)(C), each item 
in the old fund to be transferred shall be 
transferred in a nontaxable transaction to 
the appropriate account in the new fund es-
tablished under this section. For purposes of 
subsection (h)(3)(C), the date of the deposit 
of any item so transferred shall be July 1, 
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1971, or the date of the deposit in the old 
fund, whichever is the later. 

(k) Definitions. 
For purposes of this section— 
(1) The term ‘‘eligible vessel’’ means any 

vessel— 
(A) Constructed in the United States and, 

if reconstructed, reconstructed in the United 
States, 

(B) Documented under the laws of the 
United States, and 

(C) Operated in the foreign or domestic 
commerce of the United States or in the fish-
eries of the United States. 
Any vessel which (i) was constructed outside 
of the United States but documented under 
the laws of the United States on April 15, 
1970, or (ii) constructed outside the United 
States for use in the United States foreign 
trade pursuant to a contract entered into be-
fore April 15, 1970, shall be treated as satis-
fying the requirements of subparagraph (A) 
of this paragraph and the requirements of 
subparagraph (A) of paragraph (2). 

(2) The term ‘‘qualified vessel’’ means any 
vessel— 

(A) Constructed in the United States and, 
if reconstructed, reconstructed in the United 
States, 

(B) Documented under the laws of the 
United States, and 

(C) Which the person maintaining the fund 
agrees with the Secretary of Commerce will 
be operated in the United States foreign, 
Great Lakes, or noncontiguous domestic 
trade or in the fisheries of the United States. 

(3) The term ‘‘agreement vessel’’ means 
any eligible vessel or qualified vessel which 
is subject to an agreement entered into 
under this section. 

(4) The term ‘‘United States,’’ when used in 
a geographical sense, means the continental 
United States including Alaska, Hawaii, and 
Puerto Rico. 

(5) The term ‘‘United States foreign trade’’ 
includes (but is not limited to) those areas in 
domestic trade in which a vessel built with 
construction-differential subsidy is per-
mitted to operate under the first sentence of 
section 506 of this Act. 

(6) The term ‘‘joint regulations’’ means 
regulations prescribed under subsection (1). 

(7) The term ‘‘vessel’’ includes cargo han-
dling equipment which the Secretary of 
Commerce determines is intended for use 
primarily on the vessel. The term ‘‘vessel’’ 
also includes an ocean-going towing vessel or 
an ocean-going barge or comparable towing 
vessel or barge operated on the Great Lakes. 

(8) The term ‘‘noncontiguous trade’’ means 
(i) trade between the contiguous forty-eight 
States on the one hand and Alaska, Hawaii, 
Puerto Rico, and the insular territories and 
possessions of the United States on the other 
hand, and (ii) trade from any point in Alas-
ka, Hawaii, Puerto Rico, and such territories 
and possessions to any other point in Alaska, 

Hawaii, Puerto Rico, and such territories 
and possessions. 

(l) Records; Reports; Changes in Regula-
tions. 

Each person maintaining a fund under this 
section shall keep such records and shall 
make such reports as the Secretary of Com-
merce or the Secretary of the Treasury shall 
require. The Secretary of the Treasury and 
the Secretary of Commerce shall jointly pre-
scribe all rules and regulations, not incon-
sistent with the foregoing provisions of this 
section, as may be necessary or appropriate 
to the determination of tax liability under 
this section. If, after an agreement has been 
entered into under this section, a change is 
made either in the joint regulations or in the 
regulations prescribed by the Secretary of 
Commerce under this section which could 
have a substantial effect on the rights or ob-
ligations of any person maintaining a fund 
under this section, such person may termi-
nate such agreement. 

§ 3.1 Scope of section 607 of the Act 
and the regulations in this part. 

(a) In general. The regulations pre-
scribed in this part provide rules for 
determining the income tax liability of 
any person a party to an agreement 
with the Secretary of Commerce estab-
lishing a capital construction fund (for 
purposes of this part referred to as the 
‘‘fund’’) authorized by section 607 of 
the Merchant Marine Act, 1936, as 
amended (for purposes of this part re-
ferred to as the ‘‘Act’’). With respect to 
such parties, section 607 of the Act in 
general provides for the nontaxability 
of certain deposits of money or other 
property into the fund out of earnings 
or gains realized from the operation of 
vessels covered in an agreement, gains 
realized from the sale or other disposi-
tion of agreement vessels or proceeds 
from insurance for indemnification for 
loss of agreement vessels, earnings 
from the investment or reinvestment 
of amounts held in a fund, and gains 
with respect to amounts or deposits in 
the fund. Transitional rules are also 
provided for the treatment of ‘‘old 
funds’’ existing on or before the effec-
tive date of the Merchant Marine Act 
of 1970 (see § 3.10). 

(b) Cross references. For rules relating 
to eligibility for a fund, deposits, and 
withdrawals and other aspects, see the 
regulations prescribed by the Secretary 
of Commerce in titles 46 (Merchant Ma-
rine) and 50 (Fisheries) of the Code of 
Federal Regulations. 
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(c) Code. For purposes of this part, 
the term ‘‘Code’’ means the Internal 
Revenue Code of 1954, as amended. 

§ 3.2 Ceiling on deposits. 

(a) In general—(1) Total ceiling. Sec-
tion 607(b) of the Act provides a ceiling 
on the amount which may be deposited 
by a party for a taxable year pursuant 
to an agreement. The amount which a 
party may deposit into a fund may not 
exceed the sum of the following sub-
ceilings: 

(i) The lower of (a) the taxable in-
come (if any) of the party for such year 
(computed as provided in Chapter I of 
the Code but without regard to the 
carryback of any net operating loss or 
net capital loss and without regard to 
section 607 of the Act) or (b) taxable in-
come (if any) of such party for such 
year attributable under paragraph (b) 
of this section to the operation of 
agreement vessels (as defined in para-
graph (f) of this section) in the foreign 
or domestic commerce of the United 
States or in the fisheries of the United 
States (see section 607(b)(1)(A) of the 
Act). 

(ii) Amounts allowable as a deduction 
under section 167 of the Code for such 
year with respect to the agreement 
vessels (see section 607(b)(1)(B) of the 
Act), 

(iii) The net proceeds (if not included 
in subdivision (i) of this paragraph) 
from (a) the sale or other disposition of 
any agreement vessels or (b) insurance 
or indemnity attributable to any 
agreement vessels (see section 
607(b)(1)(C) of the Act and paragraph (c) 
of this section), and 

(iv) Earnings and gains from the in-
vestment or reinvestment of amounts 
held in such fund (see section 
607(b)(1)(D) of the Act and paragraphs 
(d) and (g) of this section). 

(2) Overdeposits. (i) If for any taxable 
year an amount is deposited into the 
fund under a subceiling computed 
under subparagraph (1) of this para-
graph which is in excess of the amount 
of such subceiling for such year, then 
at the party’s option such excess (or 
any portion thereof) may— 

(a) Be treated as a deposit into the 
fund for that taxable year under an-
other available subceiling, or 

(b) Be treated as not having been de-
posited for the taxable year and thus, 
at the party’s option, may be disposed 
of either by it being— 

(1) Treated as a deposit into the fund 
under any subceiling available in the 
first subsequent taxable year in which 
a subceiling is available, in which case 
such amount shall be deemed to have 
been deposited on the first day of such 
subsequent taxable year, or 

(2) Repaid to the party from the fund. 
(ii)(a) When a correction is made for 

an overdeposit, proper adjustment 
shall be made with respect to all items 
for all taxable years affected by the 
overdeposit, such as, for example, 
amounts in each account described in 
§ 3.4, treatment of nonqualified with-
drawals, the consequences of qualified 
withdrawals and the treatment of 
losses realized or treated as realized by 
the fund. Thus, for example, if the 
party chooses to have the fund repay to 
him the amount of an overdeposit, 
amounts in each account, basis of as-
sets, and any affected item will be de-
termined as though no deposit and re-
payment had been made. Accordingly, 
in such a case, if there are insufficient 
amounts in an account to cover a re-
payment of an overdeposit (as deter-
mined before correcting the over-
deposit), and the party had applied the 
proceeds of a qualified withdrawal from 
such account towards the purchase of a 
qualified vessel (within the meaning of 
§ 3.11(a)(2)), then such account and the 
basis of the vessel shall be adjusted as 
of the time such withdrawal was made 
and proceeds were applied, and repay-
ment shall be made from such account 
as adjusted. If a party chooses to treat 
the amount of an overdeposit as a de-
posit under a subceiling for a subse-
quent year, similar adjustments to af-
fected items shall be made. If the 
amount of a withdrawal would have ex-
ceeded the amount in the fund (deter-
mined after adjusting all affected 
amounts by reason of correcting the 
overdeposit), the withdrawal to the ex-
tent of such excess shall be treated as 
a repayment made at the time the 
withdrawal was made. 

(b) If the accounts (as defined in § 3.4) 
that were increased by reason of exces-
sive deposits contain sufficient 
amounts at the time the overdeposit is 
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discovered to repay the party, the 
party may, at his option, demand re-
payment of such excessive deposits 
from such accounts in lieu of making 
the adjustments required by (a) of this 
subdivision (ii). 

(iii) During the period beginning with 
the day after the date an overdeposit 
was actually made and ending with the 
date it was disposed of in accordance 
with subdivision (i)(b) of this subpara-
graph, there shall be included in the 
party’s gross income for each taxable 
year the earnings attributed to any 
amount of overdeposit on hand during 
such a year. The earnings attributable 
to any amount of overdeposit on hand 
during a taxable year shall be an 
amount equal to the product of— 

(a) The average daily earnings for 
each one dollar in the fund (as deter-
mined in subdivision (iv) of this sub-
paragraph), 

(b) The amount of overdeposit (as de-
termined in subdivision (vi) of this sub-
paragraph), and 

(c) The number of days during the 
taxable year the overdeposit existed. 

(iv) For purposes of subdivision (iii) 
(a) of this subparagraph, the average 
daily earnings for each dollar in the 
fund shall be determined by dividing 
the total earnings of the fund for the 
taxable year by the sum of the prod-
ucts of— 

(a) Any amount on hand during the 
taxable year (determined under sub-
division (v) of this subparagraph), and 

(b) The number of days during the 
taxable year such amount was on hand 
in the fund. 

(v) For purposes of this subpara-
graph— 

(a) An amount on hand in the fund or 
an overdeposit shall not be treated as 
on hand on the day deposited but shall 
be treated as on hand on the day with-
drawn, and 

(b) The fair market value of such 
amounts on hand for purposes of this 
subparagraph shall be determined as 
provided in § 20.2031–2 of the Estate Tax 
Regulations of this chapter but with-
out applying the blockage and other 
special rules contained in paragraph (e) 
thereof. 

(vi) For purposes of subdivision (iii) 
(b) of this subparagraph, the amount of 

overdeposit on hand at any time is an 
amount equal to— 

(a) The amount deposited into the 
fund under a subceiling computed 
under subparagraph (1) of this para-
graph which is in excess of the amount 
of such subceiling, less 

(b) The sum of— 
(1) Amounts described in (a) of this 

subdivision (vi) treated as a deposit 
under another subceiling for the tax-
able year pursuant to subdivision (i) of 
this subparagraph, 

(2) Amounts described in (a) of this 
subdivision (vi) disposed of (or treated 
as disposed of) in accordance with sub-
division (i) or (ii) of this subparagraph 
prior to such time. 

(vii) To the extent earnings attrib-
uted under subdivision (iii) of this sub-
paragraph represent a deposit for any 
taxable year in excess of the subceiling 
described in subparagraph (1)(iv) of this 
paragraph for receipts from the invest-
ment or reinvestment of amounts held 
in the fund, such attributed earnings 
shall be subject to the rules of this sub-
paragraph for overdeposits. 

(3) Underdeposit caused by audit ad-
justment. [Reserved] 

(4) Requirements for deficiency deposits. 
[Reserved] 

(b) Taxable income attributable to the 
operation of an agreement vessel—(1) In 
general. For purposes of this section, 
taxable income attributable to the op-
eration of an agreement vessel means 
the amount, if any, by which the gross 
income of a party for the taxable year 
from the operation of an agreement 
vessel (as defined in paragraph (f) of 
this section) exceeds the allowable de-
ductions allocable to such operation 
(as determined under subparagraph (3) 
of this paragraph). The term ‘‘taxable 
income attributable to the operation of 
the agreement vessels’’ means the sum 
of the amounts described in the pre-
ceding sentence separately computed 
with respect to each agreement vessel 
(or share therein) or, at the party’s op-
tion, computed in the aggregate. 

(2) Gross income. (i) Gross income 
from the operation of agreement ves-
sels means the sum of the revenues 
which are derived during the taxable 
year from the following: 

(a) Revenues derived from the trans-
portation of passengers, freight, or 
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mail in such vessels, including 
amounts from contracts for the charter 
of such vessels to others, from oper-
ating differential subsidies, from col-
lections in accordance with pooling 
agreements and from insurance or in-
demnity net proceeds relating to the 
loss of income attributable to such 
agreement vessels. 

(b) Revenues derived from the oper-
ation of agreement vessels relating to 
commercial fishing activities, includ-
ing the transportation of fish, support 
activities for fishing vessels, charters 
for commercial fishing, and insurance 
or indemnity net proceeds relating to 
the loss of income attributable to such 
agreement vessels. 

(c) Revenues from the rental, lease, 
or use by others of terminal facilities, 
revenues from cargo handling oper-
ations and tug and lighter operations, 
and revenues from other services or op-
erations which are incidental and di-
rectly related to the operation of an 
agreement vessel. Thus, for example, 
agency fees, commissions, and broker-
age fees derived by the party at his 
place of business for effecting trans-
actions for services incidental and di-
rectly related to shipping for the ac-
counts of other persons are includible 
in gross income from the operation of 
agreement vessels where the trans-
action is of a kind customarily con-
summated by the party for his own ac-
count at such place of business. 

(d) Dividends, interest, and gains de-
rived from assets set aside and reason-
ably retained to meet regularly occur-
ring obligations relating to the ship-
ping or fishing business directly con-
nected with the agreement vessel 
which obligations cannot at all times 
be met from the current revenues of 
the business because of layups or re-
pairs, special surveys, fluctuations in 
the business, and reasonably foresee-
able strikes (whether or not a strike 
actually occurs), and security amounts 
retained by reason of participation in 
conferences, pooling agreements, or 
similar agreements. 

(ii) The items of gross income de-
scribed in subdivision (i) (c) and (d) of 
this subparagraph shall be considered 
to be derived from the operations of a 
particular agreement vessel in the 
same proportion that the sum of the 

items of gross income described in sub-
division (i) (a) and (b) of this subpara-
graph which are derived from the oper-
ations of such agreement vessel bears 
to the party’s total gross income for 
the taxable year from operations de-
scribed in subdivision (i) (a) and (b) of 
this subparagraph. 

(iii) In the case of a party who uses 
his own or leased agreement vessels to 
transport his own products, the gross 
income attributable to such vessel op-
erations is an amount determined to be 
an arm’s length charge for such trans-
portation. The arm’s length charge 
shall be determined by applying the 
principles of section 482 of the Code and 
the regulations thereunder as if the 
party transporting the product and the 
owner of the product were not the same 
person but were controlled taxpayers 
within the meaning of § 1.482–1(a)(4) of 
the Income Tax Regulations of this 
chapter. Gross income attributable to 
the operation of agreement vessels does 
not include amounts for which the 
party is allowed a deduction for per-
centage depletion under sections 611 
and 613 of the Code. 

(3) Deductions. From the gross income 
attributable to the operation of an 
agreement vessel or vessels as deter-
mined under subparagraph (2) of this 
paragraph, there shall be deducted, in 
accordance with the principles of 
§ 1.861–8 of the Income Tax Regulations 
of this chapter, the expenses, losses, 
and other deductions definitely related 
and therefore allocated and appor-
tioned thereto and a ratable part of 
any expenses, losses, or other deduc-
tions which are not definitely related 
to any gross income of the party. Thus, 
for example, if a party has gross in-
come attributable to the operation of 
an agreement vessel and other gross in-
come and has a particular deduction 
definitely related to both types of gross 
income, such deduction must be appor-
tioned between the two types of gross 
income on a reasonable basis in deter-
mining the taxable income attrib-
utable to the operation of the agree-
ment vessel. 

(4) Net operating and capital loss de-
ductions. The taxable income of a party 
attributable to the operation of agree-
ment vessels shall be computed with-
out regard to the carryback of any net 
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operating loss deduction allowed by 
section 172 of the Code, the carryback 
of any net capital loss deduction al-
lowed by sections 165(f) of the Code, or 
any reduction in taxable income al-
lowed by section 607 of the Act. 

(5) Method of accounting. Taxable in-
come must be computed under the 
method of accounting which the party 
uses for Federal income tax purposes. 
Such method may include a method of 
reporting whereby items of revenue 
and expense properly allocable to voy-
ages in progress at the end of any ac-
counting period are eliminated from 
the computation of taxable income for 
such accounting period and taken into 
account in the accounting period in 
which the voyage is completed. 

(c) Net proceeds from transactions with 
respect to agreement vessels. [Reserved] 

(d) Earnings and gains from the invest-
ment or reinvestment of amounts held in a 
fund—(1) In general. (i) Earnings and 
gains received or accrued by a party 
from the investment or reinvestment 
of assets in a fund is the total amount 
of any interest or dividends received or 
accrued, and gains realized, by the 
party with respect to assets deposited 
in, or purchased with amounts depos-
ited in, such fund. Such earnings and 
gains are therefore required to be in-
cluded in the gross income of the party 
unless such amount, or a portion there-
of, is not taken into account under sec-
tion 607(d)(1)(C) of the Act and 
§ 3.3(b)(2)(ii) by reason of a deposit or 
deemed deposit into the fund. For rules 
relating to receipts from the sale or 
other disposition of nonmoney deposits 
into the fund, see paragraph (g) of this 
section. 

(ii) Earnings received or accrued by a 
party from investment or reinvestment 
of assets in a fund include the ratable 
monthly portion of original issue dis-
count included in gross income pursu-
ant to section 1232(a)(3) of the Code. 
Such ratable monthly portion shall be 
deemed to be deposited into the ordi-
nary income account of the fund, but 
an actual deposit representing such 
ratable monthly portion shall not be 
made. For basis of bond or other evi-
dence of indebtedness issued at a dis-
count, see § 3.3(b)(2)(ii)(b). 

(2) Gain realized. (i) The gain realized 
with respect to assets in the fund is the 

excess of the amount realized (as de-
fined in section 1001(b) of the Code and 
the regulations thereunder) by the fund 
on the sale or other disposition of a 
fund asset over its adjusted basis (as 
defined in section 1011 of the Code) to 
the fund. For the adjusted basis of non-
money deposits, see paragraph (g) of 
this section. 

(ii) Property purchased by the fund 
(including property considered under 
paragraph (g)(1)(iii) of this section as 
purchased by the fund) which is with-
drawn from the fund in a qualified 
withdrawal (as defined in § 3.5) is treat-
ed as a disposition to which subdivision 
(i) of this subparagraph applies. For 
purposes of determining the amount by 
which the balance within a particular 
account will be reduced in the manner 
provided in § 3.6(b) (relating to order of 
application of qualified withdrawals 
against accounts) and for purposes of 
determining the reduction in basis of a 
vessel, barge, or container (or share 
therein) pursuant to § 3.6(c), the value 
of the property is its fair market value 
on the day of the qualified withdrawal. 

(3) Holding period. Except as provided 
in paragraph (g) of this section, the 
holding period of fund assets shall be 
determined under section 1223 of the 
Code. 

(e) Leased vessels. In the case of a 
party who is a lessee of an agreement 
vessel, the maximum amount which 
such lessee may deposit with respect to 
any agreement vessel by reason of sec-
tion 607(b)(1)(B) of the Act and para-
graph (a)(1)(ii) of this section (relating 
to depreciation allowable) for any pe-
riod shall be reduced by the amount (if 
any) which, under an agreement en-
tered into under section 607 of the Act, 
the owner is required or permitted to 
deposit for such period with respect to 
such vessel by reason of section 
607(b)(1)(B) of the Act and paragraph 
(a)(1)(ii) of this section. The amount of 
depreciation depositable by the lessee 
under this paragraph is the amount of 
depreciation deductible by the lessor 
on its income tax return, reduced by 
the amount described in the preceding 
sentence or the amount set forth in the 
agreement, whichever is lower. 

(f) Definition of agreement vessel. For 
purposes of this section, the term 
‘‘agreement vessel’’ (as defined in 
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§ 3.11(a)(3) and 46 CFR 390.6) includes 
barges and containers which are the 
complement of an agreement vessel 
and which are provided for in the 
agreement, agreement vessels which 
have been contracted for or are in the 
process of construction, and any shares 
in an agreement vessel. Solely for pur-
poses of this section, a party is consid-
ered to have a ‘‘share’’ in an agreement 
vessel if he has a right to use the vessel 
to generate income from its use wheth-
er or not the party would be considered 
as having a proprietary interest in the 
vessel for purposes of State or Federal 
law. Thus, a partner may enter into an 
agreement with respect to his share of 
the vessel owned by the partnership 
and he may make deposits of his dis-
tributive share of the sum of the four 
subceilings described in paragraph 
(a)(1) of this section. Notwithstanding 
the provisions of subchapter K of the 
Code (relating to the taxation of part-
ners and partnerships), the Internal 
Revenue Service will recognize, solely 
for the purposes of applying this part, 
an agreement by an owner of a share in 
an agreement vessel even though the 
‘‘share’’ arrangement is a partnership 
for purposes of the Code. 

(g) Special rules for nonmoney deposits 
and withdrawals—(1) In general. (i) De-
posits may be made in the form of 
money or property of the type per-
mitted to be deposited under the agree-
ment. (For rules relating to the types 
of property which may be deposited 
into the fund, see 46 CFR § 390.7(d), and 
50 CFR part 259.) For purposes of this 
paragraph, the term ‘‘property’’ does 
not include money. 

(ii) Whether or not the election pro-
vided for in subparagraph (2) of this 
paragraph is made— 

(a) The amount of any property de-
posit, and the fund’s basis for property 
deposited in the fund, is the fair mar-
ket value of the property at the time 
deposited, and 

(b) The fund’s holding period for the 
property begins on the day after the 
deposit is made. 

(iii) Unless such an election is made, 
deposits of property into a fund are 
considered to be a sale at fair market 
value of the property, a deposit of cash 
equal to such fair market value, and a 
purchase by the fund of such property 

for cash. Thus, in the absence of the 
election, the difference between the 
fair market value of such property de-
posited and its adjusted basis shall be 
taken into account as gain or loss for 
purposes of computing the party’s in-
come tax liability for the year of de-
posit. 

(iv) For fund’s basis and holding pe-
riod of assets purchased by the fund, 
see paragraph (d) (2) and (3) of this sec-
tion. 

(2) Election not to treat deposits of 
property other than money as a sale or ex-
change at the time of deposit. A party 
may elect to treat a deposit of property 
as if no sale or other taxable event had 
occurred on the date of deposit. If such 
election is made, in the taxable year 
the fund disposes of the property, the 
party shall recognize as gain or loss 
the amount he would have recognized 
on the day the property was deposited 
into the fund had the election not been 
made. The party’s holding period with 
respect to such property shall not in-
clude the period of time such property 
was held by the fund. The election 
shall be made by a statement to that 
effect, attached to the party’s Federal 
income tax return for the taxable year 
to which the deposit relates, or, if such 
return is filed before such deposit is 
made, attached to the party’s return 
for the taxable year during which the 
deposit is actually made. 

(3) Effect of qualified withdrawal of 
property deposited pursuant to election. If 
property deposited into a fund, with re-
spect to which an election under sub-
paragraph (2) of this paragraph is 
made, is withdrawn from the fund in a 
qualified withdrawal (as defined in 
§ 3.5) such withdrawal is treated as a 
disposition of such property resulting 
in recognition by the party of gain or 
loss (if any) as provided in subpara-
graph (2) of this paragraph with respect 
to nonfund property. In addition, such 
withdrawal is treated as a disposition 
of such property by the fund resulting 
in recognition of gain or loss by the 
party with respect to fund property to 
the extent the fair market value of the 
property on the date of withdrawal is 
greater or less (as the case may be) 
than the adjusted basis of the property 
to the fund on such date. For purposes 
of determining the amount by which 
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the balance within a particular ac-
count will be reduced in the manner 
provided in § 3.6(b) (relating to order of 
application of qualified withdrawals 
against accounts) and for purposes of 
determining the reduction in basis of a 
vessel, barge, or container (or share 
therein) pursuant to § 3.6(c), the value 
of the property is its fair market value 
on the day of the qualified withdrawal. 
For rules relating to the effect of a 
qualified withdrawal of property pur-
chased by the fund (including deposited 
property considered under subpara-
graph (1)(iii) of this paragraph as pur-
chased by the fund), see paragraph 
(d)(2)(ii) of this section. 

(4) Effect of nonqualified withdrawal of 
property deposited pursuant to election. If 
property deposited into a fund with re-
spect to which an election under sub-
paragraph (2) of this paragraph is 
made, is withdrawn from the fund in a 
nonqualified withdrawal (as defined in 
§ 3.7(b)), no gain or loss is to be recog-
nized by the party with respect to fund 
property or nonfund property but an 
amount equal to the adjusted basis of 
the property to the fund is to be treat-
ed as a nonqualified withdrawal. Thus, 
such amount is to be applied against 
the various accounts in the manner 
provided in § 3.7(c), such amount is to 
be taken into account in computing 
the party’s taxable income as provided 
in § 3.7(d), and such amount is to be 
subject to interest to the extent pro-
vided for in § 3.7(e). In the case of with-
drawals to which this subparagraph ap-
plies, the adjusted basis of the property 
in the hands of the party is the ad-
justed basis on the date of deposit, in-
creased or decreased by the adjust-
ments made to such property while 
held in the fund, and in determining 
the period for which the party has held 
the property there shall be included, in 
addition to the period the fund held the 
property, the period for which the 
party held the property before the date 
of deposit of the property into the 
fund. For rules relating to the basis 
and holding period of property pur-
chased by the fund (including deposited 
property considered under subpara-
graph (1)(ii) of this paragraph as pur-
chased by the fund) and withdrawn in a 
nonqualified withdrawal see § 3.7(f). 

(5) Examples. The provisions of this 
paragraph are illustrated by the fol-
lowing examples: 

Example (1). X Corporation, which uses the 
calendar year as its taxable year, maintains 
a fund described in § 3.1. X’s taxable income 
(determined without regard to section 607 of 
the Act) is $100,000, of which $80,000 is taxable 
income attributable to the operation of 
agreement vessels (as determined under 
paragraph (b)(1) of this section). Under the 
agreement, X is required to deposit into the 
fund all earnings and gains received from the 
investment or reinvestment of amounts held 
in the fund, an amount equal to the net pro-
ceeds from transactions referred to in § 3.2(c), 
and an amount equal to 50 percent of its 
earnings attributable to the operation of 
agreement vessels provided that such 50 per-
cent does not exceed X’s taxable income 
from all sources for the year of deposit. The 
agreement permits X to make voluntary de-
posits of amounts equal to 100 percent of its 
earnings attributable to the operation of 
agreement vessels, subject to the limitation 
with respect to taxable income from all 
sources. The agreement also provides that 
deposits attributable to such earnings may 
be in the form of cash or other property. On 
March 15, 1973, X deposits, with respect to its 
1972 earnings attributable to the operation of 
agreement vessels, stock with a fair market 
value at the time of deposit of $80,000 and an 
adjusted basis to X of $10,000. Such deposit 
represents agreement vessel income of 
$80,000. At the time of deposit, such stock 
had been held by X for a period exceeding 6 
months. X does not elect under subparagraph 
(2) of this paragraph to defer recognition of 
the gain. Accordingly, under subparagraph 
(1)(iii) of this paragraph, the deposit is treat-
ed as a deposit of $80,000 and X realizes a 
long-term capital gain of $70,000 on March 15, 
1973. 

Example (2). The facts are the same as in 
example (1), except that X elects in accord-
ance with subparagraph (2) of this paragraph 
not to treat the deposit as a sale or ex-
change. On July 1, 1974, the fund sells the 
stock for $85,000. The basis to the fund of the 
stock is $80,000 (see subparagraph (1)(ii) (a) of 
this paragraph). With respect to nonfund 
property, X recognizes $70,000 of long-term 
capital gain on the sale includible in its 
gross income for 1974. With respect to fund 
property, X realizes $5,000 of long-term cap-
ital gain (the difference between the amount 
received by the fund on the sale of the stock, 
$85,000, and the basis to the fund of the 
stock, $80,000), an amount equal to which is 
required to be deposited into the fund with 
respect to 1974, as a gain from the invest-
ment or reinvestment of amounts held in the 
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fund. Since the fund held the stock for a pe-
riod exceeding 6 months, the $5,000 is allo-
cated to the fund’s capital gain account 
under § 3.4(c). 

Example (3). The facts are the same as in 
example (2), except that the fund sells the 
stock on July 1, 1974, for $75,000. As the basis 
to the fund of the stock is $80,000, with re-
spect to fund property, X realizes a long- 
term capital loss on the sale (the difference 
between the amount received by the fund on 
the sale of the stock, $75,000, and the basis to 
the fund of the stock, $80,000), of $5,000, an 
amount equal to which is required to be 
charged against the fund’s capital gain ac-
count under § 3.4(e). Under subparagraph (2) 
of this paragraph, X recognizes $70,000 of 
long-term capital gain with respect to 
nonfund property on the sale which is includ-
ible in its gross income for 1974. 

Example (4). The facts are the same as in 
example (2), except that on July 1, 1974, X 
makes a qualified withdrawal (as defined in 
§ 3.5(a)) of the stock and uses it to pay in-
debtedness pursuant to § 3.5(b). On the dis-
position by X considered to occur under sub-
paragraph (3) of this paragraph on the quali-
fied withdrawal, X recognizes $70,000 of long- 
term capital gain with respect to nonfund 
property, which is includible in its gross in-
come for 1974, and a long-term capital gain of 
$5,000 with respect to fund property, an 
amount equal to which is allocated to the 
fund’s capital gain account under § 3.4(c). The 
fund is treated as having a qualified with-
drawal of an amount equal to the fair mar-
ket value of the stock on the day of with-
drawal, $85,000 (see subparagraph (3) of this 
paragraph). In addition, $85,000 is applied 
against the various accounts in the order 
provided in § 3.6(b). The basis of the vessel 
with respect to which the indebtedness was 
incurred is to be reduced as provided in 
§ 3.6(c). 

Example (5). The facts are the same as in 
example (2), except that X withdraws the 
stock from the fund in a nonqualified with-
drawal (as defined in § 3.7(b)). Under subpara-
graph (4) of this paragraph, X recognizes no 
gain or loss with respect to fund or nonfund 
property on such withdrawal. An amount 
equal to the basis of the stock to the fund 
($80,000) is applied against the various ac-
counts in the order provided in § 3.7(c), and is 
taken into account in computing X’s taxable 
income for 1974 as provided in § 3.7(d). In ad-
dition, X must pay interest on the with-
drawal as provided in § 3.7(e). The basis to X 
of the stock is $10,000 notwithstanding the 
fact that the fair market value of such stock 
was $85,000 on the day of withdrawal (see sub-
paragraph (4) of this paragraph). 

§ 3.3 Nontaxability of deposits. 
(a) In general. Section 607(d) of the 

Act sets forth the rules concerning the 

income tax effects of deposits made 
with respect to ceilings described in 
section 607(b) and § 3.2. The specific 
treatment of deposits with respect to 
each of the subceilings is set forth in 
paragraph (b) of this section. 

(b) Treatment of deposits—(1) Earnings 
of agreement vessels. Section 607(d)(1)(A) 
of the Act provides that taxable in-
come of the party (determined without 
regard to section 607 of the Act) shall 
be reduced by an amount equal to the 
amount deposited for the taxable year 
out of amounts referred to in section 
607(b)(1)(A) of the Act and § 3.2(a)(1)(i). 
For computation of the foreign tax 
credit, see paragraph (i) of this section. 

(2) Net proceeds from agreement vessels 
and fund earnings. (i)(a) Section 
607(d)(1)(B) provides that gain from a 
transaction referred to in section 
607(b)(1)(C) of the Act and § 3.2(a)(1)(iii) 
(relating to ceilings on deposits of net 
proceeds from the sale or other disposi-
tion of agreement vessels) is not to be 
taken into account for purposes of the 
Code if an amount equal to the net pro-
ceeds from transactions referred to in 
such sections is deposited in the fund. 
Such gain is to be excluded from gross 
income of the party for the taxable 
year to which such deposit relates. 
Thus, the gain will not be taken into 
account in applying section 1231 of the 
Code for the year to which the deposit 
relates. 

(b) [Reserved] 
(ii)(a) Section 607(d)(1)(C) of the Act 

provides that the earnings (including 
gains and losses) from the investment 
and reinvestment of amounts held in 
the fund and referred to in section 
607(b)(1)(D) of the Act and § 3.2(a)(1)(iv) 
shall not be taken into account for pur-
poses of the Code if an amount equal to 
such earnings is deposited into the 
fund. Such earnings are to be excluded 
from the gross income of the party for 
the taxable year to which such deposit 
relates. 

(b) However, for purposes of the basis 
adjustment under section 1232(a)(3)(E) 
of the Code, the ratable monthly por-
tion of original issue discount included 
in gross income shall be determined 
without regard to section 607(d)(1)(C) of 
the Act. 

(iii) In determining the tax liability 
of a party to whom subparagraph (1) of 
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this paragraph applies, taxable income, 
determined after application of sub-
paragraph (1) of this paragraph, is in 
effect reduced by the portion of depos-
its which represent gain or earnings re-
spectively referred to in subdivision (i) 
or (ii) of this subparagraph. The excess, 
if any, of such portion over taxable in-
come determined after application of 
subparagraph (1) of this paragraph is 
taken into account in computing the 
net operating loss (under section 172 of 
the Code) for the taxable year to which 
such deposits relate. 

(3) Time for making deposits. (i) This 
section applies with respect to an 
amount only if such amount is depos-
ited in the fund pursuant to the agree-
ment and not later than the time pro-
vided in subdivision (ii), (iii), or (iv) of 
this subparagraph for the making of 
such deposit or the date the Secretary 
of Commerce provides, whichever is 
earlier. 

(ii) Except as provided in subdivision 
(iii) or (iv) of this subparagraph, a de-
posit may be made not later than the 
last day prescribed by law (including 
extensions thereof) for filing the par-
ty’s Federal income tax return for the 
taxable year to which such deposit re-
lates. 

(iii) If the party is a subsidized oper-
ator under an operating-differential 
subsidy contract, and does not receive 
on or before the 59th day preceding 
such last day, payment of all or part of 
the accrued operating-differential sub-
sidy payable for the taxable year, the 
party may deposit an amount equiva-
lent to the unpaid accrued operating- 
differential subsidy on or before the 
60th day after receipt of payment of 
the accrued operating-differential sub-
sidy. 

(iv) A deposit pursuant to § 3.2(a)(3)(i) 
(relating to underdeposits caused by 
audit adjustments) must be made on or 
before the date prescribed for such a 
deposit in § 3.2(a)(4). 

(4) Date of deposits. (i) Except as oth-
erwise provided in subdivisions (ii) and 
(iii) of this subparagraph (with respect 
to taxable years beginning after De-
cember 31, 1969, and prior to January 1, 
1972), in § 3.2(a)(2)(i), or in § 3.10(b), de-
posits made in a fund within the time 
specified in subparagraph (3) of this 

paragraph are deemed to have been 
made on the date of actual deposit. 

(ii)(a) For taxable years beginning 
after December 31, 1969, and prior to 
January 1, 1971, where an application 
for a fund is filed by a taxpayer prior 
to January 1, 1972, and an agreement is 
executed and entered into by the tax-
payer prior to March l, 1972, 

(b) For taxable years beginning after 
December 31, 1970, and prior to January 
1, 1972, where an application for a fund 
is filed by a taxpayer prior to January 
1, 1973, and an agreement is executed 
and entered into by the taxpayer prior 
to March l, 1973, and 

(c) For taxable years beginning after 
December 31, 1971, and prior to January 
1, 1975, where an agreement is executed 
and entered into by the taxpayer on or 
prior to the due date, with extensions, 
for the filing of his Federal income tax 
return for such taxable year, 

deposits in a fund which are made 
within 60 days after the date of execu-
tion of the agreement, or on or before 
the due date, with extensions thereof, 
for the filing of his Federal income tax 
return for such taxable year or years, 
whichever date shall be later, shall be 
deemed to have been made on the date 
of the actual deposit or as of the close 
of business of the last regular business 
day of each such taxable year or years 
to which such deposits relate, which-
ever day is earlier. 

(iii) Notwithstanding subdivision (ii) 
of this subparagraph, for taxable years 
beginning after December 31, 1970, and 
ending prior to January 1, 1972, depos-
its made later than the last date per-
mitted under subdivision (ii) but on or 
before January 9, 1973, in a fund pursu-
ant to an agreement with the Sec-
retary of Commerce, acting by and 
through the Administrator of the Na-
tional Oceanic and Atmospheric Ad-
ministration, shall be deemed to have 
been made on the date of the actual de-
posit or as of the close of business of 
the last regular business day of such 
taxable year, whichever is earlier. 

(c) Determination of earnings and prof-
its. [Reserved] 

(d) Accumulated earnings tax. As pro-
vided in section 607(d)(1)(E) of the Act 
amounts, while held in the fund, are 
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not to be taken into account in com-
puting the ‘‘accumulated taxable in-
come’’ of the party within the meaning 
of section 531 of the Code. Amounts 
while held in the fund are considered 
held for the purpose of acquiring, con-
structing, or reconstructing a qualified 
vessel or barges and containers which 
are part of the complement of a quali-
fied vessel or the payment of the prin-
cipal on indebtedness incurred in con-
nection with any such acquisition, con-
struction, or reconstruction. Thus, for 
example, if the reasonable needs of the 
business (within the meaning of section 
537 of the Code) justify a greater 
amount of accumulation for providing 
replacement vessels than can be satis-
fied out of the fund, such greater 
amount accumulated outside of the 
fund shall be considered to be accumu-
lated for the reasonable needs of the 
business. For a further example, al-
though amounts in the fund are not 
taken into account in applying the tax 
imposed by section 531 of the Code, to 
the extent there are amounts in a fund 
to provide for replacing a vessel, 
amounts accumulated outside of the 
fund to replace the same vessel are not 
considered to be accumulated for the 
reasonable needs of the business. 

(e) Nonapplicability of section 1231. If 
an amount equivalent to gain from a 
transaction referred to in section 
607(b)(1)(C) of the Act and § 3.2(c) (1) 
and (5) is deposited into the fund and, 
therefore, such gain is not taken into 
account in computing gross income 
under the provisions of paragraph (b)(2) 
of this section, then such gain will not 
be taken into account for purposes of 
the computations under section 1231 of 
the Code. 

(f) Deposits of capital gains. In respect 
of capital gains which are not included 
in the gross income of the party by vir-
tue of a deposit to which section 607(d) 
of the Act and this section apply, the 
following provisions of the Code do not 
apply: the minimum tax for tax pref-
erences imposed by section 56 of the 
Code; the alternative tax imposed by 
section 1201 of the Code on the excess 
of the party’s net long-term capital 
gain over his net short-term capital 
loss; and, in the case of a taxpayer 
other than a corporation, the deduc-
tion provided by section 1202 of the 

Code of 50% of the amount of such ex-
cess. However, section 56 may apply 
upon a nonqualified withdrawal with 
respect to amounts treated under 
§ 3.7(d)(2) as being made out of the cap-
ital gain account. 

(g) Deposits of dividends. The deduc-
tions provided by section 243 of the 
Code (relating to the deductions for 
dividends from a domestic corporation 
received by a corporation) shall not 
apply in respect of dividends (earned on 
assets held in the fund) which are de-
posited into a fund, and which, by vir-
tue of such deposits and the provisions 
of section 607(d) of the Act and this sec-
tion, are not included in the gross in-
come of the party. 

(h) Presumption of validity of deposit. 
All amounts deposited in the fund shall 
be presumed to have been deposited 
pursuant to an agreement unless, after 
an examination of the facts upon the 
request of the Commissioner of Inter-
nal Revenue or his delegate, the Sec-
retary of Commerce determines other-
wise. The Commissioner or his delegate 
will request such a determination 
where there is a substantial question 
as to whether a deposit is made in ac-
cordance with an agreement. 

(i) Special rules for application of the 
foreign tax credit—(1) In general. For 
purposes of computing the limitation 
under section 904 of the Code on the 
amount of the credit provided by sec-
tion 901 of the Code (relating to the for-
eign tax credit), the party’s taxable in-
come from any source without the 
United States and the party’s entire 
taxable income are to be determined 
after application of section 607(d) of 
the Act. Thus, amounts deposited for 
the taxable year with respect to 
amounts referred to in section 
607(b)(1)(A) of the Act and § 3.2(a)(1)(i) 
(relating to taxable income attrib-
utable to the operation of agreement 
vessels) shall be treated as a deduction 
in arriving at the party’s taxable in-
come from sources without the United 
States (subject to the apportionment 
rules and subparagraph (2) of this para-
graph) and the party’s entire taxable 
income for the taxable year. Amounts 
deposited with respect to gain de-
scribed in section 607(d)(1)(B) of the Act 
and § 3.2(c) (relating to net proceeds 
from the sale or other disposition of an 
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agreement vessel and net proceeds 
from insurance or indemnity) and 
amounts deposited with respect to 
earnings described in section 
607(d)(1)(C) of the Act and paragraph 
(b)(2)(ii) (relating to earnings from the 
investment and reinvestment of 
amounts held in a fund) of this section 
are not taken into account for purposes 
of the Code and hence are not included 
in the party’s taxable income from 
sources without the United States or in 
the party’s entire taxable income for 
purposes of this paragraph. 

(2) Apportionment of taxable income at-
tributable to agreement vessels. For pur-
poses of computing the overall limita-
tion under section 904(a)(2) of the Code 
the amount of the deposit made with 
respect to taxable income attributable 
to agreement vessels pursuant to 
§ 3.2(a)(1)(i) which is allocable to 
sources without the United States is 
the total amount of such deposit multi-
plied by a fraction the numerator of 
which is the gross income from sources 
without the United States from the op-
eration of agreement vessels and the 
denominator of which is the total gross 
income from the operation of agree-
ment vessels computed as provided in 
§ 3.2(b)(2). For purposes of this para-
graph, gross income from sources with-
out the United States attributable to 
the operation of agreement vessels is 
to be determined under sections 861 
through 863 of the Code and under the 
taxpayer’s usual method of accounting 
provided such method is reasonable and 
in keeping with sound accounting prac-
tice. Any computation under the per- 
country limitation of section 904(a)(1) 
shall be made in the manner consistent 
with the provisions of the preceding 
sentences of this subparagraph. 

§ 3.4 Establishment of accounts. 

(a) In general. Section 607(e)(1) of the 
Act requires that three bookkeeping or 
memorandum accounts are to be estab-
lished and maintained within the fund: 
the capital account, the capital gain 
account, and the ordinary income ac-
count. Deposits of the amounts under 
the subceilings in section 607(b) of the 
Act and § 3.2 are allocated among the 
accounts under section 607(e) of the Act 
and this section. 

(b) Capital account. The capital ac-
count shall consist of: 

(1) Amounts referred to in section 
607(b)(1)(B) of the Act and § 3.2(a)(1)(ii) 
(relating to deposits for depreciation), 

(2) Amounts referred to in section 
607(b)(1)(C) of the Act and § 3.2(a)(1)(iii) 
(relating to deposits of net proceeds 
from the sale or other disposition of 
agreement vessels) other than that por-
tion thereof which represents gain not 
taken into account for purposes of 
computing gross income by reason of 
section 607(d)(1)(B) of the Act and 
§ 3.3(b)(2) (relating to nontaxability of 
gain from the sale or other disposition 
of an agreement vessel), 

(3) Amounts representing 85 percent 
of any dividend received by the fund 
with respect to which the party would, 
but for section 607(d)(1)(C) of the Act 
and § 3.3(b)(2)(ii) (relating to nontax-
ability of deposits of earnings from in-
vestment and reinvestment of amounts 
held in a fund), be allowed a deduction 
under section 243 of the Code, and 

(4) Amounts received by the fund rep-
resenting interest income which is ex-
empt from taxation under section 103 
of the Code. 

(c) Capital gain account. The capital 
gain account shall consist of amounts 
which represent the excess of (1) depos-
its of long-term capital gains on prop-
erty referred to in section 607(b)(1) (C) 
and (D) of the Act and § 3.2(a)(1) (iii) 
and (iv) (relating respectively to cer-
tain agreement vessels and fund as-
sets), over (2) amounts representing 
losses from the sale or exchange of as-
sets held in the fund for more than 6 
months (for purposes of this section re-
ferred to as ‘‘long-term capital 
losses’’). For purposes of this para-
graph and paragraph (d)(2) of this sec-
tion, an agreement vessel disposed of 
at a gain shall be treated as a capital 
asset to the extent that gain thereon is 
not treated as ordinary income, includ-
ing gain which is ordinary income 
under section 607(g)(5) of the Act (relat-
ing to treatment of gain on disposition 
of a vessel with a reduced basis) and 
§ 3.6(e) or under section 1245 of the Code 
(relating to gain from disposition of 
certain depreciable property). For pro-
visions relating to the treatment of 
short-term capital gains on certain 
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transactions involving agreement ves-
sels or realized by the fund, see para-
graph (d) of this section. For rules re-
lating to the treatment of capital 
losses on assets held in the fund, see 
paragraph (e) of this section. 

(d) Ordinary income account. The ordi-
nary income account shall consist of: 

(1) Amounts referred to in section 
607(b)(1)(A) of the Act and § 3.2(a)(1)(i) 
(relating to taxable income attrib-
utable to the operation of an agree-
ment vessel), 

(2) Amounts representing (i) deposits 
of gains from the sale or exchange of 
capital assets held for 6 months or less 
(for purposes of this section referred to 
as ‘‘short-term capital gains’’) referred 
to in section 607(b)(1) (C) or (D) of the 
Act and § 3.2(a)(1) (iii) and (iv) (relating 
respectively to certain agreement ves-
sels and fund assets), reduced by (ii) 
amounts representing losses from the 
sale or exchange of capital assets held 
in the fund for 6 months or less (for 
purposes of this section referred to as 
‘‘short-term capital losses’’). For rules 
relating to the treatment of certain 
agreement vessels as capital assets, see 
paragraph (c) of this section, 

(3) Amounts representing interest 
(not including any tax-exempt interest 
referred to in section 607(e)(2)(D) of the 
Act and paragraph (b)(4) of this sec-
tion) and other ordinary income re-
ceived on assets held in the fund (not 
including any dividend referred to in 
section 607(e)(2)(C) of the Act and sub-
paragraph (5) of this paragraph), 

(4) Amounts representing ordinary 
income from a transaction (involving 
certain net proceeds with respect to an 
agreement vessel) described in section 
607(b)(1)(C) of the Act and § 3.2(a)(1)(iii), 
including gain which is ordinary in-
come under section 607(g)(5) of the Act 
and § 3.6(e) (relating to treatment of 
gain on the disposition of a vessel with 
a reduced basis) or under section 1245 of 
the Code (relating to gain from disposi-
tion of certain depreciable property), 
and 

(5) Fifteen percent of any dividend 
referred to in section 607(e)(2)(C) of the 
Act and paragraph (b)(3) of this section 
received on any assets held in the fund. 

(e) Limitation on deduction for capital 
losses on assets held in a fund. Except on 
termination of a fund, long-term (and 

short-term) capital losses on assets 
held in the fund shall be allowed only 
as an offset to long-term (and short- 
term) capital gains on assets held in 
the fund, but only if such gains are de-
posited into the fund, and shall not be 
allowed as an offset to any capital 
gains on assets not held in the fund. 
The net long-term capital loss of the 
fund for the taxable year shall reduce 
the earliest long-term capital gains in 
the capital gain account at the begin-
ning of the taxable year and the net 
short-term capital loss for the taxable 
year shall reduce the earliest short- 
term capital gains remaining in the or-
dinary income account at the begin-
ning of the taxable year. Any such 
losses that are in excess of the capital 
gains in the respective accounts shall 
reduce capital gains deposited into the 
respective accounts in subsequent 
years (without regard to section 1212, 
relating to capital loss carrybacks and 
carryovers). On termination of a fund, 
any net long-term capital loss in the 
capital gain account and any net short- 
term capital loss remaining in the or-
dinary income account is to be taken 
into account for purposes of computing 
the party’s taxable income for the year 
of termination as a long-term or short- 
term (as the case may be) capital loss 
recognized in the year the fund is ter-
minated. With respect to the deter-
mination of the basis to a fund of as-
sets held in such fund, see § 3.2(g). 

[T.D. 7398, 41 FR 5812, Feb. 10, 1976, as amend-
ed by T.D. 7831, 47 FR 39675, Sept. 9, 1982] 

§ 3.5 Qualified withdrawals. 

(a) In general. (1) A qualified with-
drawal is one made from the fund dur-
ing the taxable year which is in accord-
ance with section 607(f)(1) of the Act, 
the agreement, and with regulations 
prescribed by the Secretary of Com-
merce and which is for the acquisition, 
construction, or reconstruction of a 
qualified vessel (as defined in 
§ 3.11(a)(2)) or barges and containers 
which are part of the complement of a 
qualified vessel (or shares in such ves-
sels, barges, and containers), or for the 
payment of the principal of indebted-
ness incurred in connection with the 
acquisition, construction, or recon-
struction of such qualified vessel (or a 
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barge or container which is part of the 
complement of a qualified vessel). 

(2) For purposes of this section the 
term share is used to reflect an interest 
in a vessel and means a proprietary in-
terest in a vessel such as, for example, 
that which results from joint owner-
ship. Accordingly, a share within the 
meaning of § 3.2(f) (relating to the defi-
nition of ‘‘agreement vessel’’ for the 
purpose of making deposits) will not 
necessarily be sufficient to be treated 
as a share within the meaning of this 
section. 

(3) For purposes of this section, the 
term acquisition means any of the fol-
lowing: 

(i) Any acquisition, but only to the 
extent the basis of the property ac-
quired in the hands of the transferee is 
its cost. Thus, for example, if a party 
transfers a vessel and $1 million in an 
exchange for another vessel which 
qualifies for nonrecognition of gain or 
loss under section 1031 (a) of the Code 
(relating to like-kind exchange), there 
is an acquisition to the extent of $1 
million. 

(ii) With respect to a lessee’s interest 
in a vessel, expenditures which result 
in increasing the amounts with respect 
to which a deduction for depreciation 
(or amortization in lieu thereof) is al-
lowable. 

(b) Payments on indebtedness. Pay-
ments on indebtedness may constitute 
qualified withdrawals only if the party 
shows to the satisfaction of the Sec-
retary of Commerce a direct connec-
tion between incurring the indebted-
ness and the acquisition, construction, 
or reconstruction of a qualified vessel 
or its complement of barges and con-
tainers whether or not the indebted-
ness is secured by the vessel or its com-
plement of barges and containers. The 
fact that an indebtedness is secured by 
an interest in a qualified vessel, barge, 
or container is insufficient by itself to 
demonstrate the necessary connection. 

(c) Payments to related persons. Not-
withstanding paragraph (a) of this sec-
tion, payments from a fund to a person 
owned or controlled directly or indi-
rectly by the same interests as the 
party within the meaning of section 482 
of the Code and the regulations there-
under are not to be treated as qualified 
withdrawals unless the party dem-

onstrates to the satisfaction of the 
Secretary of Commerce that no part of 
such payment constitutes a dividend, a 
return of capital, or a contribution to 
capital under the Code. 

(d) Treatment of fund upon failure to 
fulfill obligations. Section 607(f)(2) of the 
Act provides that if the Secretary of 
Commerce determines that any sub-
stantial obligation under the agree-
ment is not being fulfilled, he may, 
after notice and opportunity for hear-
ing to the party, treat the entire fund, 
or any portion thereof, as having been 
withdrawn as a nonqualified with-
drawal. In determining whether a party 
has breached a substantial obligation 
under the agreement, the Secretary 
will consider among other things, (1) 
the effect of the party’s action or omis-
sion upon his ability to carry out the 
purposes of the fund and for which 
qualified withdrawals are permitted 
under section 607(f)(1) of the Act, and 
(2) whether the party has made mate-
rial misrepresentations in connection 
with the agreement or has failed to dis-
close material information. For the in-
come tax treatment of nonqualified 
withdrawals, see § 3.7. 

§ 3.6 Tax treatment of qualified with-
drawals. 

(a) In general. Section 607(g) of the 
Act and this section provide rules for 
the income tax treatment of qualified 
withdrawals including the income tax 
treatment on the disposition of assets 
acquired with fund amounts. 

(b) Order of application of qualified 
withdrawals against accounts. A quali-
fied withdrawal from a fund shall be 
treated as being made: First, out of the 
capital account; second, out of the cap-
ital gain account; and third, out of the 
ordinary income account. Such with-
drawals will reduce the balance within 
a particular account on a first-in-first- 
out basis, the earliest qualified with-
drawals reducing the items within an 
account in the order in which they 
were actually deposited or deemed de-
posited in accordance with this part. 
The date funds are actually withdrawn 
from the fund determines the time at 
which withdrawals are considered to be 
made. 

(c) Reduction of basis. (1) If any por-
tion of a qualified withdrawal for the 
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acquisition, construction, or recon-
struction of a vessel, barge, or con-
tainer (or share therein) is made out of 
the ordinary income account, the basis 
of such vessel, barge, or container (or 
share therein) shall be reduced by an 
amount equal to such portion. 

(2) If any portion of a qualified with-
drawal for the acquisition, construc-
tion, or reconstruction of a vessel, 
barge, or container (or share therein) is 
made out of the capital gain account, 
the basis of such vessel, barge, or con-
tainer (or share therein) shall be re-
duced by an amount equal to— 

(i) Five-eighths of such portion, in 
the case of a corporation (other than 
an electing small business corporation, 
as defined in section 1371 of the Code), 
or 

(ii) One-half of such portion, in the 
case of any other person. 

(3) If any portion of a qualified with-
drawal to pay the principal of an in-
debtedness is made out of the ordinary 
income account or the capital gain ac-
count, then the basis of the vessel, 
barge, or container (or share therein) 
with respect to which such indebted-
ness was incurred is reduced in the 
manner provided by subparagraphs (1) 
and (2) of this paragraph. If the aggre-
gate amount of such withdrawal from 
the ordinary income account and cap-
ital gain account would cause a basis 
reduction in excess of the party’s basis 
in such vessel, barge, or container (or 
share therein), the excess is applied 
against the basis of other vessels, 
barges, or containers (or shares there-
in) owned by the party at the time of 
withdrawal in the following order: (i) 
vessels, barges, or containers (or shares 
therein) which were the subject of 
qualified withdrawals in the order in 
which they were acquired, constructed, 
or reconstructed; (ii) agreement vessels 
(as defined in section 607(k)(3) of the 
Act and § 3.11(a)(3)) and barges and con-
tainers which are part of the com-
plement of an agreement vessel (or 
shares therein) which were not the sub-
ject of qualified withdrawals, in the 
order in which such vessels, barges, or 
containers (or shares therein) were ac-
quired by the party; and (iii) other ves-
sels, barges, and containers (or shares 
therein), in the order in which they 
were acquired by the party. Any 

amount of a withdrawal remaining 
after the application of this subpara-
graph is to be treated as a nonqualified 
withdrawal. If the indebtedness was in-
curred to acquire two or more vessels, 
barges, or containers (or shares there-
in), then the basis reduction in such 
vessels, barges, or containers (or shares 
therein) is to be made pro rata in pro-
portion to the adjusted basis of such 
vessels, barges, or containers (or shares 
therein) computed, however, without 
regard to this section and adjustments 
under section 1016(a) (2) and (3) of the 
Code for depreciation or amortization. 

(d) Basis for depreciation. For purposes 
of determining the allowance for depre-
ciation under section 167 of the Code in 
respect of any property which has been 
acquired, constructed, or reconstructed 
from qualified withdrawals, the ad-
justed basis for determining gain on 
such property is determined after ap-
plying paragraph (c) of this section. In 
the case of reductions in the basis of 
any property resulting from the appli-
cation of paragraph (c)(3) of this sec-
tion, the party may adopt a method of 
accounting whereby (1) payments shall 
reduce the basis of the property on the 
day such payments are actually made, 
or (2) payments made at any time dur-
ing the first half of the party’s taxable 
year shall reduce the basis of the prop-
erty on the first day of the taxable 
year, and payments made at any time 
during the second half of the party’s 
taxable year shall reduce the basis of 
the property on the first day of the 
succeeding taxable year. For require-
ments respecting the change of meth-
ods of accounting, see § 1.446–1(e)(3) of 
the Income Tax Regulations of this 
chapter. 

(e) Ordinary income treatment of gain 
from disposition of property acquired with 
qualified withdrawals. [Reserved] 

§ 3.7 Tax treatment of nonqualified 
withdrawals. 

(a) In general. Section 607(h) of the 
Act provides rules for the tax treat-
ment of nonqualified withdrawals, in-
cluding rules for adjustments to the 
various accounts of the fund, the inclu-
sion of amounts in income, and the 
payment of interest with respect to 
such amounts. 
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(b) Nonqualified withdrawals defined. 
Except as provided in section 607 of the 
Act and § 3.8 (relating to certain cor-
porate reorganizations, changes in 
partnerships, and transfers by reason 
of death), any withdrawal from a fund 
which is not a qualified withdrawal 
shall be treated as a nonqualified with-
drawal which is subject to tax in ac-
cordance with section 607(h) of the Act 
and the provisions of this section. Ex-
amples of nonqualified withdrawals are 
amounts remaining in a fund upon ter-
mination of the fund, and withdrawals 
which are treated as nonqualified with-
drawals under section 607(f)(2) of the 
Act and § 3.5(d) (relating to failure by a 
party to fulfill substantial obligation 
under agreement) or under the second 
sentence of section 607(g)(4) of the Act 
and § 3.6(c)(3) (relating to payments 
against indebtedness in excess of 
basis). 

(c) Order of application of nonqualified 
withdrawals against deposits. A non-
qualified withdrawal from a fund shall 
be treated as being made: first, out of 
the ordinary income account; second, 
out of the capital gain account; and 
third, out of the capital account. Such 
withdrawals will reduce the balance 
within a particular account on a first- 
in-first-out basis, the earliest non-
qualified withdrawals reducing the 
items within an account in the order in 
which they were actually deposited or 
deemed deposited in accordance with 
this part. Nonqualified withdrawals for 
research, development, and design ex-
penses incident to new and advanced 
ship design, machinery, and equipment, 
and any amount treated as a non-
qualified withdrawal under the second 
sentence of section 607(g)(4) of the Act 
and § 3.6(c)(3), shall be applied against 
the deposits within a particular ac-
count on a last-in-first-out basis. The 
date funds are actually withdrawn 
from the fund determines the time at 
which withdrawals are considered to be 
made. For special rules concerning the 
withdrawal of contingent deposits of 
net proceeds from the installment sale 
of an agreement vessel, see § 3.2(c)(6). 

(d) Inclusion in income. (1) Any por-
tion of a nonqualified withdrawal 
which, under paragraph (c) of this sec-
tion, is treated as being made out of 
the ordinary income account is to be 

included in gross income as an item of 
ordinary income for the taxable year in 
which the withdrawal is made. 

(2) Any portion of a nonqualified 
withdrawal which, under paragraph (c) 
of this section, is treated as being 
made out of the capital gain account is 
to be included in income as an item of 
long-term capital gain recognized dur-
ing the taxable year in which the with-
drawal is made. 

(3) For effect upon a party’s taxable 
income of capital losses remaining in a 
fund upon the termination of a fund 
(which, under paragraph (b) of this sec-
tion, is treated as a nonqualified with-
drawal of amounts remaining in the 
fund), see § 3.4(e). 

(e) Interest. (1) For the period on or 
before the last date prescribed by law, 
including extensions thereof, for filing 
the party’s Federal income tax return 
for the taxable year during which a 
nonqualified withdrawal is made, no in-
terest shall be payable under section 
6601 of the Code in respect of the tax on 
any item which is included in gross in-
come under paragraph (d) of this sec-
tion, and no addition to such tax for 
such period shall be payable under sec-
tion 6651 of the Code. In lieu of the in-
terest and additions to tax under such 
sections, simple interest on the 
amount of the tax attributable to any 
item included in gross income under 
paragraph (d) of this section is to be 
paid at the rate of interest determined 
for the year of withdrawal under sub-
paragraph (2) of this paragraph. Such 
interest is to be charged for the period 
from the last date prescribed for pay-
ment of tax for the taxable year for 
which such item was deposited in the 
fund to the last date for payment of 
tax for the taxable year in which the 
withdrawal is made. Both dates are to 
be determined without regard to any 
extensions of time for payment. Inter-
est determined under this paragraph 
which is paid within the taxable year 
shall be allowed as a deduction for such 
year under section 163 of the Code. 
However, such interest is to be treated 
as part of the party’s tax for the year 
of withdrawal for purposes of collection 
and in determining any interest or ad-
ditions to tax for the year of with-
drawal under section 6601 or 6651, re-
spectively, of the Code. 
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(2) For purposes of section 
607(h)(3)(C)(ii) of the Act, and for pur-
poses of certain dispositions of vessels 
constructed, reconstructed, or acquired 
with qualified withdrawals described in 
§ 3.6(e), the applicable rate of interest 
for any nonqualified withdrawal— 

(i) Made in a taxable year beginning 
in 1970 and 1971 is 8 percent. 

(ii) Made in a taxable year beginning 
after 1971, the rate for such year as de-
termined and published jointly by the 
Secretary of the Treasury or his dele-
gate and the Secretary of Commerce. 
Such rate shall bear a relationship to 8 
percent which the Secretaries deter-
mine to be comparable to the relation-
ship which the money rates and invest-
ment yields for the calendar year im-
mediately preceding the beginning of 
the taxable year bear to the money 
rates and investment yields for the cal-
endar year 1970. The determination of 
the applicable rate for any such tax-
able year will be computed by multi-
plying 8 percent by the ratio which (a) 
the average yield on 5-year Treasury 
securities for the calendar year imme-
diately preceding the beginning of such 
taxable year, bears to (b) the average 
yield on 5-year Treasury securities for 
the calendar year 1970. The applicable 
rate so determined shall be computed 
to the nearest one-hundredth of 1 per-
cent. If such a determination and pub-
lication is made, the latest published 
percentage shall apply for any taxable 
year beginning in the calendar year 
with respect to which publication is 
made. 

(3) No interest shall be payable in re-
spect of taxes on amounts referred to 
in section 607(h)(2) (i) and (ii) of the 
Act (relating to withdrawals for re-
search and development and payments 
against indebtedness in excess of basis) 
or in the case of any nonqualified with-
drawal arising from the application of 
the recapture provision of section 606(5) 
of the Merchant Marine Act, 1936, as in 
effect on December 31, 1969. 

(f) Basis and holding period in the case 
of property purchased by the fund or con-
sidered purchased by the fund. In the 
case of a nonqualified withdrawal of 
property other than money which was 
purchased by the fund (including depos-
ited property considered under 
§ 3.2(g)(1)(ii) as purchased by the fund), 

the adjusted basis of the property in 
the hands of the party is its adjusted 
basis to the fund on the day of the 
withdrawal. In determining the period 
for which the taxpayer has held the 
property withdrawn in a nonqualified 
withdrawal, there shall be included 
only the period beginning with the date 
on which the withdrawal occurred. For 
basis and holding period in the case of 
nonqualified withdrawals of property 
other than money deposited into the 
fund, see § 3.2(g)(4). 

§ 3.8 Certain corporate reorganiza-
tions and changes in partnerships, 
and certain transfers on death. [Re-
served] 

§ 3.9 Consolidated returns. [Reserved] 

§ 3.10 Transitional rules for existing 
funds. 

(a) In general. Section 607(j) of the 
Act provides that any person who was 
maintaining a fund or funds under sec-
tion 607 of the Merchant Marine Act, 
1936, prior to its amendment by the 
Merchant Marine Act of 1970 (for pur-
poses of this part referred to as ‘‘old 
fund’’) may continue to maintain such 
old fund in the same manner as under 
prior law subject to the limitations 
contained in section 607(j) of the Act. 
Thus, a party may not simultaneously 
maintain such old fund and a new fund 
established under the Act. 

(b) Extension of agreement to new fund. 
If a person enters into an agreement 
under the Act to establish a new fund, 
he may agree to the extension of such 
agreement to some or all of the 
amounts in the old fund and transfer 
the amounts in the old fund to which 
the agreement is to apply from the old 
fund to the new fund. If an agreement 
to establish a new fund is extended to 
amounts from an old fund, each item in 
the old fund to which such agreement 
applies shall be considered to be trans-
ferred to the appropriate account in 
the manner provided for in § 3.8(d) in 
the new fund in a nontaxable trans-
action which is in accordance with the 
provisions of the agreement under 
which such old fund was maintained. 
For purposes of determining the 
amount of interest under section 
607(h)(3)(C) of the Act and § 3.7(e), the 
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date of deposit of any item so trans-
ferred shall be deemed to be July 1, 
1971, or the date of the deposit in the 
old fund, whichever is the later. 

§ 3.11 Definitions. 
(a) As used in the regulations in this 

part and as defined in section 607(k) of 
the Act— 

(1) The term eligible vessel means any 
vessel— 

(i) Constructed in the United States, 
and if reconstructed, reconstructed in 
the United States, 

(ii) Documented under the laws of the 
United States, and 

(iii) Operated in the foreign or do-
mestic commerce of the United States 
or in the fisheries of the United States. 
Any vessel which was constructed out-
side of the United States but docu-
mented under the laws of the United 
States on April 15, 1970, or constructed 
outside the United States for use in the 
U.S. foreign trade pursuant to a con-
tract entered into before April 15, 1970, 
shall be treated as satisfying the re-
quirements of subdivision (i) of this 
subparagraph and the requirements of 
subparagraph (2)(i) of this section. 

(2) The term qualified vessel means 
any vessel— 

(i) Constructed in the United States 
and, if reconstructed, reconstructed in 
the United States, 

(ii) Documented under the laws of the 
United States, and 

(iii) Which the person maintaining 
the fund agrees with the Secretary of 
Commerce will be operated in the U.S. 
foreign, Great Lakes, or noncontiguous 
domestic trade or in the fisheries of the 
United States. 

(3) The term agreement vessel means 
any eligible vessel or qualified vessel 
which is subject to an agreement en-
tered into under section 607 of the Act. 

(4) The term vessel includes cargo 
handling equipment which the Sec-
retary of Commerce determines is in-
tended for use primarily on the vessel. 
The term ‘‘vessel’’ also includes an 
ocean-going towing vessel or an ocean- 
going barge or comparable towing ves-
sel or barge operated in the Great 
Lakes. 

(b) Insofar as the computation and 
collection of taxes are concerned, other 
terms used in the regulations in this 

part, except as otherwise provided in 
the Act or this part, have the same 
meaning as in the Code and the regula-
tions thereunder. 

PART 4—TEMPORARY INCOME TAX 
REGULATIONS UNDER SECTION 
954 OF THE INTERNAL REVENUE 
CODE 

Sec. 
4.954–0 Introduction. 
4.954–1 Foreign base company income; tax-

able years beginning after December 31, 
1986. 

4.954–2 Foreign personal holding company 
income; taxable years beginning after 
December 31, 1986. 

AUTHORITY: 26 U.S.C. 7805. 
Section 4.954–0 also issued under 26 U.S.C. 

954 (b) and (c). 
Section 4.954–1 also issued under 26 U.S.C. 

954 (b) and (c). 
Section 4.954–2 also issued under 26 U.S.C. 

954 (b) and (c). 

§ 4.954–0 Introduction. 
(a) Effective date. (1) The provisions of 

§§ 4.954–1 and 4.954–2 apply to taxable 
years of a controlled foreign corpora-
tion beginning after December 31, 1986. 
Consequently, any gain or loss (includ-
ing foreign currency gain or loss as de-
fined in section 988(b)) recognized dur-
ing such taxable years of a controlled 
foreign corporation is subject to these 
provisions. For further guidance, see 
§ 1.954–0(a) of this chapter. 

(2) The provisions of §§ 1.954A–1 and 
1.954A–2 apply to taxable years of a 
controlled foreign corporation begin-
ning before January 1, 1987. All ref-
erences therein to sections of the Code 
are to the Internal Revenue Code of 
1954 prior to the amendments made by 
the Tax Reform Act of 1986. 

(b) Outline of regulation provisions for 
sections 954(b)(3), 954(b)(4), 954(b)(5) and 
954(c) for taxable years of a controlled 
foreign corporation beginning after De-
cember 31, 1986. 

(I) § 4.954–0 Introduction. 
(a) Effective dates. 
(b) Outline. 
(II) § 4.954–1 Foreign base company income. 
(a) In general. 
(1) Purpose and scope. 
(2) Definition of gross foreign base com-

pany income. 
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(3) Definition of adjusted gross foreign base 
company income. 

(4) Definition of net foreign base company 
income. 

(5) Definition of adjusted net foreign base 
company income. 

(6) Insurance income definitions. 
(7) Additional items of adjusted net foreign 

base company income or adjusted net insur-
ance income by reason of section 952(c). 

(8) Illustration. 
(b) Computation of adjusted gross foreign 

base company income and adjusted gross in-
surance income. 

(1) De minimus rule and full inclusion rule. 
(i) In general. 
(ii) Five percent de minimus test. 
(iii) Seventy percent full inclusion test. 
(2) Character of items of adjusted gross for-

eign base company income. 
(3) Coordination with section 952(c). 
(4) Anti-abuse rule. 
(i) In general. 
(ii) Presumption. 
(iii) Definition of related person. 
(iv) Illustration. 
(5) Illustration. 
(c) Computation of net foreign base com-

pany income. 
(d) Computation of adjusted net foreign 

base company income or adjusted net insur-
ance income. 

(1) Application of high tax exception. 
(2) Effective rate at which taxes are im-

posed. 
(3) Taxes paid or accrued with respect to 

an item of income. 
(i) Income other than foreign personal 

holding company income. 
(ii) Foreign personal holding company in-

come. 
(4) Definition of an item of income. 
(i) Income other than foreign personal 

holding company income. 
(ii) Foreign personal holding company in-

come. 
(A) In general. 
(B) Consistency rule. 
(5) Procedure. 
(6) Illustrations. 
(e) Character of an item of income. 
(1) Substance of the transaction. 
(2) Separable character. 
(3) Predominant character. 
(4) Coordination of categories of gross for-

eign base company income or gross insur-
ance income. 

(III) § 4.954–2 Foreign Personal Holding Com-
pany Income. 

(a) Computation of foreign personal hold-
ing company income. 

(1) In general. 
(2) Coordination of overlapping definitions. 
(3) Changes in use or purpose with which 

property is held. 
(i) In general. 
(ii) Illustrations. 

(4) Definitions. 
(i) Interest. 
(ii) Inventory and similar property. 
(iii) Regular dealer. 
(iv) Dealer property. 
(v) Debt instrument. 
(b) Dividends, etc. 
(1) In general. 
(2) Exclusion of certain export financing. 
(i) In general. 
(ii) Conduct of a banking business. 
(iii) Illustration. 
(3) Exclusion of dividends and interest 

from related persons. 
(i) Excluded dividends and interest. 
(ii) Interest paid out of adjusted foreign 

base company income or insurance income. 
(iii) Dividends paid out of prior years’ 

earnings. 
(iv) Fifty percent substantial assets test. 
(v) Value of assets. 
(vi) Location of tangible property used in a 

trade or business. 
(A) In general. 
(B) Exception. 
(vii) Location of intangible property used 

in a trade or business. 
(A) In general. 
(B) Property located in part in the payor’s 

country of incorporation and in part in other 
countries. 

(viii) Location of property held for sale to 
customers. 

(A) In general. 
(B) Inventory located in part in the payor’s 

country of incorporation and in part in other 
countries. 

(ix) Location of debt instruments. 
(x) Treatment of certain stock interests. 
(xi) Determination of period during which 

property is used in a trade or business. 
(xii) Treatment of banks and insurance 

companies [Reserved] 
(4) Exclusion of rents and royalties derived 

from related persons. 
(i) In general. 
(ii) Rents or royalties paid out of adjusted 

foreign base company income or insurance 
income. 

(5) Exclusion of rents and royalties derived 
in the active conduct of a trade or business. 

(6) Treatment of tax exempt interest. 
(c) Excluded rents. 
(1) Trade or business cases. 
(2) Special rules. 
(i) Adding substantial value. 
(ii) Substantiality of foreign organization. 
(iii) Definition of active leasing expense. 
(iv) Adjusted leasing profits. 
(3) Illustrations. 
(d) Excluded royalties. 
(1) Trade or business cases. 
(2) Special rules. 
(i) Adding substantial value. 
(ii) Substantiality of foreign organization. 
(iii) Definition of active licensing expense. 
(iv) Definition of adjusted licensing profit. 
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(3) Illustrations. 
(e) Certain property transactions. 
(1) In general. 
(i) Inclusion of FPHC income. 
(ii) Dual character property. 
(2) Property that gives rise to certain in-

come. 
(i) In general. 
(ii) Exception. 
(3) Property that does not give rise to in-

come. 
(4) Classification of gain or loss from the 

disposition of a debt instrument or on a de-
ferred payment sale. 

(i) Gain. 
(ii) Loss. 
(5) Classification of options and other 

rights to acquire or transfer property. 
(6) Classification of certain interests in 

pass-through entities. 
[Reserved] 
(f) Commodities transactions. 
(1) In general. 
(2) Definitions. 
(i) Commodity. 
(ii) Commodities transaction. 
(3) Definition of the term ‘‘qualified active 

sales’’. 
(i) In general. 
(ii) Sale of commodities. 
(iii) Active conduct of a commodities busi-

ness. 
(iv) Definition of the term ‘‘substantially 

all.’’ 
(4) Definition of the term ‘‘qualified hedg-

ing transaction’’. 
(g) Foreign currency gain. 
(1) In general. 
(2) Exceptions. 
(i) Qualified business units using the dollar 

approximate separate transactions method. 
(ii) Tracing to exclude foreign currency 

gain or loss from qualified business and 
hedging transactions. 

(iii) Election out of tracing. 
(3) Definition of the term ‘‘qualified busi-

ness transaction’’. 
(i) In general. 
(ii) Specific section 988 transactions attrib-

utable to the sale of goods or services. 
(A) Acquisition of debt instruments. 
(B) Becoming the obligor under debt in-

struments. 
(C) Accrual of any item of gross income. 
(D) Accrual of any item of expense. 
(E) Entering into forward contracts, fu-

tures contracts, options, and similar instru-
ments. 

(F) Disposition of nonfunctional currency. 
(4) Definition of the term ‘‘qualified hedg-

ing transaction’’. 
(i) In general. 
(ii) Change in purpose of hedging trans-

action. 
(5) Election out of tracing. 
(i) In general. 
(ii) Exception. 

(iii) Procedure. 
(A) In general. 
(B) Time and manner. 
(C) Termination. 
(h) Income equivalent to interest. 
(1) In general. 
(2) Illustrations. 
(3) Income equivalent to interest from fac-

toring. 
(i) General rule. 
(ii) Exceptions. 
(iii) Factored receivable. 
(iv) Illustrations. 
(4) Determination of sales income. 
(5) Receivables arising from performance of 

services. 

[T.D. 8216, 53 FR 27491, July 21, 1988. Redesig-
nated and amended by T.D. 8618, 60 FR 46530, 
Sept. 7, 1995] 

§ 4.954–1 Foreign base company in-
come; taxable years beginning after 
December 31, 1986. 

(a) In general—(1) Purpose and scope. 
Section 954 (b) through (g) and §§ 1.954– 
1T and 1.954–2T provide rules for com-
puting the foreign base company in-
come of a controlled foreign corpora-
tion. Foreign base company income is 
included in the subpart F income of a 
controlled foreign corporation under 
the rules of section 952 and the regula-
tions thereunder. Subpart F income is 
included in the gross income of a 
United States shareholder of a con-
trolled foreign corporation under the 
rules of section 951 and the regulations 
thereunder, and thus is subject to cur-
rent taxation under section 1 or 11 of 
the Code. The determination of wheth-
er a foreign corporation is a controlled 
foreign corporation, the subpart F in-
come of which is included currently in 
the gross income of its United States 
shareholders, is made under the rules 
of section 957 and the regulations 
thereunder. 

(2) Gross foreign base company income. 
For taxable years of a controlled for-
eign corporation beginning after De-
cember 31, 1986, the gross foreign base 
company income of a controlled for-
eign corporation consists of the fol-
lowing categories of gross income: 

(i) Its foreign personal holding com-
pany income, as defined in section 
954(c) and § 1.954–2T, 

(ii) Its foreign base company sales in-
come, as defined in section 954(d) and 
the regulations thereunder, 
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(iii) Its foreign base company serv-
ices income, as defined in section 954(e) 
and the regulations thereunder, 

(iv) Its foreign base company ship-
ping income, as defined in section 954(f) 
and the regulations thereunder, and 

(v) Its foreign base company oil re-
lated income, as defined in section 
954(g) and the regulations thereunder. 

(3) Adjusted gross foreign base company 
income. The term ‘‘adjusted gross for-
eign base company income’’ means the 
gross foreign base company income of a 
controlled foreign corporation as ad-
justed by the de minimis and full inclu-
sion rules of paragraph (b) of this sec-
tion. 

(4) Net foreign base company income. 
The term ‘‘net foreign base company 
income’’ means the adjusted gross for-
eign base company income of a con-
trolled foreign corporation reduced so 
as to take account of deductions prop-
erly allocable to such income under the 
rules of section 954(b)(5) and paragraph 
(c) of this section. In computing net 
foreign base company income, foreign 
personal holding company income is 
reduced (but not below zero) by related 
person interest expense before allo-
cating and apportioning other expenses 
in accordance with the rules of para-
graph (c) of this section and § 1.904(d)– 
5(c)(2). 

(5) Adjusted net foreign base company 
income. The term ‘‘adjusted net foreign 
base company income’’ means the net 
foreign base company income of a con-
trolled foreign corporation reduced by 
any items of net foreign base company 
income for which the high tax excep-
tion of paragraph (d) of this section is 
elected. The term ‘‘foreign base com-
pany income’’ as used in the Code and 
elsewhere in the regulations generally 
means adjusted net foreign base com-
pany income. 

(6) Insurance income definitions. The 
term ‘‘gross insurance income’’ in-
cludes any item of gross income taken 
into account in determining insurance 
income under section 953 and the regu-
lations thereunder. The term ‘‘adjusted 
gross insurance income’’ means gross 
insurance income as adjusted by the de 
minimis and full inclusion rules of 
paragraph (b) of this section. The term 
‘‘net insurance income’’ means ad-
justed gross insurance income reduced 

under section 953 and the regulations 
thereunder so as to take into account 
deductions properly allocable or 
apportionable to such income. The 
term ‘‘adjusted net insurance income’’ 
means net insurance income reduced 
by any items of net insurance income 
for which the high tax exception of 
paragraph (d) of this section is elected. 

(7) Additional items of adjusted net for-
eign base company income or adjusted net 
insurance income by reason of section 
952(c). Earnings and profits of the con-
trolled foreign corporation that are re-
characterized as foreign base company 
income or insurance income under sec-
tion 952(c) are items of adjusted net 
foreign base company income or ad-
justed net insurance income. Thus, 
they are not included in the gross for-
eign base company income or gross in-
surance income of the controlled for-
eign corporation in computing adjusted 
gross foreign base company income or 
adjusted gross insurance income (for 
purposes of applying the de minimis 
and full inclusion tests of paragraph (b) 
of this section). 

(8) Illustration. The order of computa-
tion is illustrated by the following ex-
ample. Computations in this paragraph 
(a)(8) and in paragraph (b)(5) of this 
section involving the operation of sec-
tion 952(c) are included for purposes of 
illustration only and do not provide 
substantive rules concerning the oper-
ation of that section. 

Example. (i) Gross income. CFC, a controlled 
foreign corporation, has gross income of 
$1000 for the current taxable year. Of that 
$1000 of income, $100 is interest income that 
is included in the definition of foreign per-
sonal holding company income under section 
954(c)(1)(A) and § 1.954–2T(b)(1)(ii), is not in-
come from a trade or service receivable de-
scribed in section 864(d)(1) or (6), and is not 
excluded from foreign personal holding com-
pany income under any provision of section 
954(c) and § 1.954–2T. Another $50 is foreign 
base company sales income under section 
954(d) and the regulations thereunder. The 
remaining $850 of gross income is not in-
cluded in the definition of foreign base com-
pany income or insurance income under sec-
tions 954(c), (d), (e), (f), (g), or 953 and the 
regulations thereunder, and is foreign source 
general limitation income described in sec-
tion 904(d)(1)(I) and the regulations there-
under. 

(ii) Expenses. CFC has expenses for the cur-
rent taxable year of $500. Of that $500, $8 is 
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from interest paid to a related person and is 
allocable to foreign personal holding com-
pany income along with $2 of other expense. 
Another $20 of expense is allocable to foreign 
base company sales. The remaining $470 of 
expense is allocable to income other than 
foreign base company income or insurance 
income. 

(iii) Earnings and deficits. CFC has earnings 
and profits for the current taxable year of 
$500. In the prior taxable year, CFC had 
losses with respect to income other than 
gross foreign base company income or gross 
insurance income. By reason of the limita-
tion provided under section 952(c)(1)(A) and 
the regulations thereunder, those losses re-
duced the subpart F income (consisting en-
tirely of foreign source general limitation 
income) of CFC by $600 for the prior taxable 
year. 

(iv) Taxes. Foreign tax of $30 is considered 
imposed on the interest income under the 
rules of section 954(b)(4) and paragraph (d) of 
this section. Foreign tax of $14 is considered 
imposed on the foreign base company sales 
income under the rules of section 954(b)(4) 
and paragraph (d) of this section. Foreign 
tax of $177 is considered imposed on the re-
maining foreign source general limitation 
income under the rules of section 954(b)(4) 
and paragraph (d) of this section. For the 
taxable year of the foreign corporation, the 
maximum U.S. rate of taxation under sec-
tion 11 is 34 percent. 

(v) Conclusion. Based on these facts, if CFC 
elects to exclude all items of income subject 
to a high foreign tax under section 954(b)(4) 
and paragraph (d), it will have $500 of sub-
part F income as defined in section 952(a) 
(consisting entirely of foreign source general 
limitation income) determined as follows. 
The following steps do not illustrate the 
computation of the subpart F income of a 
controlled foreign corporation that has in-
come from a trade or service receivable 
treated as interest under section 864(d)(1) or 
interest described in section 864(d)(6). 

Step 1—Determine gross income: 

(1) Gross income......................................$1000 

Step 2—Determine gross foreign base company 
income and gross insurance income: 

(2) Interest income included in foreign 
personal holding company income 
under section 954 (c) .............................100 

(3) Foreign base company sales income 
under section 954(d) ...............................50 

(4) Total gross foreign base company 
income gross insurance income as 
defined in sections 954(c), (d), (e), 
(f) and (g) and 953 and the regula-
tions thereunder (line (3) plus line 
(4)) ........................................................150 

Step 3—Determine adjusted gross foreign base 
company income and adjusted gross insurance 
income: 

(5) Five percent of gross income (.05 × 
line (1)) ..................................................50 

(6) Seventy percent of gross income 
(.70 × line (1)) ........................................700 

(7) Adjusted gross foreign base com-
pany income and adjusted gross in-
surance income after the applica-
tion of the de minimis test of 
paragraph (b) (line (4), or zero if 
line (4) is less than the lesser of 
line (5) or $1,000,000)..............................150 

(8) Adjusted gross foreign base com-
pany income and adjusted gross in-
surance income after the applica-
tion of the full inclusion test of 
paragraph (b) (line (4), or line (1) if 
line (4) is greater than line (6)) ............150 

Step 4—Compute net foreign base company 
income: 

(9) Related person interest expense 
and other expense allocable and 
apportionable to foreign personal 
holding company income .......................10 

(10) Deductions allocable and 
apportionable to foreign base com-
pany sales income..................................20 

(11) Foreign personal holding company 
income after allocating deductions 
under section 954(b)(5) and para-
graph (c) of this section (the lesser 
of line (2) or line (7), reduced (but 
not below zero) by line (9)).....................90 

(12) Foreign base company sales in-
come after allocating deductions 
under section 954(b)(5) and para-
graph (c) of this section (the lesser 
of line (3) or line (7), reduced (but 
not below zero) by line (10)) ...................30 

(13) Total net foreign base company 
income after allocating deductions 
under section 954(b)(5) and para-
graph (c) (line (11) plus line (12)) 
............................................................. 120 

Step 5—Compute net insurance income: 

(14) Net insurance income under sec-
tion 953 and the regulations there-
under .......................................................0 

Step 6—Compute adjusted net foreign base 
company income: 

(15) Foreign tax imposed on foreign 
personal holding company income 
(as determined under paragraph 
(d)) .........................................................30 

(16) Foreign tax imposed on foreign 
base company sales income (as de-
termined under paragraph (d))...............14 

(17) Ninety percent of the maximum 
U.S. corporate tax rate .......................30.6 

(18) Effective rate of foreign tax im-
posed on foreign personal holding 
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company income (interest) under 
section 954(b)(4) and paragraph (d) 
(line (15) divided by line (11)) .................33 

(19) Effective rate of foreign tax im-
posed on $40 of foreign base com-
pany sales income under section 
954(b)(4) and paragraph (d) (line 
(16) divided by line (12)) .........................47 

(20) Foreign personal holding company 
income subject to a high foreign 
tax under section 954(b)(4) and 
paragraph (d) (zero, or line (11) if 
line (18) is greater than line (17)) 
...............................................................90 

(21) Foreign base company sales in-
come subject to a high foreign tax 
under section 954(b)(4) and para-
graph (d) (zero, or line (12) if line 
(19) is greater than line (17)) ..................30 

(22) Adjusted net foreign base com-
pany income after applying sec-
tion 954(b)(4) and paragraph (d) 
(line (13), reduced by the sum of 
line (20) and line (21)) ..............................0 

Step 7—Compute adjusted net insurance income: 

(23) Adjusted net insurance income...............0 

Step 8—Additions to or reduction of adjusted 
net foreign base company income by reason of 
section 952(c): 

(24) Earnings and profits for the cur-
rent year ..............................................500 

(25) The excess in earnings and profits 
over subpart F income subject to 
being recharacterized as adjusted 
net foreign base company income 
under section 952(c)(2) (excess of 
line (24) over the sum of lines (22) 
and (23); if there is a deficit, then 
the limitation of section 952(c)(1) 
may apply for the current year) 
............................................................. 500 

(26) Amount of reduction in subpart F 
income for prior taxable years by 
reason of the limitation of section 
952(c)(1) and the regulations there-
under ....................................................600 

(27) Subpart F income as defined in 
section 952(a), assuming section 
952(a) (3), (4), or (5) does not apply 
(the sum of line (22), line (23), and 
the lesser of line (25) or line (26)) 
............................................................. 500 

(b) Computation of adjusted gross for-
eign base company income and adjusted 
gross insurance income—(1) De minimis 
rule, etc.—(i) In general. If the de mini-
mis rule of paragraph (b)(1)(ii) of this 
section applies, then adjusted gross for-
eign base company income and ad-
justed gross insurance income are each 
equal to zero. If the full inclusion rule 
of paragraph (b)(1)(iii) of this section 

applies, then adjusted gross foreign 
base company income consists of all 
items of gross income of the controlled 
foreign corporation other than gross 
insurance income, and adjusted gross 
insurance income consists of all items 
of gross insurance income. Otherwise, 
the adjusted gross foreign base com-
pany income of a controlled foreign 
corporation consists of the gross for-
eign base company income of the con-
trolled foreign corporation, and the ad-
justed gross insurance income of a con-
trolled foreign corporation consists of 
the gross insurance income of the con-
trolled foreign corporation. 

(ii) Five percent de minimis test—(A) In 
general. The de minimis rule of this 
paragraph (b)(1)(ii) applies if the sum 
of the gross foreign base company in-
come and the gross insurance income 
of a controlled foreign corporation is 
less than the lesser of— 

(1) 5 percent of gross income, or 
(2) $1,000,000. 

Controlled foreign corporations having 
a functional currency other than the 
U.S. dollar shall translate the $1,000,000 
threshold using the exchange rate pro-
vided under section 989(b)(3) and the 
regulations thereunder for amounts in-
cluded in income under section 951(a). 

(B) Coordination with section 864(d). 
Gross foreign base company income or 
gross insurance income of a controlled 
foreign corporation always includes 
items of income from trade or service 
receivables described in section 
864(d)(1) or (6), even if the de minimis 
rule of this paragraph (b)(1)(ii) is other-
wise applicable. In that case, adjusted 
gross foreign base company income 
consists only of the items of income 
from trade or service receivables de-
scribed in section 864(d)(1) or (6) that 
are included in gross foreign base com-
pany income, and adjusted gross insur-
ance income consists only of the items 
of income from trade or service receiv-
ables described in section 864(d)(1) or 
(6) that are included in gross insurance 
income. 

(iii) Seventy percent full inclusion test. 
The full inclusion rule of this para-
graph (b)(1)(iii) applies if the sum of 
the foreign base company income and 
the gross insurance income for the tax-
able year exceeds 70 percent of gross in-
come. 
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(2) Character of items of gross income 
included in adjusted gross foreign base 
company income. The items of gross in-
come included in the adjusted gross 
foreign base company income of a con-
trolled foreign corporation retain their 
character as foreign personal holding 
company income, foreign base com-
pany sales income, foreign base com-
pany services income, foreign base 
company shipping income, or foreign 
base company oil related income. 
Items of gross income included in ad-
justed gross income because the full in-
clusion test of paragraph (b)(1)(iii) of 
this section is met are termed ‘‘full in-
clusion foreign base company income,’’ 
and constitute a separate category of 
adjusted gross foreign base company 
income for purposes of allocating and 
apportioning deductions under para-
graph (c) of this section. 

(3) Coordination with section 952(c). 
Items of gross foreign base company in-
come or gross insurance income that 
are excluded from adjusted foreign base 
company income or adjusted gross in-
surance income because the de minimis 
test of paragraph (b)(1)(ii) of this sec-
tion is met are potentially subject to 
recharacterization as adjusted net for-
eign base company income or adjusted 
net insurance income (or other cat-
egories of income included in the com-
putation of subpart F income under 
section 952 and the regulations there-
under) for the taxable year under the 
rules of section 952(c). Items of full in-
clusion foreign base company income 
that are included in adjusted gross for-
eign base company income because the 
full inclusion test of paragraph 
(b)(1)(iii) of this section is met, and are 
included in subpart F income under 
section 952 and the regulations there-
under, do not reduce amounts that, 
under section 952(c), are subject to re-
characterization in later years on ac-
count of deficits in prior years. 

(4) Anti-abuse rule—(i) In general. For 
purposes of applying the de minimis 
and full inclusion tests of paragraph 
(b)(1) of this section, the income of two 
or more controlled foreign corpora-
tions shall be aggregated and treated 
as the income of a single corporation if 
one principal purpose for separately or-
ganizing, acquiring, or maintaining 
such multiple corporations is to avoid 

the application of the de minimis or 
full inclusion requirements of para-
graph (b)(1) of this section. For pur-
poses of this paragraph (b), a principal 
purpose need not be the purpose of first 
importance. 

(ii) Presumption. Two or more con-
trolled foreign corporations are pre-
sumed to have been organized, acquired 
or maintained to avoid the effect of the 
de minimis and full inclusion require-
ments of paragraph (b)(1) of this sec-
tion if the corporations are related per-
sons as defined in subdivision (iii) of 
this paragraph (b)(4) and the corpora-
tions are described in subdivision (A), 
(B), or (C). This presumption may be 
rebutted by proof to the contrary. 

(A) The activities now carried on by 
the controlled foreign corporations, or 
the assets used in those activities, are 
substantially the same activities that 
were carried on, or assets that were 
previously held by a single controlled 
foreign corporation, and the United 
States shareholders of the controlled 
foreign corporations or related persons 
(as determined under subdivision (iii) 
of this paragraph (b)(4)) are substan-
tially the same as the United States 
shareholders of the one controlled for-
eign corporation in that prior taxable 
year. A presumption made in connec-
tion with the requirements of this sub-
division (A) of paragraph (b)(4)(ii) may 
be rebutted by proof that the activities 
carried on by each controlled foreign 
corporation would constitute a sepa-
rate branch under the principles of 
§ 1.367(a)–6T(g) if carried on directly by 
a United States person. 

(B) The controlled foreign corpora-
tions carry on a business, financial op-
eration, or venture as partners directly 
or indirectly in a partnership (as de-
fined in section 7701(a)(2) and § 301.7701– 
3) that is a related person (as defined in 
subdivision (iii) of this paragraph 
(b)(4)) with respect to each such con-
trolled foreign corporation. 

(C) The activities carried on by the 
controlled foreign corporations would 
constitute a single branch operation 
under § 1.367(a)–6T(g)(2) if carried on di-
rectly by the United States person. 

(iii) Related persons. For purposes of 
this paragraph (b), two or more persons 
are related persons if they are in a re-
lationship described in section 267(b). 
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In determining for purposes of this 
paragraph (b) whether two or more cor-
porations are members of the same 
controlled group under section 
267(b)(3), a person is considered to own 
stock owned directly by such person, 
stock owned with the application of 
section 1563(e)(1), and stock owned with 
the application of section 267(c). In de-
termining for purposes of this para-
graph (b) whether a corporation is re-
lated to a partnership under section 
267(b)(10), a person is considered to own 
the partnership interest owned directly 
by such person and the partnership in-
terest owned with the application of 
section 267(e)(3). 

(iv) Illustration. The following exam-
ple illustrates the application of this 
paragraph (b)(4). 

Example. USP is the sole United States 
shareholder of three controlled foreign cor-
porations: CFC1, CFC2 and CFC3. The three 
controlled foreign corporations all have the 
same taxable year. The three controlled for-
eign corporations are partners in FP, a for-
eign entity classified as a partnership under 
section 7701(a)(2) and § 301.7701–3 of the regu-
lations. For their current taxable years, each 
of the controlled foreign corporations de-
rives all of its income other than foreign 
base company income from activities con-
ducted through FP, and its foreign base com-
pany income from activities conducted both 
jointly through FP and separately without 
FP. Based on the facts in the table below, for 
their current taxable years, the foreign base 
company income derived by each controlled 
foreign corporation, including income de-
rived from FP, is less than five percent of the 
gross income of each controlled foreign cor-
poration and is less than $1,000,000: 

CFC1 CFC2 CFC3 

Gross income ........... $4,000,000 $8,000,000 $12,000,000 
Five percent of gross 

income .................. 200,000 400,000 600,000 
Foreign base com-

pany income ......... 199,000 398,000 597,000 

Thus, without the application of the anti- 
abuse rule of this subparagraph (5), each con-
trolled foreign corporation would be treated 
as having no foreign base company income 
after the application of the de minimis rule 
of section 954(b)(3)(A) and § 1.954–1T(b)(1). 

However, under these facts the require-
ments of subdivision (i) of this paragraph 
(b)(4) are presumed to be met. The sum of the 
foreign base company income of the con-
trolled foreign corporations is $1,194,000. 
Thus, the amount of adjusted gross foreign 
base company income will not be less than 
the amount of gross foreign base company 

income by reason of the de minimis rule of 
section 954(b)(3)(A) and this paragraph (b). 

(5) Illustration. The following example 
illustrates computations required by 
sections 952 and 954 and this § 1.954–1T if 
the full inclusion test of paragraph 
(b)(1)(iii) is met (see paragraph (a)(8) 
for an example illustrating computa-
tions required if the de minimis test of 
paragraph (b)(1)(ii) is met): 

Example. (i) Gross Income. CFC, a controlled 
foreign corporation, has gross income of 
$1,000 for the current taxable year. Of that 
$1,000 of income, $720 is interest income that 
is included in the definition of foreign per-
sonal holding company income under section 
954(c)(1)(A) and § 1.954–2T(b)(ii), is not income 
from trade or service receivables described in 
section 864(d) (1) or (6), and is not excluded 
from foreign personal holding company in-
come under any provisions of section 954(c) 
and § 1.954–2T. The remaining $280 is services 
income that is not included in the definition 
of foreign base company income or insurance 
income under sections 954(c), (d), (e), (f), (g) 
or 953 and the regulations thereunder, and is 
foreign source general limitation income for 
purposes of section 904(d)(1)(I). 

(ii) Expenses. CFC has expenses for the cur-
rent taxable year of $650. Of that $650, $350 is 
from interest paid to related persons that is 
allocable to foreign personal holding com-
pany income along with $50 of other expense. 
The remaining $250 of expense is allocable to 
services income other than foreign base com-
pany income or insurance income. 

(iii) Earnings and deficits. CFC has earnings 
and profits for the current taxable year of 
$350. In the prior taxable year, CFC had 
losses with respect to income other than for-
eign base company income or insurance in-
come. By reason of the limitation provided 
under section 952(c)(1)(A) and the regulations 
thereunder, those losses reduced the subpart 
F income of CFC (consisting entirely of for-
eign source general limitation income) by 
$600 for the prior taxable year. 

(iv) Taxes. A foreign tax of $120 is consid-
ered imposed on the $720 of interest income 
under the rules of section 954(b)(4) and para-
graph (d) of this section, and a foreign tax of 
$2 is considered imposed on the services in-
come under the rules of section 954(b)(4) and 
paragraph (d) of this section. For the taxable 
year of the foreign corporation, the max-
imum U.S. rate of taxation under section 11 
is 34 percent. 

(v) Conclusion. Based on these facts, if CFC 
elects to exclude all items of income subject 
to a high foreign tax under section 954(b)(4) 
and paragraph (d), it will have $350 of sub-
part F income as defined in section 952(a) de-
termined as follows: 
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Step 1—Determine gross income: 

(1) Gross income......................................$1000 

Step 2—Compute gross foreign base company 
income and gross insurance income: 

(2) Gross foreign base company income 
and insurance income as defined in 
sections 954(c), (d), (e), (f), (g) and 
953 and the regulations thereunder 
(interest income)..................................720 

Step 3—Compute adjusted gross foreign base 
company income: 

(3) Seventy percent of gross income 
(.70 × line (1)) ........................................700 

(4) Adjusted gross foreign base com-
pany income or insurance income 
after the application of the full in-
clusion rule of this paragraph 
(b)(1) (line (2), or line (1) if line (2) 
is greater than line (3)) .......................1000 

(5) Full inclusion foreign base com-
pany income under paragraph 
(a)(2)(vi) (line (4) minus line (2)) 
............................................................. 280 

Step 4—Compute net foreign base company 
income: 

(6) Related person interest expense 
and other deductions allocable and 
apportionable to foreign personal 
holding company income under 
section 954(b)(5) and paragraph (c) 
............................................................. 400 

(7) Deductions allocable and 
apportionable to full inclusion for-
eign base company income under 
section 954(b)(5) and paragraph (c) 
............................................................. 250 

(8) Foreign personal holding company 
income after allocating deductions 
under section 954(b)(5) and para-
graph (c) of this section (line (2) 
reduced (but not below zero) by 
line (6)) .................................................320 

(9) Full inclusion foreign base com-
pany income after allocating de-
ductions under section 954(b)(5) 
paragraph (c) of this section (line 
(5) reduced (but not below zero) by 
line (7)) ..................................................30 

(10) Total gross foreign base company 
income after allocating deductions 
under section 954(b)(5) and para-
graph (c) (line (8) plus line (9)) .............350 

Step 5—Compute net insurance income: 

(11) Net insurance income under sec-
tion 953 and the regulations there-
under .......................................................0 

Step 6—Compute adjusted net foreign base 
company income: 

(12) Foreign tax imposed on foreign 
personal holding company income 

(interest) ..............................................120 
(13) Foreign tax imposed on full inclu-

sion foreign base company income 
................................................................ 2 

(14) Ninety percent of the maximum 
U.S. corporate tax rate .......................30.6 

(15) Effective rate of foreign tax im-
posed on $320 of foreign personal 
holding company income under 
section 954(b)(4) and paragraph (d) 
(line (12) divided by line (8))...................38 

(16) Effective rate of foreign tax im-
posed of $30 of full inclusion for-
eign base company income under 
section 954(b)(4) and paragraph (d) 
(line (13) divided by line (9)) ....................7 

(17) Foreign personal holding company 
income subject to a high foreign 
tax under section 954(b)(4) and 
paragraph (d) (zero, or line (8) if 
line (15) is greater than line (14)) 
............................................................. 320 

(18) Full inclusion foreign base com-
pany income subject to a high for-
eign tax under section 954(b)(4) and 
paragraph (d) (zero, or line (9) if 
line (16) is greater than line (14)) 
................................................................ 0 

(19) Adjusted net foreign base com-
pany income after applying sec-
tion 954(b)(4) and paragraph (d) 
(line (10), reduced by the sum of 
line (17) and line (18)) .............................30 

Step 7—Compute adjusted net insurance income: 

(20) Adjusted net insurance income...............0 

Step 8—Additions to or reduction of adjusted 
net foreign base company income by reason of 
section 952(c): 

(21) Earnings and profits for the cur-
rent year ..............................................350 

(22) The excess in earnings and profits 
over subpart F income, which is 
subject to being recharacterized as 
adjusted net foreign base company 
income under section 952(c)(2) (ex-
cess of line (21) over the sum of 
line (19) and line (20)); if there is a 
deficit, then the limitation of 
952(c)(1) may apply for the current 
year ......................................................320 

(23) Amount of reduction in subpart F 
income for prior taxable years by 
reason of the limitation of section 
952(c)(1) and the regulations there-
under ....................................................600 

(24) Subpart F income as defined in 
section 952(a), assuming section 
952(a) (3), (4), or (5) does not apply 
(the sum of line (19) and line (20) 
plus the lesser of line (22) or line 
(23)) ......................................................350 

(25) Amount of prior years’ deficit re-
maining to be recharacterized as 
subpart F income in later years 
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under section 952(c) (excess of line 
(23) over line (22)) .................................280 

(c) Computation of net foreign base 
company income. The net foreign base 
company income of a controlled for-
eign corporation is computed by reduc-
ing (but not below zero) the amount of 
gross income in each of the categories 
of adjusted gross foreign base company 
income described in paragraph (b)(2) of 
this section, so as to take into account 
deductions allocable and apportionable 
to such income. For purposes of section 
954 and this section, expenses must be 
allocated and apportioned consistent 
with the allocation and apportionment 
of expenses for purposes of section 
904(d). For purposes of this § 1.954–1T, 
an item of net foreign base company 
income must be categorized according 
to the category of adjusted gross for-
eign base company income from which 
it is derived. Thus, an item of net for-
eign base company income must be 
categorized as a net item of— 

(1) Foreign personal holding company 
income, 

(2) Foreign base company sales in-
come, 

(3) Foreign base company services in-
come, 

(4) Foreign base company shipping 
income, 

(5) Foreign base company oil related 
income, or 

(6) Full inclusion foreign base com-
pany income. 

(d) Computation of adjusted net foreign 
base company income or adjusted net in-
surance income—(1) Application of high 
tax exception. Adjusted net foreign base 
company income (or adjusted net in-
surance income) equals the net foreign 
base company income (or net insurance 
income) of a controlled foreign cor-
poration, reduced by any item of such 
income (other than foreign base com-
pany oil related income as defined in 
section 954(g)) subject to the high tax 
exception provided by section 954(b)(4) 
and this paragraph (d). An item of in-
come is subject to the high tax excep-
tion only if— 

(i) It is established that the income 
was subject to creditable income taxes 
imposed by a foreign country or coun-
tries at an effective rate that is greater 
than 90 percent of the maximum rate of 
tax specified in section 11 or 15 for the 

taxable year of the controlled foreign 
corporation; and 

(ii) An election is made under section 
954(b)(4) and paragraph (d)(5) of this 
section to exclude the income from the 
computation of subpart F income. 
See paragraph (d)(4) of this section for 
the definition of the term ‘‘item of in-
come.’’ For rules concerning the treat-
ment for foreign tax credit purposes of 
amounts excluded from subpart F 
under section 954(b)(4), see § 904– 
1.4(c)(1). 

(2) Effective rate at which taxes are im-
posed. For purposes of this paragraph 
(d), the effective rate at which taxes 
are imposed on an item of income is— 

(i) The amount of income taxes paid 
or accrued (or deemed paid or accrued) 
with respect to the item of income, de-
termined under paragraph (d)(3) of this 
section, divided by 

(ii) The item of net foreign base com-
pany income or net insurance income, 
determined under paragraph (d)(4) of 
this section (including the appropriate 
amount of income taxes referred to in 
subdivision (i) of this paragraph (d)(2), 
immediately above). 

(3) Taxes paid or accrued with respect 
to an item of income—(i) Income other 
than passive foreign personal holding 
company income. The amount of income 
taxes paid or accrued with respect to 
an item of income (other than an item 
of foreign personal holding company 
income that is passive income) for pur-
poses of section 954(b)(4) and this para-
graph (d) is the amount of foreign in-
come taxes that would be deemed paid 
under section 960 with respect to that 
item if that item were included in the 
gross income of a U.S. shareholder 
under section 951(a)(1)(A). For this pur-
pose, the amounts that would be 
deemed paid under section 960 shall be 
determined separately with respect to 
each controlled foreign corporation 
and without regard to the limitation 
applicable under section 904(a). 

(ii) Passive foreign personal holding 
company income. The amount of income 
taxes paid or accrued with respect to 
an item of foreign personal holding 
company income that is passive in-
come for purposes of section 954(b)(4) 
and this paragraph (d) is the amount of 
foreign income taxes paid or accrued or 
deemed paid by the foreign corporation 
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that would be taken into account for 
purposes of applying the provisions of 
§ 1.904–4(c) with respect to that item of 
income. 

(4) Item of income—(i) Income other 
than passive foreign personal holding 
company income. The high tax exception 
applies (when elected) to all income 
that constitutes a single item under 
this paragraph (d)(4). A single item of 
net foreign base company income or 
net insurance income is an amount of 
net foreign base company income 
(other than foreign personal holding 
company income that is passive in-
come) or net insurance income that: 

(A) Falls within a single category of 
net foreign base company income, as 
defined in paragraph (c) of this section, 
or net insurance income, and 

(B) Also falls within a single separate 
limitation category for purposes of sec-
tions 904(d) and 960 and the regulations 
thereunder. 

(ii) Passive foreign personal holding 
company income—(A) In general. For 
purposes of this paragraph (d) a single 
item of net foreign personal holding 
company income that is passive in-
come is an amount of such income that 
falls within a single group of passive 
income under the grouping rules of 
§ 1.904–4(c) (3), (4), and (5). 

(B) Consistency rule. An election to 
exclude income from subpart F must be 
consistently made with respect to all 
items of passive foreign personal hold-
ing company income eligible to be ex-
cluded. Thus, high-taxed passive for-
eign personal holding company income 
of a controlled foreign corporation 
must be excluded in its entirety, or re-
main subject to subpart F. 

(5) Procedure. The election provided 
by this paragraph (d) must be made— 

(i) By controlling United States 
shareholders, as defined in § 1.964– 
1(c)(5), by attaching a statement to 
such effect with their original or 
amended income tax returns, and in-
cluding any additional information re-
quired by subsequent administrative 
pronouncements, or 

(ii) In such other manner as may be 
prescribed in subsequent administra-
tive pronouncements. 
An election made under the procedure 
provided by this paragraph (d)(5) is 
binding on all United States share-

holders of the controlled foreign cor-
poration. 

(6) Illustrations. The rules of this 
paragraph (d) are illustrated by the fol-
lowing examples. 

Example 1. (i) Items of income. During its 
1987 taxable year, controlled foreign corpora-
tion CFC receives from outside its country of 
operation portfolio dividend income of $100 
and interest income of $100 (consisting of a 
gross payment of $150 reduced by a third- 
country withholding tax of $50). For purposes 
of illustration, assume that the CFC incurs 
no expenses. None of the income is taxed in 
CFC’s country of operation. The dividend in-
come was not subject to their-country with-
holding taxes. The interest income was sub-
ject to withholding taxes equal to $50, and is 
therefore high withholding tax interest for 
purposes of section 960 (pursuant to the oper-
ation of section 904). The dividend income is 
passive income for purposes of section 960. 
Accordingly, pursuant to paragraph (d)(4) of 
this section, CFC has two items of income: 
(1) $100 of FPHC/passive income (the divi-
dends) and (2) $100 of FPHC/high withholding 
tax income (the interest). The election under 
paragraph (d)(5) of this section to exclude 
high-taxed income from the operation of sub-
part F is potentially applicable to each such 
item in its entirety. 

(ii) Effective rates of tax. No foreign tax 
would be deemed paid under section 960 with 
respect to item (1). Therefore, the effective 
rate of foreign tax is 0, and the item may not 
be excluded from subpart F under the rules 
of this paragraph (d). Foreign tax of $50 
would be deemed paid under section 960 with 
respect to item (2). Therefore, the effective 
rate of foreign tax is 33 percent ($50 of cred-
itable taxes paid, divided by $150, consisting 
of the item of net foreign base company in-
come ($100) plus creditable taxes paid there-
on ($50). The highest rate of tax specified in 
section 11 for the 1987 taxable year is 34 per-
cent. Accordingly, item (2) may be excluded 
from subpart F pursuant to an election 
under paragraph (d)(5) of this section, since 
it is subject to foreign tax at an effective 
rate that is greater than 30.6 percent (90 per-
cent of 34 percent). However, it remains high 
withholding tax interest when included. 

Example 2. The facts are the same as in Ex-
ample 1, except that CFC’s country of oper-
ation imposes a tax of $50 with respect to 
CFC’s dividend income. The interest income 
is still high withholding tax interest. The 
dividend income is still passive income 
(without regard to the possible applicability 
of the high tax exception of section 904(d)(2)). 
Accordingly, CFC has two items of income 
for purposes of this paragraph (d): (1) $100 of 
FPHC/high withholding tax interest income, 
and (2) $50 of FPHC/passive income (net of 
the $50 foreign tax). Both items are taxed at 
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an effective rate greater than 31.6 percent. 
Item 1: Foreign tax ($50) divided by sum 
($150) of income item ($100) plus creditable 
tax thereon ($50) equals 33 percent. Item 2: 
Foreign tax ($50) divided by sum ($100) of in-
come item ($50) plus creditable tax thereon 
($50) equals 50 percent. Accordingly, an elec-
tion may be made under paragraph (d)(5) of 
this section to exclude either, both, or nei-
ther of items 1 and 2 from subpart F. 

Example 3. The facts are the same as in Ex-
ample 1, except that the $100 of portfolio div-
idend income is subject to a third-country 
withholding tax of $50, and the $150 of inter-
est income is from sources within CFC’s 
country of operation, is subject to a $10 in-
come tax therein, and is not subject to a 
withholding tax. Although the interest in-
come and the dividend income are both pas-
sive income, under paragraph (d)(4)(ii)(A) of 
this section they constitute separate items 
of income pursuant to the application of the 
grouping rules of § 1.904–4(c). Accordingly, 
CFC has two items of income for purposes of 
this paragraph (d): (1) $50 (net of tax) of 
FPHC/non-country of operation/greater than 
15 percent withholding tax income; and (2) 
$140 (net of $10 tax) of FPHC/country of oper-
ation income. Item 1 is taxed at an effective 
rate greater than 30.6 percent, but Item 2 is 
not. Item 1: Foreign tax ($50) divided by sum 
($100) of income item ($50) plus creditable tax 
thereon ($50) equals 50 percent. Item 2: For-
eign tax ($10) divided by sum ($150) of income 
item ($140) plus creditable tax thereon ($10) 
equals 6.67 percent. Therefore, an election 
may be made under paragraph (d)(5) of this 
section to exclude Item 1 but not Item 2 from 
subpart F. 

Example 4. The facts are the same as in Ex-
ample 3, except that the $150 of interest in-
come is subject to an income tax of $50 in 
CFC’s country of operation. Accordingly, 
CFC has two items of income, as in Example 
4, but both items are taxed at an effective 
rate greater than 30.6 percent. Item 1: For-
eign tax ($50) divided by sum ($100) of income 
item ($50) plus creditable tax thereon ($50) 
equals 50 percent. Item 2: Foreign tax ($50) 
divided by sum ($150) if income item ($100) 
plus creditable tax thereon ($50) equals 33 
percent. Pursuant to the consistency rule of 
paragraph (d)(4)(ii)(B) of this section, CFC’s 
shareholders must consistently elect or not 
elect to exclude from subpart F all items of 
FPHC income that are eligible to be ex-
cluded. Therefore, an election may be made 
to exclude both Item 1 and Item 2 from sub-
part F, or neither may be excluded. 

(e) Character of an item of income—(1) 
Substance of the transaction. For pur-
poses of section 954 and the regulations 
thereunder, items of income shall be 
characterized in accordance with the 
substance of the transaction, and not 

in accordance with the designation ap-
plied by the parties to the transaction. 
For example, an amount received as 
‘‘rent’’ which actually constitutes in-
come from the sale of property, royal-
ties, or income from services shall not 
be characterized as ‘‘rent’’ but shall be 
characterized as income from the sale 
of property, royalties or income from 
services, respectively. Local law shall 
not be controlling in characterizing an 
item of income. 

(2) Separable character. To the extent 
one of the definitional provisions of 
section 953 or 954 describes a portion of 
the income or gain derived from a 
transaction, that portion of income or 
gain is so characterized. Thus, a single 
transaction may give rise to income in 
more than one category of foreign base 
company income described in para-
graph (a)(2) of this section. For exam-
ple, if a controlled foreign corporation, 
in its business of purchasing and sell-
ing personal property, receives interest 
(including imputed interest and mar-
ket discount) on an account receivable 
arising from a sale, a portion of the in-
come derived from the transaction by 
the controlled foreign corporation will 
be interest, and another portion will be 
gain (or loss) from the sale of personal 
property. If the sale is denominated in 
a currency other than a functional cur-
rency as defined in section 985 and the 
regulations thereunder, the controlled 
foreign corporation may have addi-
tional income in the form of foreign 
currency gain as defined in section 988. 

(3) Predominant character. The portion 
of income derived from a transaction 
that meets the definition of foreign 
personal holding company income is al-
ways separately determinable, and 
thus must always be segregated from 
other income and separately classified 
under paragraph (2) of this paragraph 
(e). However, the portion of income de-
rived from a transaction that would 
meet a particular definitional provi-
sion under section 954 or 953 and the 
regulations thereunder (other than the 
definition of foreign personal holding 
company income) in unusual cir-
cumstances may be indeterminable. If 
such portion is indeterminable, it must 
be classified in accordance with the 
predominant character of the trans-
action. For example, if a controlled 
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foreign corporation engineers, fab-
ricates, and installs a fixed offshore 
drilling platform as part of an inte-
grated transaction, and the portion of 
income that relates to services is not 
accounted for separately from the por-
tion that relates to sales, and is other-
wise indeterminable, then the classi-
fication of income from the trans-
action shall be made in accordance 
with the predominant character of the 
particular integrated arrangement. 

(4) Coordination of categories of gross 
foreign base company income or gross in-
surance income. The definitions of gross 
foreign base company income and gross 
insurance income are limited by the 
following rules (to be applied in numer-
ical order): 

(i) If an item of income is included in 
subpart F income under section 
952(a)(1) and the regulations thereunder 
as insurance income, it is by definition 
excluded from any other category of 
subpart F income. 

(ii) If an item of income is included 
in the foreign base company oil related 
income of a controlled foreign corpora-
tion, it is by definition excluded from 
any other category of foreign base 
company income, other than as pro-
vided in subdivision (i) of this para-
graph (e)(4). 

(iii) If an item of income is included 
in the foreign base company shipping 
income of a controlled foreign corpora-
tion, it is by definition excluded from 
any other category of foreign base 
company income, other than as pro-
vided in subdivisions (i) and (ii) of this 
paragraph (e)(4). 

(iv) If an item of income is included 
in foreign personal holding company 
income of a controlled foreign corpora-
tion, it is by definition not included in 
any other category of foreign base 
company income, other than as pro-
vided in subdivisions (i), (ii), and (iii) of 
this paragraph (e)(4). 
An item of income shall not be ex-
cluded from the definition of a cat-
egory of gross foreign base company in-
come or gross insurance income under 
this paragraph (e)(4) by reason of being 
included in the general definition of 
another category of gross foreign base 
company income or gross insurance in-
come, if the item of income is excluded 
from that other category by a more 

specific provision of section 953 or 954 
and the regulations thereunder. For ex-
ample, income derived from a com-
modity transaction that is excluded 
from foreign personal holding company 
income under § 1.954–2T(f) as income 
from qualified active sales may be in-
cluded in gross foreign base company 
income if it also meets the definition 
of foreign base company sales income. 
See § 1.954–2T(a)(2) for the coordination 
of overlapping categories within the 
definition of foreign personal holding 
company income. 

[T.D. 8216, 53 FR 27492, July 21, 1988. Redesig-
nated and amended by T.D. 8618, 60 FR 46530, 
Sept. 7, 1995] 

§ 4.954–2 Foreign personal holding 
company income; taxable years be-
ginning after December 31, 1986. 

(a) Computation of foreign personal 
holding company income—(1) In general. 
Foreign personal holding company in-
come consists of the following cat-
egories of income: 

(i) Dividends, interest, rents, royal-
ties, and annuities as defined in para-
graph (b) of this section; 

(ii) Gain from certain property trans-
actions as defined in paragraph (e) of 
this section; 

(iii) Gain from commodities trans-
actions as defined in paragraph (f) of 
this section; 

(iv) Foreign currency gain as defined 
in paragraph (g) of this section; and 

(v) Income equivalent to interest as 
defined in paragraph (h) of this section. 
Paragraph (a)(3) of this section pro-
vides rules for determining the use or 
purpose for which property is held, if a 
change in use or purpose would affect 
the computation of foreign personal 
holding company income under para-
graphs (e), (f), and (g) of this section. 
Paragraphs (c) and (d) of this section 
provide rules for determining certain 
rents and royalties that are excluded 
from foreign personal holding company 
income under paragraph (b) of this sec-
tion. 

(2) Coordination of overlapping defini-
tions. If a particular portion of income 
from a transaction in substance falls 
within more than one of the defini-
tional rules of section 954(c) and this 
section, its character is determined 
under the rules of subdivision (i) 
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through (iii) of this paragraph (a)(2). 
The character of loss from a trans-
action must be similarly determined 
under the rules of this paragraph (a)(2). 

(i) If a portion of the income from a 
transaction falls within the definition 
of income equivalent to interest under 
paragraph (h) of this section and the 
definition of gain from certain prop-
erty transactions under paragraph (e) 
of this section, gain from a commod-
ities transaction under paragraph (f) of 
this section (whether or not derived 
from a qualified hedging transaction or 
qualified active sales), or foreign cur-
rency gain under paragraph (g) of this 
section (whether or not derived from a 
qualified business transaction or a 
qualified hedging transaction), that 
portion of income is treated as income 
equivalent to interest for purposes of 
section 954(c) and this section. 

(ii) If a portion of the income from a 
transaction falls within the definition 
of foreign currency gain under para-
graph (g) of this section (whether or 
not derived from a qualified business 
transaction or a qualified hedging 
transaction) and the definition of gain 
from certain property transactions 
under paragraph (e) of this section, or 
gain from a commodities transaction 
under paragraph (f) of this section 
(whether or not derived from a quali-
fied hedging transaction or qualified 
active sales), that portion of income is 
treated as foreign currency gain for 
purposes of section 954(c) and this sec-
tion. 

(iii) If a portion of the income from a 
transaction falls within the definition 
of gain from a commodities trans-
action under paragraph (f) of this sec-
tion (whether or not derived from a 
qualified hedging transaction or quali-
fied active sales) and the definition of 
gain from certain property trans-
actions under paragraph (e) of this sec-
tion, that portion of income is treated 
as gain from a commodities trans-
action for purposes of section 954(c) and 
this section. 

(3) Changes in the use or purpose with 
which property is held—(i) In general. 
Under paragraphs (e), (f), and (g) of this 
section, transactions in certain prop-
erty give rise to gain or loss included 
in the computation of foreign personal 
holding company income if the con-

trolled foreign corporation holds that 
property for a particular use or pur-
pose. For purposes of this section, in 
determining the purpose or use for 
which property is held, the period 
shortly before disposition is the most 
significant period. However, if a con-
trolled foreign corporation held prop-
erty with a purpose that would have 
caused its disposition to give rise to 
gain or loss included in the computa-
tion of foreign personal holding com-
pany income under this section, and 
prior to disposition the controlled for-
eign corporation changed the purpose 
or use for which it held the property to 
one that would cause its disposition to 
give rise to gain or loss excluded from 
the computation of foreign personal 
holding company income, then the 
later purpose or use shall be ignored 
unless it was continuously present for 
a predominant portion of the period 
during which the controlled foreign 
corporation held the property. Under 
paragraph (g)(4)(iii) of this section, a 
currency hedging transaction may be 
treated as two or more separate hedg-
ing transactions, such that each por-
tion is separately considered in apply-
ing this paragraph (a)(3). 

(ii) Illustrations. The following exam-
ples illustrate the application of this 
paragraph (a)(3). 

Example 1. At the beginning of taxable year 
1, CFC, a controlled foreign corporation, pur-
chases a building for investment. During tax-
able years 1 and 2, CFC derives rents from 
this building that are included in the com-
putation of foreign personal holding com-
pany income under paragraph (b)(1)(iii) of 
this section. At the beginning of taxable 
year 3, CFC changes the use of the building 
by terminating all leases, and using it in an 
active trade or business. At the beginning of 
taxable year 4, CFC sells the building at a 
gain. For purposes of paragraph (e) of this 
section (gains from the sale or exchange of 
certain property) the building is considered 
to be property that gives rise to rents, as de-
scribed in paragraph (e)(2). Because there 
was a change of use at the beginning of year 
3 that would cause the disposition of the 
building to give rise to gain or loss excluded 
from the computation of foreign personal 
holding company income, the characteriza-
tion of the gain derived at the beginning of 
year 4 is determined according to the prop-
erty’s use during the predominant portion of 
the period from purchase to date of sale. 
Therefore, gain from the sale of that build-
ing is included in the computation of foreign 
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personal holding company income under 
paragraph (e) of this section. 

Example 2. For taxable years 1, 2, and 3, 
CFC, a controlled foreign corporation, is en-
gaged in the active conduct of a commodity 
business as a handler of gold, as defined in 
paragraph (f)(3)(iii), and substantially all of 
its business is as an active handler of gold, 
as defined in paragraph (f)(3)(iv). At the be-
ginning of taxable year 1, CFC purchases 1000 
ounces of gold for investment. At the begin-
ning of taxable year 3, CFC begins holding 
that gold in physical form for sale to cus-
tomers. During taxable year 3, CFC sells the 
entire 1000 ounces of gold in transactions de-
scribed in paragraph (f)(3)(ii) at a gain. For 
purposes of paragraph (f), CFC is considered 
to hold the gold for investment, and not in 
its capacity as an active handler of gold. 
Thus, under paragraph (f)(3)(i), the gold is 
not considered to be sold in the active trade 
or business of the CFC as a handler of gold, 
and gain from the sale is included in the 
computation of foreign personal holding 
company income under paragraph (f) of this 
section. 

Example 3. CFC, a controlled foreign cor-
poration, is a regular dealer in unimproved 
land. The functional currency (as defined in 
section 985 and the regulations thereunder) 
of CFC is country X currency. On day 1 of its 
current taxable year, CFC enters into an 
agreement with A to pay $100 for certain real 
property to be held by CFC for investment. 
On day 10, under its method of accounting, 
CFC accrues the value of $100 in country X 
currency, but payment will not be made 
until the first day of the next taxable year 
(day 366). On day 190, CFC determines to hold 
the property for sale to customers in a trans-
action that would be a qualified business 
transaction under paragraph (g)(3) of this 
section. For purposes of this section, the 
land is considered to be held for investment, 
and the foreign currency gain attributable to 
that transaction is included in the computa-
tion of foreign personal holding company in-
come under paragraph (g) of this section. 

Example 4. CFC, a controlled foreign cor-
poration, is a regular dealer in widgets. The 
functional currency (as defined in section 985 
and the regulations thereunder) of CFC is 
country X currency. On day 1 of its current 
taxable year, CFC sells widgets held in in-
ventory to A for delivery on day 60. The sales 
price is denominated in U.S. dollars, and 
payment is to be made by A on the same day 
the widgets are to be delivered to A. The re-
maining facts and circumstances are such 
that this sale would meet the definition of a 
qualified business transaction under para-
graph (g)(4), the foreign currency gain from 
which would be excluded from the computa-
tion of foreign personal holding company in-
come under paragraph (g). On day 1, CFC 
sells U.S. dollars forward for delivery in 60 
days in a transaction that would be a quali-

fied hedging transaction under paragraph 
(g)(5). On day 25 the sale of widgets to A is 
cancelled in a transaction that does not re-
sult in CFC realizing any foreign currency 
gain or loss with respect to the sale of widg-
ets. However, CFC holds the dollar forward 
contract to maturity. Because the forward 
contract does not hedge a qualified business 
transaction during the period shortly before 
its maturity, it is not to be considered a 
qualified hedging transaction under para-
graph (g), and any foreign currency gain or 
loss recognized therefrom is included in the 
computation of foreign personal holding 
company income under paragraph (g). How-
ever, if CFC identifies the portion of the for-
eign currency gain or loss derived from the 
forward contract that is attributable to days 
1 through 25, and the portion that is attrib-
utable to days 25 through 60, the forward 
contract may be considered two separate 
transactions in accordance with the rules 
provided by paragraph (g)(4)(ii) of this sec-
tion. Thus, the forward sale may be sepa-
rately considered a qualified hedging trans-
action for day 1 through day 25, and the for-
eign currency gain or loss attributable to 
day 1 through day 25 may be excluded from 
the computation of foreign personal holding 
company income under paragraph (g) of this 
section. 

Example 5. CFC, a controlled foreign cor-
poration, has country X currency as its func-
tional currency under section 985 and the 
regulations thereunder. On day 1 of the cur-
rent taxable year, CFC, speculating on ex-
change rates, sells dollars forward for deliv-
ery in 120 days. On day 65, CFC sells widgets 
held in inventory at a price denominated in 
dollars to be paid on day 120 in a transaction 
that is a qualified business transaction. CFC 
had not made any other dollar sales between 
day 1 and day 65 and does not anticipate 
making any other dollar sales during the 
taxable year. On day 65, CFC accrues the 
value of $100 in country X currency. On day 
120, CFC receives $100 payment for the widg-
ets and recognizes foreign currency loss pur-
suant to that transaction. On day 120 CFC 
also delivers dollars in connection with the 
forward sale, and recognizes foreign currency 
gain pursuant to the delivery. Under this 
paragraph (a)(3) the currency transaction is 
considered to have been entered into for 
speculation, and any currency gain recog-
nized by CFC on the forward sale of dollars 
must be included in the computation of for-
eign personal holding company income under 
paragraph (g). However, if CFC identifies the 
portion of the forward sale, and the foreign 
currency gain or therefrom, that is attrib-
utable to day 1 through day 64, and the por-
tion that is attributable to day 65 through 
day 120, the forward sale may be considered 
two separate transactions in accordance 
with the rules provided by paragraph 
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(g)(4)(ii) of this section. Thus, the trans-
action for day 65 through day 120 may be 
considered a separate transaction that is a 
qualified hedging transaction, and the for-
eign currency gain attributable to day 65 
through day 120 may be excluded from the 
computation of foreign personal holding 
company income under this paragraph (g) if 
all the other requirements for treatment as 
a qualified hedging transaction under para-
graph (g) are met. 

(4) Definitions. The following defini-
tions apply for purposes of computing 
foreign personal holding company in-
come under this section. 

(i) Interest. The term ‘‘interest’’ in-
cludes amounts that are treated as or-
dinary income, original issue discount 
or interest income (including original 
issue discount and interest on a tax-ex-
empt obligation) by reason of sections 
482, 483, 864(d), 1273, 1274, 1276, 1281, 1286, 
1288, 7872 and the regulations there-
under, or as interest or original issue 
discount income by reason of any other 
provision of law. For special rules con-
cerning interest exempt from U.S. tax 
pursuant to section 103, see paragraph 
(b)(6) of this section. 

(ii) Inventory and similar property. The 
term ‘‘inventory and similar property’’ 
(or ‘‘inventory or similar property’’) 
means property that is stock in trade 
of the controlled foreign corporation or 
other property of a kind which would 
properly be included in the inventory 
of the controlled corporation if on hand 
at the close of the taxable year (were 
the controlled foreign corporation a do-
mestic corporation), or property held 
by the controlled foreign corporation 
primarily for sale to customers in the 
ordinary course of its trade or busi-
ness. Rights to property held in bona 
fide hedging transactions that reduce 
the risk of price changes in the cost of 
‘‘inventory and similar property’’ are 
included in the definition of that term 
if they are an integral part of the sys-
tem by which a controlled foreign cor-
poration purchases such property, and 
they are so identified by the close of 
the fifth day after the day on which the 
hedging transaction is entered into. 

(iii) Regular dealer. The term ‘‘regular 
dealer’’ means a merchant with an es-
tablished place of business that— 

(A) Regularly and actively engages as 
a merchant in purchasing property and 
selling it to customers in the ordinary 

course of business with a view to the 
gains and profits that may be derived 
therefrom, or 

(B) Makes a market in derivative fi-
nancial products of property (such as 
forward contracts to buy or sell prop-
erty, option contracts to buy or sell 
property, interest rate and currency 
swap contracts or other national prin-
cipal contracts) by regularly and ac-
tively offering to enter into positions 
in such products to the public in the 
ordinary course of business. 
Purchasing and selling property 
through a regulated exchange or estab-
lished off-exchange market (for exam-
ple, engaging in futures transactions) 
is not actively engaging as a merchant 
for purposes of this section. 

(iv) Dealer property. Property held by 
a controlled foreign corporation is 
‘‘dealer property’’ if— 

(A) The controlled foreign corpora-
tion is a regular dealer in property of 
such kind, and 

(B) The property is held by the con-
trolled foreign corporation in its ca-
pacity as a dealer. 
Property which is held by the con-
trolled foreign corporation for invest-
ment or speculation is not such prop-
erty. 

(v) Debt instrument. The term ‘‘debt 
instrument’’ includes bonds, deben-
tures, notes, certificates, accounts re-
ceivable, and other evidences of indebt-
edness. 

(b) Dividends, etc.—(1) In general. For-
eign personal holding company in-
cludes: 

(i) Dividends, except certain divi-
dends from related persons as described 
in paragraph (b)(3) of this section and 
distributions of previously taxed in-
come under section 959(b) and the regu-
lations thereunder; 

(ii) Interest, except export financing 
interest as defined in paragraph (b)(2) 
of this section and certain interest re-
ceived from related persons as de-
scribed in paragraph (b)(3) of this sec-
tion; 

(iii) Rents and royalties, except cer-
tain rents and royalties received from 
related persons as described in (b)(4) of 
this section and rents and royalties de-
rived in the active conduct of a trade 
or business as defined in paragraph 
(b)(5); and 
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(iv) Annuities. 
(2) Exclusion of certain export financ-

ing—(i) In general. Pursuant to section 
954(c)(2)(B), foreign personal holding 
company income computed under sec-
tion 954(c)(1)(A) and this paragraph (b) 
does not include interest that is export 
financing interest. For purposes of sec-
tion 954(c)(2)(B) and this section, the 
term ‘‘export financing interest’’ 
means interest that is derived in the 
conduct of a banking business and is 
export financing interest as defined in 
section 904(d)(2)(G) and the regulations 
thereunder. Pursuant to section 
864(d)(5)(A)(iii), it does not include in-
come from related party factoring that 
is treated as interest under section 
864(d)(1) or interest described in section 
864(d)(6). 

(ii) Conduct of a banking business. For 
purposes of this section, export financ-
ing interest as defined in section 
904(d)(2)(G) and the regulations there-
under is considered derived in the con-
duct of a banking business if, in con-
nection with the financing from which 
the interest is derived, the corporation, 
through its own officers or staff of em-
ployees, engages in all the activities in 
which banks customarily engage in 
issuing and servicing a loan. 

(iii) Illustration. The following exam-
ple illustrates the application of this 
provision: 

Example. DS, a domestic corporation, man-
ufactures property in the United States. In 
addition to selling inventory (property de-
scribed in section 1221(1)), DS occasionally 
sells depreciable equipment it manufactures 
for use in its trade or business, which is 
property described in section 1221(2). Less 
than 50 percent of the fair market value, de-
termined in accordance with section 
904(d)(2)(G) and the regulations thereunder, 
of each item of inventory or equipment sold 
by DS is attributable to products imported 
into the United States. CFC, a controlled for-
eign corporation related (as defined in sec-
tion 954(d)) to DS, provides loans for the pur-
chase of property from DS, if the property is 
purchased exclusively for use of consumption 
outside the United States. 

If, in issuing and servicing loans made with 
respect to purchases from DS of depreciable 
equipment used in its trade or business, 
which is property described in section 1221(2) 
in the hands of DS, CFC engages in all the 
activities in which banks customarily en-
gage in issuing and servicing loans, the in-
terest accrued from these loans would be ex-
port financing interest meeting the require-

ments of paragraph (b)(2) of this section, 
which would not be included in foreign per-
sonal holding company income under section 
954(c) and paragraph (b)(1)(ii) of this section. 
However, interest from the loans made with 
respect to purchases from DS of property 
which is inventory in the hands of DS cannot 
be export financing interest because it is 
treated as income from a trade or service re-
ceivable under section 864(d)(6) and the regu-
lations thereunder, and thus is included in 
foreign personal holding company income 
under paragraph (b)(1)(ii) of this section. See 
§ 1.864–8T(d) for rules concerning certain in-
come from trade and service receivables 
qualifying under the same country exception 
of section 864(d)(7). 

(3) Exclusion of dividends and interest 
from related persons—(i) Excluded divi-
dends and interest. Foreign personal 
holding company income does not in-
clude dividends and interest if— 

(A) The payor is a corporation that is 
a related person as defined in section 
954(a)(3), 

(B) The payor is created or organized 
(‘‘incorporated’’) under the laws of the 
same foreign country as the controlled 
foreign corporation, and 

(C) A substantial part of the payor’s 
assets are used in a trade or business in 
the payor’s country of incorporation as 
determined under subdivision (iv) of 
this paragraph (b)(3). 

Except as otherwise provided under 
this paragraph (b)(3), the principles of 
section 367(a) and regulations there-
under shall apply in determining 
whether the payor has a trade or busi-
ness in its country of incorporation, 
and whether its assets are used in that 
trade or business. 

(ii) Interest paid out of adjusted foreign 
base company income or insurance in-
come. Interest may not be excluded 
from the foreign personal holding com-
pany income of the recipient under this 
paragraph (b)(3) to the extent that the 
deduction for the interest is allocated 
under § 1.954–1T(c) to the payor’s ad-
justed gross foreign base company in-
come (as defined in § 1.954–1T(a)(3)), ad-
justed gross insurance income (as de-
fined in § 1.954–1T(a)(6)), or other cat-
egories of income included in the com-
putation of subpart F income under 
section 952(a), for purposes of com-
puting the payor’s net foreign base 
company income (as defined in § 1.954– 
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1T(a)(4), net insurance income (as de-
fined in § 1.954–1T(a)(6)), or income de-
scribed in sections 952(a) (3), (4), and 
(5). 

(iii) Dividends paid out of prior years’ 
earnings. Dividends are excluded from 
foreign personal holding company in-
come under this paragraph (b)(3) only 
to the extent they are paid out of earn-
ings and profits which were earned or 
accumulated during a period in which 
the requirements of subdivision (i) of 
this paragraph (b)(3) were satisfied or, 
to the extent earned or accumulated 
during a taxable year of the related 
foreign corporation ending on or before 
December 31, 1962, during a period in 
which the payor was a related corpora-
tion as to be controlled foreign cor-
poration and the other requirements of 
subdivision (i) of this paragraph (b)(3) 
are substantially satisfied. 

(iv) Fifty percent substantial assets test. 
A substantial part of the assets of the 
payor will be considered used in a trade 
or business located in its country of in-
corporation only if, for each quarter 
during such taxable year, the average 
value (as of the beginning and end of 
the quarter) of its assets which are 
used in the trade or business and are 
located in such country constitutes 
over 50 percent of the average value (as 
of the beginning and end of the quar-
ter) of all the assets of the payor (in-
cluding assets not used in a trade or 
business). For such purposes the value 
of assets shall be determined under 
subdivision (v) of this paragraph (b)(3), 
and the location of assets used in a 
trade or business of the payor shall be 
determined under subdivisions (vi) 
through (xi) of this paragraph (b)(3). 

(v) Value of assets. For purposes of de-
termining whether a substantial part 
of the assets of the payor are used in a 
trade or business in its country of in-
corporation, the value of assets shall 
be their actual value (not reduced by 
liabilities), which, in the absence of af-
firmative evidence to the contrary, 
shall be deemed to be their adjusted 
basis. 

(vi) Location of tangible property used 
in a trade or business—(A) In general. 
Tangible property (other than inven-
tory and similar property) used in a 
trade or business is considered located 

in the country in which it is physically 
located. 

(B) Exception. If tangible personal 
property used in a trade or business is 
intended for use in the payor’s country 
of incorporation, but is temporarily lo-
cated elsewhere, it will be considered 
located within payor’s country of in-
corporation if the reason for its loca-
tion elsewhere is for inspection or re-
pair, and it is not currently in service 
in a country other than the payor’s 
country of incorporation and is not to 
be placed in service in a country other 
than the payor’s country of incorpora-
tion following the inspection or repair. 

(vii) Location of intangible property 
used in a trade or business—(A) In gen-
eral. The location of intangible prop-
erty (other than inventory or similar 
property and debt instruments) used in 
a trade or business is determined based 
on the site of the activities conducted 
by the payor during the current year in 
connection with using or exploiting 
that property. An item of intangible 
property is located in the payor’s coun-
try of incorporation during each quar-
ter of the current taxable year if the 
activities connected with its use or ex-
ploitation are conducted during the en-
tire current taxable year by the payor 
in its country of incorporation. For 
this purpose, the determination of the 
country in which services are per-
formed shall be made under the prin-
ciples of section 954(e) and § 1.954–4(c). 

(B) Property located in part in the 
payor’s country of incorporation and in 
part in other countries. If the activities 
connected with the use or exploitation 
of an item of intangible property are 
conducted during the current taxable 
year by the payor in the payor’s coun-
try of incorporation and in other coun-
tries, then a percentage of the intan-
gible (measured by the average value of 
the item as of the beginning and end of 
the quarter) is considered located in 
the payor’s country of incorporation 
during each quarter. That percentage 
equals the ratio that the expenses of 
the payor incurred during the entire 
taxable year by reason of such activi-
ties that are conducted in the payor’s 
country of incorporation bear to the 
expenses of the payor incurred during 
the entire taxable year by reason of all 
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such activities worldwide. Expenses in-
curred in connection with the use or 
exploitation of an item of intangible 
property are included in the computa-
tion provided by this paragraph (b)(3) if 
they are deductible under section 162 or 
includible in inventory costs or the 
costs of goods sold (were the payor a 
domestic corporation). 

(viii) Location of property held for sale 
to customers—(A) In general. Inventory 
or similar property is considered lo-
cated in the payor’s country of incor-
poration during each quarter of the 
taxable year if the activities of the 
payor in connection with the produc-
tion and sale, or purchase and release, 
of such property and conducted in the 
payor’s country of incorporation dur-
ing the entire taxable year. If the 
payor conducts such activities through 
an independent contractor, then the lo-
cation of such activities shall be the 
place in which they are conducted by 
the independent contractor. 

(B) Inventory located in part in the 
payor’s country of incorporation and in 
part in other countries. If the activities 
connected with the production and 
sales, or purchase and resale, of inven-
tory or similar property are conducted 
by the payor in the payor’s country of 
incorporation and other countries, 
then a percentage of the inventory or 
similar property (measured by the av-
erage value of the item as of the begin-
ning and end of the quarter) is consid-
ered located in the payor’s country of 
incorporation each quarter. That per-
centage equals the ratio that the costs 
of the payor incurred during the entire 
taxable year by reason of such activi-
ties that are conducted in the payor’s 
country of incorporation bear to all 
such costs incurred by reason of such 
activities worldwide. A cost incurred in 
connection with the production and 
sale or purchase and resale of inven-
tory or similar property is included in 
this computation if it— 

(1) Must be included in inventory 
costs or otherwise capitalized with re-
spect to inventory or similar property 
under section 61, 263A, 471, or 472 and 
the regulations thereunder (whichever 
would be applicable were the payor a 
domestic corporation), or 

(2) Would be deductible under section 
162 (were the payor a domestic corpora-

tion) and is definitely related to gross 
income derived from such property (but 
not to all classes of gross income de-
rived by the payor) under the prin-
ciples of § 1.861–8. 

(ix) Location of debt instruments. For 
purposes of this paragraph (b)(3), debt 
instruments are considered to be used 
in a trade or business only if they arise 
from the sale of inventory or similar 
property by the payor or from the ren-
dition of services by the payor in the 
ordinary course of a trade or business 
of the payor, but only until such time 
as interest is required to be charged 
under section 482 and the regulations 
thereunder. Debt instruments that 
arise from the sale of inventory or 
similar property are treated as having 
the same location, proportionately, as 
inventory or similar property that is 
held during the same calendar quarter. 
Debt instruments arising from the ren-
dition of services in the ordinary 
course of a trade or business are con-
sidered located on a proportionate 
basis in the countries in which the 
services to which they relate are per-
formed. 

(x) Treatment of certain stock interests. 
For the purpose of determining the 
value of assets used in a trade or busi-
ness in the country of incorporation, 
stock directly or indirectly owned by 
the payor within the meaning of sec-
tion 958(a) in a controlled foreign cor-
poration (‘‘lower-tier corporation’’), 
which is incorporated in the same 
country as the payor, shall be consid-
ered located in the country of incorpo-
ration and used in a trade or business 
of the payor in proportion to the value 
of the assets of the lower-tier corpora-
tion that are used in a trade or busi-
ness in the country of incorporation. 
The location of assets used in a trade 
or business of the lower-tier corpora-
tion shall be determined under the 
rules of this paragraph (b)(3). 

(xi) Determination of period during 
which property is used in a trade or busi-
ness. Property purchased or produced 
for use in a trade or business shall not 
be considered used in a trade or busi-
ness until it is placed in service, and 
shall cease to be considered used in a 
trade or business when it is retired 
from service. The dates during which 
depreciable property is determined to 
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be in use must be consistent with the 
determination of depreciation under 
sections 167 and 168 and the regulations 
thereunder. 

(xii) Treatment of banks and insurance 
companies. [Reserved.] 

(4) Exclusion of rents and royalties de-
rived from related persons—(i) In general. 
Foreign personal holding company in-
come does not include rents or royal-
ties if— 

(A) The payor is a corporation that is 
a related person as defined in section 
954(d)(3), and 

(B) The rents or royalties are for the 
use of, or the privilege of using, prop-
erty within the country under the laws 
of which the recipient of the payments 
is created or organized. 
If the property is used both within and 
without the country under the laws of 
which the controlled foreign corpora-
tion is created or organized, the part of 
the rent or royalty attributable to the 
use of, or the privilege of using, the 
property outside such country of incor-
poration is, unless otherwise provided, 
foreign personal holding company in-
come under this paragraph (b). 

(ii) Rents or royalties paid out of ad-
justed foreign base company income or in-
surance income. Rents or royalties may 
not be excluded from the foreign per-
sonal holding company income of the 
recipient under this paragraph (b)(4) to 
the extent that deductions for the pay-
ments are allocated under section 
954(b)(5) and § 1.954–1T(a)(4) to the 
payor’s adjusted gross foreign base 
company income (as defined in § 1.954– 
1T(a)(3)), adjusted gross insurance in-
come (as defined in § 1.954–1T(a)(6), or 
other categories of income included in 
the computation of subpart F income 
under section 952(a), for purposes of 
computing the payor’s net foreign base 
company income (as defined in § 1.954– 
1T(a)(4)), net insurance income (as de-
fined in § 1.954–1T(a)(6)), or income de-
scribed in section 952(a) (3), (4), or (5). 

(5) Exclusion of rents and royalties de-
rived in the active conduct of a trade or 
business. Foreign personal holding com-
pany income shall not include rents or 
royalties which are derived in the ac-
tive conduct of a trade or business and 
which are received from a person other 
than a related person within the mean-
ing of section 954(d)(3). Whether or not 

rents or royalties are derived in the ac-
tive conduct of a trade or business is to 
be determined from the facts and cir-
cumstances of each case; but see para-
graph (c) or (d) of this section for spe-
cific cases in which rents or royalties 
will be considered for purposes of this 
paragraph to be derived in the active 
conduct of a trade or business. The fre-
quency with which a foreign corpora-
tion enters into transactions from 
which rents or royalties are derived 
will not of itself establish the fact that 
such rents or royalties are derived in 
the active conduct of a trade or busi-
ness. 

(6) Treatment of tax exempt interest. 
Foreign personal holding company in-
come includes all interest income, in-
cluding interest that is exempt from 
U.S. tax pursuant to section 103 (‘‘tax- 
exempt interest’’). However, that net 
foreign base company income of a con-
trolled foreign corporation that is at-
tributable to such tax-exempt interest 
shall be treated as tax-exempt interest 
in the hands of the U.S. shareholders of 
the foreign corporation. Accordingly, 
any net foreign base company income 
that is included in the subpart F in-
come of a U.S. shareholder and that is 
attributable to such tax-exempt inter-
est shall remain exempt from the reg-
ular income tax, but potentially sub-
ject to the alternative minimum tax, 
in the hands of the U.S. shareholder. 

(c) Excluded rents—(1) Trade or busi-
ness cases. Rents will be considered for 
purposes of paragraph (b)(5) of this sec-
tion to be derived in the active conduct 
of a trade or business if such rents are 
derived by the controlled foreign cor-
poration (‘‘lessor’’) from leasing— 

(i) Property which the lessor has 
manufactured or produced, or has ac-
quired and added substantial value to, 
but only if the lessor is regularly en-
gaged in the manufacture or produc-
tion of, or in the acquisition and addi-
tion of substantial value to, property 
of such kind, 

(ii) Real property with respect to 
which the lessor, through its own offi-
cers or staff of employees, regularly 
performs active and substantial man-
agement and operational functions 
while the property is leased, 

(iii) Personal property ordinarily 
used by the lessor in the active conduct 
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of a trade or business, leased during a 
temporary period when the property 
would, but for such leasing, be idle, or 

(iv) Property which is leased as a re-
sult of the performance of marketing 
functions by such lessor if the lessor, 
through its own officers or staff of em-
ployees located in a foreign country, 
maintains and operates an organiza-
tion in such country which is regularly 
engaged in the business of marketing, 
or of marketing and servicing, the 
leased property and which is substan-
tial in relation to the amount of rents 
derived from the leasing of such prop-
erty. 

(2) Special rules—(i) Adding substantial 
value. For purposes of paragraph 
(c)(1)(i) of this section, the perform-
ance of marketing functions will not be 
considered to add substantial value to 
property. 

(ii) Substantiality of foreign organiza-
tion. An organization in a foreign coun-
try will be considered substantial in re-
lation to the amount of rents, for pur-
poses of paragraph (c)(1)(iv) of this sec-
tion, if active leasing expenses, as de-
fined in paragraph (c)(2)(iii), equal or 
exceed 25 percent of the adjusted leas-
ing profit, as defined in paragraph 
(c)(2)(iv) of this section. 

(iii) Active leasing expenses The term 
‘‘active leasing expenses’’ means the 
deductions incurred by an organization 
of the lessor in a foreign country which 
are properly allocable to rental income 
and which would be allowable under 
section 162 to the lessor (were the les-
sor a domestic corporation) other 
than— 

(A) Deductions for compensation for 
personal services rendered by share-
holders of, or related persons with re-
spect to, the lessor, 

(B) Deductions for rents paid or ac-
crued, 

(C) Deductions which, although gen-
erally allowable under section 162, 
would be specifically allowable to the 
lessor (were the lessor a domestic cor-
poration) under sections other than 
section 162 (such as sections 167 and 
168), and 

(D) Deductions for payments made to 
independent contractors with respect 
to the leased property. 

(iv) Adjusted leasing profit. The term 
‘‘adjusted leasing profit’’ means the 

gross income of the lessor from rents, 
reduced by the sum of— 

(A) The rents paid or incurred by the 
controlled foreign corporation with re-
spect to such gross rental income, 

(B) The amounts which would be al-
lowable to such lessor (were the lessor 
a domestic corporation) as deductions 
under section 167 or 168 with respect to 
such rental income, and 

(C) The amounts paid to independent 
contractors with respect to such rental 
income. 

(3) Illustrations. The application of 
this paragraph (c) is illustrated by the 
following examples. 

Example 1. Controlled foreign corporation A 
is regularly engaged in the production of of-
fice machines which it sells or leases to oth-
ers and services. Under paragraph (c)(1)(i) of 
this section, the rental income of A Corpora-
tion from the leases is derived in the active 
conduct of a trade or business for purposes of 
section 954(c)(2)(A). 

Example 2. Controlled foreign corporation 
D purchases motor vehicles which it leases 
to others. In the conduct of its short-term 
leasing of such vehicles in foreign country X, 
Corporation D owns a large number of motor 
vehicles in country X which it services and 
repairs, leases motor vehicles to customers 
on an hourly, daily, or weekly basis, main-
tains offices and service facilities in country 
X from which to lease and service such vehi-
cles, and maintains therein a sizable staff of 
its own administrative, sales, and service 
personnel. Corporation D also leases in coun-
try X on a long-term basis, generally for a 
term of one year, motor vehicles which it 
owns. Under the terms of the long-term 
leases, Corporation D is required to repair 
and service, during the term of the lease, the 
leased motor vehicles without cost to the 
lessee. By the maintenance in country X of 
office, sales, and service facilities and its 
complete staff of administrative, sales, and 
service personnel, Corporation D maintains 
and operates an organization therein which 
is regularly engaged in the business of mar-
keting and servicing the motor vehicles 
which are leased. The deductions incurred by 
such organization satisfy the 25-percent test 
of paragraph (c)(2)(ii) of this section; thus, 
such organization is substantial in relation 
to the rents Corporation D receives from 
leasing the motor vehicles. Therefore, under 
paragraph (c)(1)(iv) of this section, such 
rents are derived in the active conduct of a 
trade or business for purposes of section 
954(c)(2)(A). 

Example 3. [Reserved] 
Example 4. Controlled foreign corporation E 

owns a complex of apartment buildings 

VerDate Aug<04>2004 11:29 Apr 28, 2005 Jkt 205096 PO 00000 Frm 00071 Fmt 8010 Sfmt 8010 Y:\SGML\205096.XXX 205096



62 

26 CFR Ch. I (4–1–05 Edition) § 4.954–2 

which it has acquired by purchase. Corpora-
tion E engages a real estate management 
firm to lease the apartments, manage the 
buildings and pay over the net rents to the 
owner. The rental income of E Corporation 
from such leases is not derived in the active 
conduct of a trade or business for purposes of 
section 954(c)(2)(A). 

Example 5. Controlled foreign corporation F 
acquired by purchase a twenty-story office 
building in a foreign country, three floors of 
which it occupies and the rest of which it 
leases. Corporation F acts as rental agent for 
the leasing of offices in the building and em-
ploys a substantial staff to perform other 
management and maintenance functions. 
Under paragraph (c)(1)(ii) of this section, the 
rents received by Corporation F from such 
leasing operations are derived in the active 
conduct of a trade or business for purposes of 
section 954(c)(2)(A). 

Example 6. Controlled foreign corporation G 
owns equipment which it ordinarily uses to 
perform contracts in foreign countries to 
drill oil wells. For occasional brief and irreg-
ular periods it is unable to obtain contracts 
requiring immediate performance sufficient 
to employ all such equipment. During such a 
period it sometimes leases such idle equip-
ment temporarily. After the expiration of 
such temporary leasing of the property, Cor-
poration G continues the use of such equip-
ment in the performance of its own drilling 
contracts. Under paragraph (c)(1)(iii) of this 
section, rents G receives from such leasing of 
idle equipment are derived in the active con-
duct of a trade or business for purposes of 
section 954(c)(2)(A). 

(d) Excluded royalties—(1) Trade or 
business cases. Royalties will be consid-
ered for purposes of paragarph (b)(5) of 
this section to be derived in the active 
conduct of a trade or business if such 
royalties are derived by the controlled 
foreign corporation (‘‘licensor’’) from 
licensing— 

(i) Property which the licensor has 
developed, created, or produced, or has 
acquired and added substantial value 
to, but only so long as the licensor is 
regularly engaged in the development, 
creation, or production of, or in the ac-
quisition of and addition of substantial 
value to, property of such kind, or 

(ii) Property which is licensed as a 
result of the performance of marketing 
functions by such licensor and the li-
censor, through its own staff of em-
ployees located in a foreign country, 
maintains and operates an organiza-
tion in such country which is regularly 
engaged in the business of marketing, 
or of marketing and servicing, the li-

censed property and which is substan-
tial in relation to the amount of royal-
ties derived from the licensing of such 
property. 

(2) Special rules—(i) Adding substantial 
value. For purposes of paragraph 
(d)(1)(i), the performance of marketing 
functions will not be considered to add 
substantial value to property. 

(ii) Substantiality of foreign organiza-
tion. An organization in a foreign coun-
try will be considered substantial in re-
lation to the amount of royalties, for 
purposes of paragraph (d)(1)(ii) of this 
section, if the active licensing ex-
penses, as defined in paragraph 
(d)(2)(iii) of this section, equal or ex-
ceed 25 percent of the adjusted licens-
ing profit, as defined in paragraph 
(d)(2)(iv) of this section. 

(iii) Active licensing expenses. The 
term ‘‘active licensing expenses’’ 
means the deductions incurred by an 
organization of the licensor which are 
properly allocable to royalty income 
and which would be allowable under 
section 162 to the licensor (were the li-
censor a domestic corporation) other 
than— 

(A) Deductions for compensation for 
personal services rendered by share-
holders of, or related persons with re-
spect to, the licensor, 

(B) Deductions for royalties paid or 
incurred, 

(C) Deductions which, although gen-
erally allowable under section 162, 
would be specifically allowable to the 
licensor (were the controlled foreign 
corporation a domestic corporation) 
under sections other than section 162 
(such as section 167), and 

(D) Deductions for payments made to 
independent contractors with respect 
to the licensed property. 

(iv) Adjusted licensing profit. The term 
‘‘adjusted licensing profit’’ means the 
gross income of the licensor from roy-
alties, reduced by the sum of— 

(A) The royalties paid or incurred by 
the controlled foreign corporation with 
respect to such gross royalty income, 

(B) The amounts which would be al-
lowable to such licensor as deductions 
under section 167 (were the licensor a 
domestic corporation) with respect to 
such royalty income, and 
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(C) The amounts paid to independent 
contractors with respect to such roy-
alty income. 

(3) Illustrations. The application of 
this paragraph (d) is illustrated by the 
following examples. 

Example 1. Controlled foreign corporation 
A, through its own staff of employees, owns 
and operates a research facility in foreign 
country X. At the research facility employ-
ees of Corporation A who are full time sci-
entists, engineers, and technicians regularly 
perform experiments, tests, and other tech-
nical activities, which ultimately result in 
the issuance of patents that it sells or li-
censes. Under paragraph (d)(1)(i) of this sec-
tion, royalties received by Corporation A for 
the privilege of using patented rights which 
it develops as a result of such research activ-
ity are derived in the active conduct of a 
trade or business for purposes of section 
954(c)(2)(A). 

Example 2. Assume that Corporation A in 
example 1, in addition to receiving royalties 
for the use of patents which it develops, re-
ceives royalties for the use of patents which 
it acquires by purchase and licenses to oth-
ers without adding any value thereto. Cor-
poration A generally consummates royalty 
agreements on such purchased patents as the 
result of inquiries received by it from pro-
spective licensees when the fact becomes 
known in the business community, as a re-
sult of the filing of a patent, advertisements 
in trade journals, announcements, and con-
tacts by employees of Corporation A, that 
Corporation A has acquired rights under a 
patent and is interested in licensing its 
rights. Corporation A does not, however, 
maintain and operate an organization in a 
foreign country which is regularly engaged 
in the business of marketing the purchased 
patents. The royalties received by Corpora-
tion A for the use of the purchased patents 
are not derived in the active conduct of a 
trade or business for purposes of section 
954(c)(2)(A). 

Example 3. Controlled foreign corporation B 
receives royalties for the use of patents 
which it acquires by purchase. The primary 
business of Corporation B, operated on a reg-
ular basis, consists of licensing patents 
which it has purchased ‘‘raw’’ from inventors 
and, through the efforts of a substantial staff 
of employees consisting of scientists, engi-
neers, and technicians, made susceptible to 
commercial application. For example, Cor-
poration B, after purchasing patent rights 
covering a chemical process, designs special-
ized production equipment required for the 
commercial adaptation of the process and, 
by so doing, substantially increases the 
value of the patent. Under paragraph (d)(1)(i) 
of this section, royalties received by Cor-
poration B from the use of such patent are 

derived in the active conduct of a trade or 
business for purposes of section 954(c)(2)(A). 

Example 4. Controlled foreign corporation 
D finances independent persons in the devel-
opment of patented items in return for an 
ownership interest in such items from which 
it derives a percentage of royalty income, if 
any, subsequently derived from the use by 
others of the protected right. Corporation D 
also attempts to increase its royalty income 
from such patents by contacting prospective 
licensees and rendering to licensees advice 
which is intended to promote the use of the 
patented property. Corporation D does not, 
however, maintain and operate an organiza-
tion in a foreign country which is regularly 
engaged in the business of marketing the 
patents. Royalties received by Corporation D 
for the use of such patents are not derived in 
the active conduct of a trade or business for 
purposes of section 954(c)(2)(A). 

(e) Certain property transactions—(1) 
In general—(i) Inclusion in FPHC income. 
Foreign personal holding company in-
come includes the excess of gains over 
losses from the sale or exchange of— 

(A) Property which gives rise to divi-
dends, interest, rents, royalties or an-
nuities as described in paragraph (e)(2) 
of this section, and 

(B) Property which does not give rise 
to income, as described in paragraph 
(e)(3) of this section. 
If losses from the sale or exchange of 
such property exceed gains, the net 
loss is not within the definition of for-
eign personal holding company income 
under this paragraph (e), and may not 
be allocated to, or otherwise reduce, 
other foreign personal holding com-
pany income under section 954(b)(5) and 
§ 1.954–1T(c). Gain or loss from a trans-
action that is treated as capital gain or 
loss under section 988(a)(1)(B) is not 
foreign currency gain or loss as defined 
in paragraph (g), but is gain or loss 
from the sale or exchange of property 
which is included in the computation 
of foreign personal holding company 
income under this paragraph (e)(1). 
Paragraphs (e) (4) and (5) of this sec-
tion provide specific rules for deter-
mining whether gain or loss from dis-
positions of debt instruments and dis-
positions of options or similar property 
must be included in the computation of 
foreign personal holding company in-
come under this paragraph (e)(1). A loss 
that is deferred or that otherwise may 
not be taken into account under any 
provision of the Code may not be taken 
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into account for purposes of deter-
mining foreign personal holding com-
pany income under any provision of 
this paragraph (e). 

(ii) Dual character property. Property 
may only in part constitute property 
that gives rise to certain income as de-
scribed in paragraph (e)(2) of this sec-
tion or property that does not give rise 
to any income as described in para-
graph (e)(3) of this section. In such 
cases, the property must be treated as 
two separate properties for purposes of 
this paragraph (e). Accordingly, the 
sale or exchange of such dual character 
property will give rise to gain or loss 
that in part must be included in the 
computation of foreign personal hold-
ing company income under this para-
graph (e), and in part is excluded from 
such computation. Gain or loss from 
the disposition of dual character prop-
erty must be bifurcated for purposes of 
this paragraph (e)(1)(i) pursuant to the 
method that most reasonably reflects 
the relative uses of the property. Rea-
sonable methods may include compari-
sons in terms of gross income gen-
erated or the physical division of the 
property. In the case of real property, 
the physical division of the property 
will in most cases be the most reason-
able method available. For example, if 
a controlled foreign corporation owns 
an office building, uses 60 percent of 
the building in its business, and rents 
out the other 40 percent, then 40 per-
cent of the gain recognized on the dis-
position of the property would reason-
ably be treated as gain which is in-
cluded in the computation of foreign 
personal holding company income 
under this paragraph (e)(1). This para-
graph (e)(1)(ii) addresses the contem-
poraneous use of property for dual pur-
poses; for rules concerning changes in 
the use of property affecting its classi-
fication for purposes of this paragraph 
(e), see paragraph (a)(3) of this section. 

(2) Property that gives rise to certain in-
come—(i) In general. Property the sale 
or exchange of which gives rise to for-
eign personal holding company income 
under this paragraph (e)(2) includes 
property that gives rise to dividends, 
interest, rents, royalties and annuities 
described in paragraph (b) of this sec-
tion, except for rents and royalties de-
rived from unrelated persons in the ac-

tive conduct of a trade or business 
under paragraph (b)(5) of this section. 
The property described by this para-
graph (e)(2) includes property which 
gives rise to export financing interest 
described in paragraph (b)(2) of this 
section and property which gives rise 
to income from related persons de-
scribed in paragraphs (b)(3) and (b)(4) of 
this section. 

(ii) Exception. Property described in 
this paragraph (e)(2) does not include— 

(A) Dealer property (as defined in 
paragraph (a)(4)(iv) of this section), 
and 

(B) Inventory and similar property 
(as defined in paragraph (a)(4)(ii) of 
this section) other than securities. 

(3) Property that does not give rise to 
income. The term ‘‘property that does 
not give rise to income’’ for purposes of 
this section includes all rights and in-
terests in property (whether or not a 
capital asset) except— 

(i) Property that gives rise to divi-
dends, interest, rents, royalties and an-
nuities described in paragraph (e)(2) of 
this section and property that gives 
rise to rents and royalties derived in 
the active conduct of a trade or busi-
ness under paragraph (b)(5) of this sec-
tion; 

(ii) Dealer property (as defined in 
paragraph (a)(4)(iv) of this section); 

(iii) Inventory and similar property 
(as defined in paragraph (a)(4)(ii)) other 
than securities; 

(iv) Property (other than real prop-
erty) used in the controlled foreign cor-
poration’s trade or business that is of a 
character which would be subject to 
the allowance for depreciation under 
section 167 or 168 and the regulations 
thereunder (including tangible prop-
erty described in § 1.167(a)–2 and intan-
gibles described in § 1.167(a)–3); 

(v) Real property that does not give 
rise to rental or similar income, to the 
extent used in the controlled foreign 
corporation’s trade or business; and 

(vi) Intangible property as defined in 
section 936(h)(3)(B) and goodwill that is 
not subject to the allowance for depre-
ciation under section 167 and the regu-
lations thereunder to the extent used 
in the controlled foreign corporation’s 
trade or business and disposed of in 
connection with the sale of a trade or 
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business of the controlled foreign cor-
poration. 

(4) Classification of gain or loss from 
the disposition of a debt instrument or on 
a deferred payment sale—(i) Gain. Gain 
from the sale, exchange, or retirement 
of a debt instrument is included in the 
computation of foreign personal hold-
ing company income under this para-
graph (e) unless— 

(A) It is treated as interest income 
(as defined in paragraph (a)(4)(i) of this 
section); or 

(B) It is treated as income equivalent 
to interest under paragraph (h) of this 
section. 

(ii) Loss. Loss from the sale, ex-
change, or retirement of a debt instru-
ment is included in the computation of 
foreign personal holding company in-
come under this paragraph (e) unless— 

(A) It is directly allocated to interest 
income (as defined in paragraph 
(a)(4)(i) of this section) or income 
equivalent to interest (as defined in 
paragraph (h) of this section) under 
any provision of the Code or regula-
tions thereunder; 

(B) It is required to be apportioned in 
the same manner as interest expense 
under section 864(e) or any other provi-
sion of the Code or regulations there-
under; or 

(C) The debt instrument was taken in 
consideration for the sale or exchange 
of property (or the provision of serv-
ices) by the controlled foreign corpora-
tion and gain or loss from that sale or 
exchange (or income from the provi-
sion of services) is not includible in 
foreign base company income under 
this section. 

(5) Classification of options and other 
rights to acquire or transfer property. 
Subject to the exceptions provided in 
paragraphs (e)(3) (ii) and (iii) of this 
section (relating to certain dealer 
property and inventory property), 
rights to acquire or transfer property, 
including property that gives rise to 
income, are classified as property that 
does not give rise to income under 
paragraph (e)(3) of this section. These 
rights include options, warrants, fu-
tures contracts, options on a futures 
contract, forward contracts, and op-
tions on an index relating to stocks, se-
curities or interest rates. 

(6) Classification of certain interests in 
pass through entities. [Reserved] 

(f) Commodities transactions—(1) In 
general. Except as otherwise provided 
in this paragraph (f), foreign personal 
holding company income includes the 
excess of gains over losses from com-
modities transactions. If losses from 
commodities transactions exceed 
gains, the net loss is not within the 
definition of foreign personal holding 
company income under this paragraph 
(f), and may not be allocated to, or oth-
erwise reduce, foreign personal holding 
company income under section 954(b)(5) 
and § 1.954–1T(a)(4). The terms ‘‘com-
modity’’ and ‘‘commodities trans-
actions’’ are defined in paragraph (f)(2) 
of this section. Gains and losses from 
qualified active sales and qualified 
hedging transactions are excluded from 
the computation of foreign personal 
holding company income under this 
paragraph (f). The term ‘‘qualified ac-
tive sales’’ is defined in paragraph 
(f)(3). The term ‘‘qualified hedging 
transaction’’ is defined in paragraph 
(f)(4) of this section. An election is pro-
vided under paragraph (g)(5) of this sec-
tion to include all gains and losses 
from section 1256 foreign currency 
transactions, which would otherwise be 
commodities transactions, in the com-
putation of foreign personal holding 
company income under paragraph (g) 
instead of this paragraph (f). A loss 
that is deferred or that otherwise may 
not be taken into account under any 
provision of the Code may not be taken 
into account for purposes of deter-
mining foreign personal holding com-
pany income under any provision of 
this paragraph (f). 

(2) Definitions—(i) Commodity. For 
purposes of this section, the term 
‘‘commodity’’ means: 

(A) Tangible personal property of a 
kind which is actively traded or with 
respect to which contractual interests 
are actively traded, and 

(B) Nonfunctional currency (as de-
fined under section 988 and the regula-
tions thereunder). 
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(ii) Commodities transaction. A com-
modities transaction means the pur-
chase or sale of a commodity for imme-
diate (spot) delivery, or deferred (for-
ward) delivery, or the right to pur-
chase, sell, receive, or transfer a com-
modity, or any other right or obliga-
tion with respect to a commodity, ac-
complished through a cash or off-ex-
change market, an interbank market, 
an organized exchange or board of 
trade, an over-the-counter market, or 
in a transaction effected between pri-
vate parties outside of any market. 
Commodities transactions include, but 
are not limited to: 

(A) A futures or forward contract in a 
commodity, 

(B) A leverage contract in a com-
modity purchased from leverage trans-
action merchants, 

(C) An exchange of futures for phys-
ical transaction, 

(D) A transaction in which the in-
come or loss to the parties is measured 
by reference to the price of a com-
modity, a pool of commodities, or an 
index of commodities, 

(E) The purchase or sale of an option 
or other right to acquire or transfer a 
commodity, a futures contract in a 
commodity, or an index of commod-
ities, and 

(F) The delivery of one commodity in 
exchange for the delivery of another 
commodity, the same commodity at 
another time, cash, or nonfunctional 
currency. 

(3) Definition of the term ‘‘qualified ac-
tive sales’’—(i) In general. The term 
‘‘qualified active sales’’ means the sale 
of commodities in the active conduct 
of a commodity business as a producer, 
processor, merchant, or handler of 
commodities if substantially all of the 
controlled foreign corporation’s busi-
ness is as an active producer, proc-
essor, merchant, or handler of com-
modities of like kind. The sale of com-
modities held by a controlled foreign 
corporation other than in its capacity 
as an active producer, processor, mer-
chant or handler of commodities of 
like kind is not a qualified active sale. 

(ii) Sale of commodities. The term 
‘‘sale of commodities’’ means any 
transaction in which the controlled 
foreign corporation intends to deliver 
to a purchaser a commodity held by 

the controlled foreign corporation in 
physical form. 

(iii) Active conduct of a commodities 
business. For purposes of this para-
graph, a controlled foreign corporation 
is engaged in the active conduct of a 
commodities business as a producer, 
processor, merchant, or handler of 
commodities only if— 

(A) It holds commodities as inven-
tory or similar property (as defined in 
paragraph (a)(4)(ii)); and 

(B) It incurs substantial expenses in 
the ordinary course of a commodities 
business from engaging in one of the 
following activities directly, and not 
through an independent contractor: 

(1) Substantial activities in the pro-
duction of commodities, including 
planting, tending or harvesting crops, 
raising or slaughtering livestock, or 
extracting minerals. 

(2) Substantial processing activities 
prior to the sale of commodities in-
cluding concentrating, refining, mix-
ing, crushing, aerating, or milling; or 

(3) Significant activities relating to 
the physical movement, handling and 
storage of commodities including prep-
aration of contracts and invoices; ar-
ranging freight, insurance and credit; 
arranging for receipt, transfer or nego-
tiation of shipping documents; arrang-
ing storage or warehousing, and deal-
ing with quality claims; owning and 
operating facilities for storage or 
warehousing or owning or chartering 
vessels or vehicles for the transpor-
tation of commodities. 
For purposes of this paragraph (f), a 
corporation is not engaged in a com-
modities business as a producer, proc-
essor, merchant, or handler of com-
modities if its business is primarily fi-
nancial. In general, the business of a 
controlled foreign corporation is finan-
cial if it primarily engages in commod-
ities transactions for investment or 
speculation, or if it primarily provides 
products or services to customers for 
investment or speculation. 

(iv) Substantially all. Substantially all 
of the controlled foreign corporation’s 
business is as an active producer, proc-
essor, merchant, or handler of com-
modities if the activities described in 
paragraph (f)(3)(iii) give rise to 85 per-
cent of the taxable income of the con-
trolled foreign corporation (computed 
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as though the corporation were a do-
mestic corporation). For this purpose, 
gains or losses from qualified hedging 
transactions, as defined in paragraph 
(f)(4), are considered derived from the 
qualified active sales to which they re-
late or are expected to relate. 

(4) Definition of the term ‘‘qualified 
hedging transaction.’’ The term ‘‘quali-
fied hedging transaction’’ means a 
bona fide hedging transaction that: 

(i) Is reasonably necessary to the 
conduct of business as a producer, proc-
essor, merchant or handler of a com-
modity in the manner in which such 
business is customarily and usually 
conducted by others; 

(ii) Is entered into primarily to re-
duce the risk of price change (but not 
the risk of currency fluctuations) with 
respect to commodities sold or to be 
sold in qualified active sales described 
in paragraph (f)(3) of this paragraph; 
and 

(iii) Is clearly identified on the con-
trolled foreign corporation’s records 
before the close of the fifth day after 
the day during which the hedging 
transaction is entered into and at a 
time when there is a reasonable risk of 
loss; however, if the controlled foreign 
corporation does not at such time spe-
cifically and properly identify the 
qualified active sales (or category of 
such sales) to which a hedging trans-
action relates, the district director in 
his sole discretion may determine 
which hedging transactions (if any) are 
related to qualified active sales. 

(g) Foreign currency gain—(1) In gen-
eral. Except as provided in paragraph 
(g)(2), foreign personal holding com-
pany income includes the excess of for-
eign currency gains over losses (as de-
fined in section 988(b)) attributable to 
any section 988 transactions. If foreign 
currency losses exceed gains, the net 
loss is not within the definition of for-
eign personal holding company income 
under this paragraph (g), and may not 
be allocated to, or otherwise reduce, 
foreign personal holding company in-
come under section 954(b)(5) and § 1.954– 
1T(a)(4). To the extent the gain or loss 
from a transaction is treated as inter-
est income or expense under sections 
988(a)(2) or 988(d) and the regulations 
thereunder, it is not included in the 
computation of foreign personal hold-

ing company income under this para-
graph (g). (For other rules concerning 
income described in more than one cat-
egory of foreign personal holding com-
pany income, see § 1.954–2(a)(2).) A loss 
that is deferred or that otherwise may 
not be taken into account under any 
provision of the Code may not be taken 
into account for purposes of deter-
mining foreign personal holding com-
pany income under any provision of 
this paragraph (g). 

(2) Exceptions—(i) Qualified business 
units using the dollar approximate sepa-
rate transactions method. Any DASTM 
gain or loss computed under § 1.985–3(d) 
must be allocated under the rules of 
§ 1.985–3 (e)(2)(iv) or (e)(3). 

(ii) Tracing to exclude foreign currency 
gain or loss from qualified business and 
hedging transactions. A foreign currency 
gain or loss is excluded from the com-
putation of foreign personal holding 
company income under this paragraph 
(g) if it is clearly identified on the 
records of the controlled foreign cor-
poration as being derived from a quali-
fied business transaction or a qualified 
hedging transaction. The term ‘‘quali-
fied business transaction’’ is defined in 
paragraph (g)(3) of this section. The 
term ‘‘qualified hedging transaction’’ 
is defined paragraph (g)(4) of this sec-
tion. However, currency gain or loss of 
a qualified business unit included in 
the computation of currency gain or 
loss under subdivision (i) of this para-
graph (g)(2) may not be excluded from 
foreign personal holding company in-
come under the tracing rule of this 
paragraph (g)(2)(ii). Furthermore, the 
tracing rule of this paragraph (g)(2)(ii) 
will not apply if a controlled foreign 
corporation makes the election pro-
vided by paragraph (g)(2)(iii) of this 
section. 

(iii) Election out of tracing. A con-
trolled foreign corporation may elect a 
method of accounting under which all 
foreign currency gains or losses attrib-
utable to section 988 transactions are 
included in foreign personal holding 
company income. The scope and re-
quirements for this election are pro-
vided in paragraph (g)(5) of this sec-
tion. This election does not apply to 
foreign currency gains or losses of a 
qualified business unit included in the 
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computation of gain or loss under para-
graph (g)(2)(i) of this section. 

(3) Definition of the term ‘‘qualified 
business transaction’’—(i) In general. The 
term ‘‘qualified business transaction’’ 
means a transaction (other than a 
‘‘qualified hedging transaction’’ as de-
scribed in paragraph (g)(4) of this sec-
tion) that: 

(A) Does not have investment or 
speculation as a significant purpose; 

(B) Is not attributable to property or 
an activity of the kind that gives rise 
to subpart F income (other than for-
eign currency gain under this para-
graph (g)), or could reasonably be ex-
pected to give rise to subpart F income 
(including upon disposition); for exam-
ple, the transaction may not be attrib-
utable to stock or debt of another cor-
poration (including related corpora-
tions organized and operating in the 
same country), or property likely to 
give rise to foreign base company sales 
or services income; and 

(C) Is attributable to business trans-
actions described in subdivision (ii) of 
this paragraph (g)(3). 
A qualified business transaction in-
cludes the disposition of a debt instru-
ment that constitutes inventory prop-
erty under paragraph (a)(4)(ii) or dealer 
property under paragraph (a)(4)(iv) of 
this section. The provisions of this 
paragraph (g)(3) do not apply to the 
foreign currency gain or loss of a quali-
fied business unit (as determined under 
§ 1.985–3T(d)(2)) included in the com-
putation of gain or loss under para-
graph (g)(2)(i) of this section. The pro-
visions of this paragraph (g)(3) do, how-
ever, apply to other currency trans-
actions of a qualified business unit 
that elects (or is deemed to elect) the 
U.S. dollar as its functional currency 
under section 985(b)(3) and § 1.985–2T. 
Qualified business transactions and the 
amount of foreign currency gain or loss 
derived therefrom must be clearly 
identified on its records by the con-
trolled foreign corporation. If the con-
trolled foreign corporation is unable to 
specifically identify the qualified busi-
ness transactions and the foreign cur-
rency gain or loss derived therefrom, 
the district director in his sole discre-
tion may determine which transactions 
of the corporation giving rise to the 
foreign currency gains or losses are at-

tributable to qualified business trans-
actions. 

(ii) Specific business transactions. A 
transaction of a controlled foreign cor-
poration must meet the requirements 
of any of subdivisions (A) through (F) 
of this paragraph (g)(3)(ii) to be a 
qualified business transaction under 
this paragraph (g)(3). 

(A) Acquisition of debt instruments. If 
the transaction is the acquisition of a 
debt instrument described in section 
988(c)(1)(B)(i) and the regulations 
thereunder, the debt must be derived 
from— 

(1) The sale of inventory and similar 
property to customers by the con-
trolled foreign corporation in the ordi-
nary course of regular business oper-
ations, or 

(2) The rendition of services by the 
corporation in the ordinary course of 
regular business operations. 

For purposes of this paragraph 
(g)(3)(ii)(A), a debt instrument will not 
be considered derived in the ordinary 
course of regular business operations 
unless the instrument matures, and is 
reasonably expected to be satisfied, 
within the period for which interest 
need not be charged under section 482 
and the regulations thereunder. 

(B) Becoming the obligor under debt in-
struments. If the transaction is becom-
ing the obligor under a debt instru-
ment described in section 988(c)(1)(B)(i) 
and the regulations thereunder, the 
debt must be incurred for: 

(1) Payment of expenses that are in-
cludible by the controlled foreign cor-
poration in the cost of goods sold under 
§ 1.61–3 for property held primarily for 
sale to customers in the ordinary 
course of regular business operations, 
are inventoriable costs under section 
471 and the regulations thereunder, or 
are allocable or apportionable under 
the rules of § 1.861–8 to gross income de-
rived from inventory and similar prop-
erty, 

(2) Payment of expenses that are al-
locable or apportionable under the 
rules of § 1.861–8 to gross income de-
rived from services provided by the 
controlled foreign corporation in the 
ordinary course of regular business op-
erations, 
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(3) Acquisition of an asset that does 
not give rise to subpart F income dur-
ing the current taxable year (other 
than by application of section 952(c)) 
and is not reasonably expected to give 
rise to subpart F income in subsequent 
taxable years, or 

(4) Acquisition of dealer property as 
defined in paragraph (a)(4)(iv) of this 
section. 
The identification requirements of sub-
division (i) of this paragraph (g)(3) will 
not be met with respect to a borrowing 
if the controlled foreign corporation 
fails to clearly identify the debt and 
the expenses (or categories of expenses) 
to which it relates before the close of 
the fifth day after the day on which the 
expenses are incurred. 

(C) Accrual of any item of gross income. 
If the transaction is the accrual (or 
otherwise taking into account) of any 
item of gross income or receipts as de-
scribed in section 988(c)(1)(B)(ii) and 
the regulations thereunder, the item of 
gross income or receipts must be de-
rived from: 

(1) The sale of inventory and similar 
property in the ordinary course of reg-
ular business operations, or 

(2) The provision of services by the 
controlled foreign corporation to cus-
tomers in the ordinary course of reg-
ular business operations. 

(D) Accrual of any item of expense. If 
the transaction is the accrual (or oth-
erwise taking into account) of any 
item of expense as described in section 
988(c)(1)(B)(ii) and the regulations 
thereunder, the item of expense must 
be: 

(1) An expense that is includible by 
the controlled foreign corporation in 
the cost of goods sold under § 1.61–3 for 
property held primarily for sale to cus-
tomers in the ordinary course of reg-
ular business operations, is an 
inventoriable cost under section 471 
and the regulations thereunder, or is 
allocable or apportionable under the 
rules of § 1.861–8 to gross income de-
rived from inventory and similar prop-
erty, or 

(2) An expense that is allocable or 
apportionable under the rules of § 1.861– 
8 to gross income derived from services 
provided by the controlled foreign cor-
poration in the ordinary course of reg-
ular business operations. 

(E) Entering into forward contracts, fu-
tures contracts, options and similar in-
struments. If the transaction is entering 
into any forward contract, futures con-
tract, option or similar financial in-
strument and if such contract or in-
strument is not marked to market at 
the close of the taxable year under sec-
tion 1256, as described in section 
988(c)(1)(B)(iii) and the regulations 
thereunder, then the contract or in-
strument must be property held as 
dealer property as defined in paragraph 
(a)(4)(ii) of this section. 

(F) Disposition of nonfunctional cur-
rency. If the transaction is the disposi-
tion of nonfunctional currency, as de-
scribed in section 988(c)(1)(C) and the 
regulations thereunder, then the trans-
action must be for a purpose described 
in paragraph (g)(3)(ii)(B), for the pay-
ment of taxes not attributable to sub-
part F income, or must be the disposi-
tion of property held as dealer property 
as defined in paragraph (a)(4)(iv) of this 
section. 

(G) Transactions in business assets. The 
acquisition or disposition of an asset 
that is used or held for use in the ac-
tive conduct of a trade or business. 

(4) Definition of the term ‘‘qualified 
hedging transaction’’—(i) In general. The 
term ‘‘qualified hedging transaction’’ 
means a bona fide hedging transaction 
meeting all the requirements of sub-
divisions (A) through (D) of this para-
graph (g)(4)(i): 

(A) The transaction must be reason-
ably necessary to the conduct of reg-
ular business operations in the manner 
in which such business operations are 
customarily and usually conducted by 
others. 

(B) The transaction must be entered 
into primarily to reduce the risk of 
currency fluctuations with respect to 
property or services sold or to be sold 
or expenses incurred or to be incurred 
in transactions that are qualified busi-
ness transactions under paragraph 
(g)(3) of this section. 

(C) The hedging transaction and the 
property or expense (or category of 
property or expense) to which it relates 
must be clearly identified on the 
records of the controlled foreign cor-
poration before the close of the fifth 
day after the day during which the 
hedging transaction is entered into and 
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at a time during which there is a rea-
sonable risk of currency loss. 

(D) The amount of foreign currency 
gain or loss that is attributable to a 
specific hedging transaction must be 
clearly identifiable on the records of 
the controlled foreign corporation or 
its controlling shareholder (as defined 
in § 1.964–1(c)(5)). 
The provisions of this paragraph (g)(4) 
do not apply to transactions of a quali-
fied business unit included in the com-
putation of gain or loss under para-
graph (g)(2)(i). The provisions of this 
paragraph (g)(4) do apply, however, to 
other currency transactions of a quali-
fied business unit that elects (or is 
deemed to elect) the U.S. dollar as its 
functional currency under section 
985(b)(3) and § 1.985–3T. If the controlled 
foreign corporation does not specifi-
cally identify the qualified business 
transactions (or category of qualified 
business transactions) to which a hedg-
ing transaction relates or is unable to 
specifically identify the amount of for-
eign currency gain or loss derived from 
the hedging transactions, the district 
director in his sole discretion may 
make the identifications required of 
the controlled foreign corporation and 
determine which hedging transactions 
(if any) are related to qualified busi-
ness transactions, and the amount of 
foreign currency gain or loss attrib-
utable to the qualified hedging trans-
actions. 

(ii) Change in purpose of hedging trans-
action. If a hedging transaction is en-
tered into for one purpose, and the pur-
pose for that transaction subsequently 
changes, the transaction may be treat-
ed as two separate hedging trans-
actions for purposes of this paragraph 
(g)(4). In such a case, the portion of the 
transaction that relates to a qualified 
business transaction is considered a 
qualified hedging transaction if it sepa-
rately meets all the other require-
ments of this paragraph (g)(4) for treat-
ment as a qualified hedging trans-
action. For purposes of paragraph 
(g)(4)(i)(C), the foreign corporation 
must identify on its records the por-
tion of the transaction that relates to 
a qualified business transaction by the 
close of the fifth day after the day on 
which the hedge becomes so related 
(i.e., either the day on which the hedge 

is first entered into or on the day on 
which it first relates to a qualified 
business transaction due to a change in 
its purpose). The foreign corporation 
must identify on its records the por-
tion of the transaction that does not 
relate to a qualified business trans-
action by the close of the fifth day 
after the day on which the purpose for 
the hedging transaction changes. 

(5) Election out of tracing—(i) In gen-
eral. A controlled foreign corporation 
may elect to account for currency 
gains and losses under section 988 and 
gains and losses from section 1256 cur-
rency contracts by including in the 
computation of foreign personal hold-
ing company income under this para-
graph (g) all foreign currency gains or 
losses attributable to section 988 trans-
actions, and all gains or losses from 
section 1256 foreign currency contracts. 
Separate elections for section 1256 for-
eign currency contracts and section 988 
transactions are not permitted. If a 
controlled foreign corporation makes 
the election described in this para-
graph (g)(5)(i), the election is effective 
for all related persons as defined in sec-
tion 954(d)(3) and the regulations there-
under. 

(ii) Exception. The election provided 
by this paragraph (g)(5) does not apply 
to foreign currency gain or loss of a 
qualified business unit determined 
under § 1.985–3T(d)(2). It does, however, 
apply to other foreign currency gains 
or losses of a qualified business unit 
that elects (or is deemed to elect) the 
U.S. dollar as its functional currency. 

(iii) Procedure—(A) In general. The 
election provided by this paragraph 
(g)(5) shall be made in the manner pre-
scribed in this paragraph and in subse-
quent administrative pronouncements. 

(B) Time and manner. The controlled 
foreign corporation may make the 
election by filing a statement with its 
original or amended information re-
turn for the taxable year for which the 
election is made. The controlling 
United States shareholders, as defined 
in § 1.964–1(c)(5), may make the election 
on behalf of the controlled foreign cor-
poration and related corporations by 
filing a statement to such effect with 
their original or amended income tax 
returns for the taxable year during 
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which the taxable year of the con-
trolled foreign corporation for which 
the election is made ends. The election 
is effective for the taxable year of the 
controlled foreign corporation for 
which the election is made, for the tax-
able years of all related controlled for-
eign corporations ending within such 
taxable year, and for all subsequent 
years of such corporations. The state-
ment shall include the following infor-
mation: 

(1) The name, address, taxpayer iden-
tification number, and taxable year of 
each United States shareholder; 

(2) The name, address, and taxable 
year of each controlled foreign cor-
poration for which the election is effec-
tive; and 

(3) Any additional information to be 
required by the Secretary by adminis-
trative pronouncement. 
Each United States shareholder or con-
trolled foreign corporation filing the 
election must provide copies of the 
election to all controlled foreign cor-
porations for which the election is ef-
fective, and all United States share-
holders of such corporations. However, 
failure to provide such copies will not 
void (or cause to be voidable) an elec-
tion under this paragraph (g)(5). 

(C) Termination. The election pro-
vided by this paragraph (g)(5) may be 
terminated only with the consent of 
the Commissioner: Attn.: CC:INTL. 

(h) Income equivalent to interest—(1) In 
general. Foreign personal holding com-
pany income includes income that is 
equivalent to interest. Income equiva-
lent to interest includes, but is not 
limited to, income derived from the 
following categories of transactions: 

(i) An investment, or series of inte-
grated transactions which include an 
investment, in which the payments, 
net payments, cash flows, or return 
predominantly reflect the time value 
of money, and 

(ii) Transactions in which the pay-
ments or a predominant portion there-
of are in substance for the use or 
forebearance of money, but are not 
generally treated as interest. 
However, amounts treated as interest 
under section 954(c)(1)(A) and para-
graph (b) of this section are not income 
equivalent to interest under this para-
graph (h). Income from the sale of 

property will not be treated as income 
equivalent to interest for purposes of 
this paragraph (h), subject to the rule 
of paragraph (h)(4) of this section, un-
less the sale is part of an integrated 
transaction that gives rise to interest 
or income equivalent to interest. See 
sections 482, 483 and 1274 for the extent 
to which such income may be charac-
terized as interest income subject to 
paragraph (b) of this section. Income 
equivalent to interest for purposes of 
this paragraph (h) includes all income 
attributable to a transfer of securities 
subject to section 1058. Income equiva-
lent to interest also includes a portion 
of certain deferred payments received 
for the purpose of services, in accord-
ance with the provisions of paragraph 
(h)(5) of this section. Income equiva-
lent to interest does not include in-
come attributable to notional principal 
contracts such as interest rate swaps, 
currency swaps, interest rate floor 
agreements, or similar contracts ex-
cept to the extent that such contracts 
are part of an integrated transaction 
that gives rise to income equivalent to 
interest. Income derived from notional 
contracts by a person acting in its ca-
pacity as a regular dealer in such con-
tracts will be presumed not to be inte-
grated with an investment. 

(2) Illustrations. The following exam-
ples illustrate the application of this 
paragraph (h): 

Example 1. CFC, a controlled foreign cor-
poration, promises that A, an unrelated per-
son, may borrow up to $500 in principal for 
one year beginning at any time during the 
next three months at an interest rate of 10 
percent. In exchange, A pays CFC a commit-
ment fee of $2.00. Pursuant to this loan com-
mitment, CFC lends $80 to A. As a result, the 
entire $2.00 fee is included in the computa-
tion of foreign personal holding company in-
come under this paragraph (h)(1)(ii). 

Example 2. (i) At the beginning of its cur-
rent taxable year, CFC, a controlled foreign 
corporation, purchases at face value a one- 
year debt instrument issued by A having a 
$100 principal amount and bearing a floating 
rate of interest set at the London Interbank 
Offered Rate (‘‘LIBOR’’) plus one percentage 
point. Contemporaneously, CFC borrows $100 
from B for one year at a fixed interest rate 
of 10 percent, using the debt instrument as 
security. 

(ii) During its current taxable year, CFC 
accrues $11 of interest from A on the bond. 
That interest is foreign personal holding 
company income under section 954(c)(1) and 
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§ 1.954–2T(b), and thus is not income equiva-
lent to interest. During its current taxable 
year, CFC incurs $10 of interest expense with 
respect to the borrowing from B. That ex-
pense is allocated and apportioned to, and re-
duces, foreign base company income or in-
surance income to the extent provided in 
sections 954(b)(5), 863(e), and 864(e) and the 
regulations thereunder. 

Example 3. (i) At the beginning of its 1988 
taxable year, CFC, a controlled foreign cor-
poration, purchases at face value a one-year 
debt instrument issued by A having a $100 
principal amount and bearing a floating rate 
of interest set at the London Interbank Of-
fered Rate (‘‘LIBOR’’) plus one percentage 
point payable on the last day of CFC’s cur-
rent taxable year. CFC subsequently deter-
mines that it would prefer receiving interest 
at a fixed rate, and, on January 1, 1989, en-
ters into an agreement with B, an unrelated 
person, whereby B promises to pay CFC on 
the last day of CFC’s 1989 taxable year an 
amount equal to 10 percent on a notional 
principal amount of $100. In exchange, CFC 
promises to pay B on the last day of CFC’s 
1989 taxable year an amount equal to LIBOR 
plus one percentage point on the notional 
principal amount. 

(ii) CFC receives a total of $10 from B, and 
pays $9 to B. CFC also receives $9 from A. 
The $9 paid to B is directly allocated to, or 
is otherwise an adjustment to, the $10 re-
ceived from B. The transactions are consid-
ered an intergrated transaction giving rise 
to $9 of interest income (paid by A) and, 
under paragraph (h)(1)(i), $1 of income equiv-
alent to interest (paid by B). 

Example 4. The facts are the same as in Ex-
ample 3, except that CFC does not hold any 
debt obligations. Since the transaction with 
B is not integrated with an investment giv-
ing rise to interest or income equivalent to 
interest, the net $1 of income realized by 
CFC does not constitute income equivalent 
to interest. 

Example 5. (i) CFC, a controlled foreign cor-
poration, enters into an agreement with A 
whereby CFC purchases commodity X from A 
at a price of $100, and A contemporaneously 
repurchases commodity X from CFC for pay-
ment and delivery in 3 months at a price of 
$104 set by the forward market. 

(ii) The transaction is in substance a loan 
from CFC to A secured by commodity X. 
Thus, CFC accrues $4 of gross income which 
is included in foreign personal holding com-
pany income as interest under section 
954(c)(1)(A) and paragraph (b) of this section. 

Example 6. (i) CFC purchases commodity Y 
on the spot market for $100 and contempora-
neously, sells commodity Y forward for de-
livery and payment in 3 months at a price of 
$104 set by the forward market. 

(ii) The $100 paid on the spot purchase of 
commodity Y offsets any market risk on the 
forward sale so that the $4 of income to be 

derived predominantly reflects time value of 
money. Thus, under paragraph (h)(1)(i), the 
spot purchase of commodity Y and the off-
setting forward sale will be treated as an in-
tegrated transaction giving rise to $4 of in-
come equivalent to interest. 

(3) Income equivalent to interest from 
factoring—(i) General rule. Income 
equivalent to interest includes fac-
toring income. Except as provided in 
paragraph (h)(3)(ii) of this section, the 
term ‘‘factoring income’’ includes any 
income (including any discount income 
or service fee, but excluding any stated 
interest) derived from the acquisition 
and collection or disposition of a 
factored receivable. The rules of this 
paragraph (h)(3) apply only with re-
spect to the tax treatment of factoring 
income derived from the acquisition 
and collection or disposition of a 
factored receivable and shall not affect 
the characterization of an expense or 
loss of either the person whose goods or 
services gave rise to a factored receiv-
able or the obligor under a receivable. 
The amount of income equivalent to 
interest realized with respect to a 
factored receivable is the difference (if 
a positive number) between the amount 
paid for the receivable by the foreign 
corporation and the amount that it 
collects on the receivable (or realizes 
upon its sale of the receivable). 

(ii) Exceptions. Factoring income 
shall not include— 

(A) Income treated as interest under 
section 864(d)(1) or (6) and the regula-
tions thereunder (relating to income 
derived from trade or service receiv-
ables of related persons), even if such 
income is not treated as described in 
section 864(d)(1) by reason of the same- 
country exception of section 864(d)(7); 

(B) Income derived from a factored 
receivable if payment for the acquisi-
tion of the receivable is made on or 
after the date on which stated interest 
begins to accrue, but only if the rate of 
stated interest equals or exceeds 120 
percent of the Federal short term rate 
(as defined under section 1274) (or the 
equivalent rate for a currency other 
than the dollar) as of the date on which 
the receivable is acquired by the for-
eign corporation; or 

(C) Income derived from a factored 
receivable if payment for the acquisi-
tion of the receivable by the foreign 
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corporation is made only on or after 
the anticipated date of payment of all 
principal by the obligor (or the antici-
pated weighted average date of pay-
ment of a pool of purchased receiv-
ables). 

(iii) Factored receivable. For purposes 
of this paragraph (h)(3), the term 
‘‘factored receivable’’ includes any ac-
count receivable or other evidence of 
indebtedness, whether or not issued at 
a discount and whether or not bearing 
stated interest, arising out of the dis-
position of property or the performance 
of services by any person, if such ac-
count receivable or evidence of indebt-
edness is acquired by a person other 
than the person who disposed of the 
property or provided the services that 
gave rise to the account receivable or 
evidence of indebtedness. For purposes 
of this paragraph (h)(3), it is immate-
rial whether the person providing the 
property or services agrees to transfer 
the receivable at the time of sale (as by 
accepting a third-party charge or cred-
it card) or at a later time. 

(iv) Illustrations. The following exam-
ples illustrate the application of this 
paragraph (h)(3). 

Example 1. DP, a domestic corporation, 
owns all of the outstanding stock of FS, a 
controlled foreign corporation. FS acquires 
accounts receivable arising from the sale of 
property by unrelated corporation X. The re-
ceivables have a face amount of $100, and 
after 30 days bear stated interest equal to at 
least 120 percent of the applicable short term 
Federal rate (determined as of the date the 
receivable is acquired). FS purchases the re-
ceivables from X for $95 on Day 1 and col-
lects $100 from the obligor under the receiv-
able on Day 40. Income (other than stated in-
terest) derived by FS from the factored re-
ceivables is factoring income within the 
meaning or paragraph (h)(3)(i) of this section 
and, therefore, is income equivalent to inter-
est. 

Example 2. The facts are the same as in ex-
ample 1, except that FS does not pay X for 
the receivables until Day 30. Income derived 
by FS from the factored receivables is not 
factoring income by reason of paragraph 
(h)(3)(ii)(B) of this section. 

Example 3. The facts are the same as in ex-
ample 2, except that it is anticipated that all 
principal will be paid by the obligor of the 
receivables by Day 30. Income derived by FS 
from this ‘‘maturity factoring’’ of the receiv-
ables is not factoring income by reason of 
paragraph (h)(3)(ii)(C) of this section, and 

therefore does not give rise to income equiv-
alent to interest. 

Example 4. The facts are the same as in ex-
ample 1, except that, rather than collecting 
$100 from the obligor under the factored re-
ceivable on Day 40, FS sells the receivable to 
controlled foreign corporation Y on Day 15 
for $97. Both the income derived by FS on 
the factored receivable and the income de-
rived by Y (other than stated interest) on the 
receivable are factoring income within the 
meaning of paragraph (h)(3)(i) of this sec-
tion, and therefore, constitute income equiv-
alent to interest. 

Example 5. The facts are the same as in ex-
ample 4, except that FS sells the factored re-
ceivable to Y for $99 on Day 45, at which time 
interest is accruing on the unpaid balance of 
$100. FS has $4 of net factoring income that 
is income equivalent to interest. Because in-
terest was accruing at the time Y acquired 
the receivable at a rate equal to at least 120 
percent of the applicable short term Federal 
rate, income derived by Y from the factored 
receivable is not factoring income by reason 
of pargraph (h)(3)(ii)(B). 

Example 6. DP, a domestic corporation en-
gaged in an integrated credit card business, 
owns all of the outstanding stock of FS, a 
controlled foreign corporation. On Day 1 in-
dividual A uses a credit card issued by DP to 
purchase shoes priced at $100 from X, a for-
eign corporation unrelated to DP, FS, or A. 
By prearrangement with DP, on Day 7, X 
transfers the receivable arising from A’s pur-
chase to FS in exchange for $95. FS collects 
$100 from A on Day 45. Income derived by FS 
on the factored receivable is factoring in-
come within the meaning of paragraph 
(h)(3)(i) of this section and, therefore, is in-
come equivalent to interest. 

(4) Determination of sales income. In-
come equivalent to interest for pur-
poses of this paragraph (h) does not in-
clude income from the sale of property 
unless the sale is part of an integrated 
transaction that gives rise to interest 
or income equivalent to interest. In-
come derived by a controlled foreign 
corporation will be treated as arising 
from the sale of property only if the 
corporation in substance carries out 
sales activities. Accordingly, an ar-
rangement that is designed to lend the 
form of a sales transaction to a trans-
action that in substance constitutes 
and advance of funds will be dis-
regarded. For example, if a controlled 
foreign corporation acquires property 
on 30-day payment terms from one per-
son and sells that property to another 
person on 90 day payment terms and at 
prearranged prices and terms such that 
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the foreign corporation bears no sub-
stantial economic risk with respect to 
the purchase and sale other than the 
risk of non-payment, the foreign cor-
poration has not in substance derived 
income from the sale of property. 

(5) Receivables arising from performance 
of services. If payment for services per-
formed by a controlled foreign corpora-
tion is not made until more than 120 
days after the date on which such serv-
ices are performed, then the income de-
rived by the foreign corporation con-
stitutes income equivalent to interest 
to the extent that interest income 
would be imputed under the principles 
of section 483 or the original issue dis-
count provisions (section 1271 et seq.), 
if— 

(A) Such provisions applied to con-
tracts for the performance of services, 

(B) The time period referred to in 
sections 483(c)(1) and 1274(c)(1)(B) were 
120 days rather than six months, and 

(C) The time period referred to in 
section 483(c)(1)(A) were 120 days rather 
than one year. 

[T.D. 8216, 53 FR 27498, July 21, 1988; 53 FR 
29801, Aug. 8, 1988, as amended by T.D. 8556, 
59 FR 37672, July 25, 1994. Redesignated and 
amended by T.D. 8618, 60 FR 46530, Sept. 7, 
1995] 

PART 5—TEMPORARY INCOME TAX 
REGULATIONS UNDER THE REV-
ENUE ACT OF 1978 

Sec. 
5.856–1 Extensions of the grace period for 

foreclosure property by a real estate in-
vestment trust. 

5.1502–45 Limitation on losses to amount at 
risk. 

5.1561–1 Taxable years of component mem-
bers of controlled group of corporations 
that include December 31, 1978. 

5.6411–1 Tentative refund under claim of 
right adjustment. 

AUTHORITY: 26 U.S.C. 7805. 

§ 5.856–1 Extensions of the grace pe-
riod for foreclosure property by a 
real estate investment trust. 

(a) In general. Under section 856(e), a 
real estate investment trust (‘‘REIT’’) 
may elect to treat as foreclosure prop-
erty certain real property (including 
interests in real property), and any 
personal property incident to such real 
property, that the REIT acquires after 

December 31, 1973. In general, the REIT 
must acquire the property as the result 
of having bid in the property at fore-
closure, or having otherwise reduced 
the property to ownership or posses-
sion by agreement or process of law, 
after there was default (or default was 
imminent) on a lease of such property 
(where the REIT was the lessor) or on 
an indebtedness owed to the REIT 
which such property secured. Property 
that a REIT elects to treat as fore-
closure property ceases to be fore-
closure property with respect to such 
REIT at the end of a grace period. The 
grace period ends on the date which is 
2 years after the date on which the 
REIT acquired the property, unless the 
REIT has been granted an extension or 
extensions of the grace period. If the 
grace period is extended, the property 
ceases to be foreclosure property on 
the day immediately following the last 
day of the grace period, as extended. 

(b) Rules for extensions of the grace pe-
riod. In general, § 1.856–6(g) prescribes 
rules regarding extensions of the grace 
period. However, in order to reflect the 
amendment of section 856(e)(3) of the 
Code by section 363(c) of the Revenue 
Act of 1978, the following rules also 
apply: 

(1) In the case of extensions granted 
after November 6, 1978, with respect to 
extension periods beginning after De-
cember 31, 1977, the district director 
may grant one or more extensions of 
the grace period for the property, sub-
ject to the limitation that no extension 
shall extend the grace period beyond 
the date which is 6 years after the date 
the REIT acquired the property. In any 
other case, an extension shall be for a 
period of not more than 1 year, and not 
more than two extensions can be grant-
ed with respect to the property. 

(2) In the case of an extension period 
beginning after December 31, 1977, a re-
quest for an extension filed on or be-
fore March 28, 1980, will be considered 
to be timely if the limitation on the 
number and length of extensions in sec-
tion 856(e)(3), as in effect before the 
amendment made by section 363(c) of 
the Revenue Act of 1978, would have 
barred the extension. 

[T.D. 7767, 46 FR 11284, Feb. 6, 1981] 
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§ 5.1502–45 Limitation on losses to 
amount at risk. 

(a) In general—(1) Scope. This section 
applies to a loss of any subsidiary if 
the common parent’s stock meets the 
stock ownership requirement described 
in section 465(a)(1)(C). 

(2) Limitation on use of losses. Except 
as provided in paragraph (a)(4) of this 
section, a loss from an activity of a 
subsidiary during a consolidated return 
year is includible in the computation 
of consolidated taxable income (or con-
solidated net operating loss) and con-
solidated capital gain net income (or 
consolidated net capital loss) only to 
the extent the loss does not exceed the 
amount that the parent is at risk in 
the activity at the close of that sub-
sidiary’s taxable year. In addition, the 
sum of a subsidiary’s losses from all its 
activities is includible only to the ex-
tent that the parent is at risk in the 
subsidiary at the close of that year. 
Any excess may not be taken into ac-
count for the consolidated return year 
but will be treated as a deduction allo-
cable to that activity of the subsidiary 
in the first succeeding taxable year. 

(3) Amount parent is at risk in subsidi-
ary’s activity. The amount the parent is 
at risk in an activity of a subsidiary is 
the lesser of (i) the amount the parent 
is at risk in the subsidiary or (ii) the 
amount the subsidiary is at risk in the 
activity. These amounts are deter-
mined under paragraph (b) of this sec-
tion and the principles of section 465. 
See section 465 and the regulations 
thereunder and the examples in para-
graph (e) of this section. 

(4) Excluded activities. The limitation 
on the use of losses in paragraph (a)(2) 
of this section does not apply to a loss 
attributable to an activity described in 
section 465(c)(3)(D). 

(5) Substance over form. Any trans-
action or arrangement between mem-
bers (or between a member and a per-
son that is not a member) which does 
not cause the parent to be economi-
cally at risk in an activity of a sub-
sidiary will be treated in accordance 
with the substance of the transaction 
or arrangement notwithstanding any 
other provision of this section. 

(b) Rules for determining amount at 
risk—(1) Excluded amounts. The amount 
a parent is at risk in an activity of a 

subsidiary at the close of the subsidi-
ary’s taxable year does not include any 
amount which would not be taken into 
account under section 465 were the sub-
sidiary not a separate corporation. 
Thus, for example, if the amount a par-
ent is at risk in the activity of a sub-
sidiary is attributable to nonrecourse 
financing, the amount at risk is not 
more than the fair market value of the 
property (other than the subsidiary’s 
stock or debt or assets) pledged as se-
curity. 

(2) Guarantees. If a parent guarantees 
a loan by a person other than a mem-
ber to a subsidiary, the loan increases 
the amount the parent is at risk in the 
activity of the subsidiary. 

(c) Application of section 465. This sec-
tion applies in a manner consistent 
with the provisions of section 465. 
Thus, for example, the recapture of 
losses provided in section 465(e) applies 
if the amount the parent is at risk in 
the activity of a subsidiary is reduced 
below zero. 

(d) Other consolidated return provisions 
unaffected. This section limits only the 
extent to which losses of a subsidiary 
may be used in a consolidated return 
year. This section does not apply for 
other purposes, such as §§ 1.1502–32 and 
1.1502–19, relating to investment in 
stock of a subsidiary and excess loss 
accounts, repectively. Thus, a loss 
which reduces a subsidiary’s earnings 
and profits in a consolidated return 
year, but is disallowed as a deduction 
for the year by reason of this section, 
may nonetheless result in a negative 
adjustment to the basis of an owning 
member’s stock in the subsidiary or 
create (or increase) an excess loss ac-
count. 

(e) Examples. The provisions of this 
section may be illustrated by the ex-
amples in this paragraph (e). In each 
example, the stock ownership require-
ment of section 465(a)(1)(C) is met for 
the stock of the parent (P), and each 
affiliated group files a consolidated re-
turn on a calendar year basis and com-
prises only the members described. 

Example (1). In 1979, P forms S with a con-
tribution of $200 in exchange for all of S’s 
stock. During the year, S borrows $400 from 
a commercial lender and P guarantees $100 of 
the loan. S uses $500 of its funds to acquire 
a motion picture film. S incurs a loss of $120 
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for the year with respect to the film. At the 
close of 1979, the amount P is at risk in S’s 
activity is $300. If S has no gain or loss in 
1980, and there are no contributions from or 
distributions to P, at the close of 1980 P’s 
amount at risk in S’s activity will be $180. 

Example. (2). P forms S–1 with a capital 
contribution of $1 on January 1, 1980. On Feb-
ruary 1, 1980. S–1 borrows $100 with full re-
course and contributes all $101 to its newly 
formed subsidiary S–2. S–2 uses the proceeds 
to explore for natural oil and gas resources. 
S–2 incurs neither gain nor loss from its ex-
plorations during the taxable year. As of De-
cember 31, 1980, P is at risk in the explo-
ration activity of S–2 only to the extent of 
$1. 

(f) Effective date. This section applies 
to consolidated return years ending on 
or after December 31, 1979. 

[T.D. 7685, 45 FR 16484, Mar. 14, 1980] 

§ 5.1561–1 Taxable years of component 
members of controlled group of cor-
porations that include December 
31, 1978. 

(a) In general. This section prescribes 
a regulation for applying sections 301 
(a) and (b) (19), and 106, of the Revenue 
Act of 1978 (the Act) in the case of cer-
tain taxable years of component mem-
bers of a controlled group of corpora-
tions (as defined in section 1563 of the 
Internal Revenue Code). The section 
applies only to taxable years that in-
clude December 31, 1978, and only if the 
taxable year of at least one component 
member ends in 1979. 

(b) Background. Section 301(a) of the 
Act amends section 11 of the Code (re-
lating to tax imposed on corporations) 
to provide for taxable income brackets 
that are subject to tax at rates less 
than the maximum rate of 46 percent. 
Section 301(b)(19) of the Act amends 
section 1561(a) of the Code (relating to 
limitations on certain multiple tax 
benefits in the case of certain con-
trolled corporations) to limit the com-
ponent members of a controlled group 
to an aggregate amount in each brack-
et which does not exceed the maximum 
amount in such bracket to which a cor-
poration which is not a component 
member of a controlled group is enti-
tled. Section 106 of the Act amends sec-
tion 21 of the Code (relating to effect of 
changes in rate of tax) to provide that 
the amendments made by section 301 of 
the Act shall be treated as a change in 

a rate of tax. Since the amendments 
made by section 301 of the Act are ef-
fective for taxable years beginning 
after December 31, 1978, under the 
amendment to section 21 the effective 
date of the change in rate of tax is Jan-
uary 1, 1979. 

(c) No apportionment plan in effect. If 
no apportionment plan (see § 1.1561–3 of 
the Income Tax Regulations) is in ef-
fect with respect to December 31, 1978, 
the single $50,000 surtax exemption 
available before January 1, 1979, and 
the single bracket amounts available 
after December 31, 1978, shall be equal-
ly divided among the component mem-
bers of the controlled group on Decem-
ber 31, 1978. In the case of a controlled 
group which includes component mem-
bers that join in the filing of a consoli-
dated return and other component 
members that do not join in the filing 
of such a return, each component mem-
ber of the group (including each com-
ponent member that joins in filing the 
consolidated return) shall be treated as 
a separate corporation for purposes of 
equally apportioning the $50,000 surtax 
exemption in effect before January 1, 
1979, and the bracket amounts in effect 
after December 31, 1978. In such a case, 
the surtax exemption and bracket 
amounts of the corporations filing the 
consolidated return shall be the sum of 
the amount apportioned to each com-
ponent member that joins in filing the 
consolidated return. 

(d) Apportionment plan. (1) If one or 
more component members of the con-
trolled group have a calendar taxable 
year and if an apportionment plan is 
adopted under § 1.1561–3 apportioning 
the entire $50,000 surtax exemption 
available for 1978 to such calendar-year 
members, then the amount in each tax-
able income bracket available for fis-
cal-year members is zero. If only a part 
of the $50,000 surtax exemption is ap-
portioned to calendar-year members, 
then a proportionate part of the $25,000 
amount in each taxable income brack-
et is available for the fiscal-year mem-
bers. For example, if $30,000 (3⁄5 of 
$50,000) is apportioned to calendar-year 
members, 2⁄5 of the $25,000 amount in 
each bracket, or $10,000, as well as the 
remaining 2⁄5 of the 1978 surtax exemp-
tion, is available to the fiscal-year 
members. 
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(2) The amount in each taxable in-
come bracket available to fiscal-year 
members may be apportioned among 
such members in any manner the con-
trolled group may select. For example, 
the available amount in the first 
bracket (subject to a 17-percent rate) 
may be allocated to one member, the 
amount in the second bracket (subject 
to a 20-percent rate) may be allocated 
to another member, and so on. More-
over, the available amount in each 
bracket may be divided among the 
members in any manner the group may 
select. 

(3) In computing 1978 tentative taxes 
under section 21, the total surtax ex-
emption available to fiscal-year mem-
bers for 1978 must be divided among 
such members in the same proportion 
as the sum of the available amount in 
each bracket is divided among them. 
Thus, if the sum of the available brack-
et amounts is $100,000 (i.e., $25,000 in 
each bracket), and if corporation X is 
apportioned 30 percent, or $30,000, of 
this amount (regardless of which 
brackets corporation X may select), 
then 30 percent of the surtax exemp-
tion available to the fiscal-year mem-
bers for 1978 (i.e., 30 percent of $50,000, 
or $15,000) must be apportioned to cor-
poration X. 

(e) Corporations affected. The provi-
sions of section 1561 may reduce the 
surtax exemption or bracket amounts 
of any corporation which is a compo-

nent member of a controlled group of 
corporations and which is subject to 
the tax imposed by section 11, or by 
any other provision of subtitle A of the 
Code if the tax under such other provi-
sions is computed by reference to the 
tax imposed by section 11. Such other 
provisions include, for example, sec-
tions 511(a)(1), 594, 802, 831, 852, 857, 882, 
1201, and 1378. 

(f) Example. This section may be il-
lustrated by the following example: 

Example. Corporations X, Y, and Z are com-
ponent members of a controlled group of cor-
porations on December 31, 1978. X has tax-
able income of $10,000 for the taxable year 
ending December 31, 1978. Y has taxable in-
come of $60,000 for the taxable year ending 
June 30, 1979. Z has taxable income of $90,000 
for the taxable year ending September 30, 
1979. The group files an apportionment plan 
under § 1.1561–3 apportioning $10,000 (i.e., 1⁄5 of 
$50,000) to X, the calendar-year member. 
Therefore, 4⁄5 of the amount in each bracket, 
or $20,000, is available to Y and Z, the fiscal- 
year members. Under the plan, Y is appor-
tioned the entire amount in the first bracket 
and $10,000 of the amount in the second 
bracket. Z is apportioned $10,000 of the 
amount in the second bracket and the entire 
amount in the third and fourth brackets. 
Therefore, Y is apportioned $30,000, or 3⁄8 of 
the total available amount in the four brack-
ets, and Z is apportioned $50,000, or 5⁄8 of the 
total available amount. The tax liabilities of 
Y and Z for their taxable years ending in 1979 
are computed as follows: (Computation of X’s 
tax liability for 1978, using a surtax exemp-
tion of $10,000, is not shown.) 

1979 TENTATIVE TAX 

Y 

Taxable income ................................................................................................................................................................. $60,000 

Tax on amount in first bracket: 17 percent of $20,000 ..................................................................................................... 3,400 
Tax on amount in second bracket: 20 percent of $10,000 ............................................................................................... 2,000 
Tax on remaining income: 46 percent of $30,000 ............................................................................................................ 13,800 

1979 tentative tax .............................................................................................................................................................. 19,200 

Z 

Taxable income ................................................................................................................................................................. 90,000 

Tax on amount in second bracket: 20 percent of $10,000 ............................................................................................... 2,000 
Tax on amount in third bracket: 30 percent of $20,000 ................................................................................................... 6,000 
Tax on amount in fourth bracket: 40 percent of $20,000 ................................................................................................. 8,000 
Tax on remaining income: 46 percent of $40,000 ............................................................................................................ 18,400 

1979 tentative tax .............................................................................................................................................................. 34,400 

1978 TENTATIVE TAX 

Y 

Taxable income ................................................................................................................................................................. 60,000 
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1978 TENTATIVE TAX 
Normal tax: 

20 percent of $7,500 (3⁄8 of $20,000) ........................................................................................................................ 1,500 
22 percent of $52,500 ................................................................................................................................................ 11,550 

13,050 
Surtax: 

Taxable income .............................................. $60,000 
Surtax exemption ........................................... 15,000 (3⁄8 of $40,000) 

$45,000 ×26 percent ......................................................... 11,700 

1978 tentative tax .............................................................................................................................................................. 24,750 

Z 

Taxable income ................................................................................................................................................................. 90,000 

Normal tax: 
20 percent of $12,500 (5⁄8 of $20,000) ...................................................................................................................... 2,500 
22 percent of $77,500 ................................................................................................................................................ 17,050 

19,500 
Surtax: 

Taxable income .............................................. $90,000 
Surtax exemption ........................................... 25,000 (5⁄8 of $40,000) 

$65,000 × 26 percent ....................................................... 16,900 

1978 tentative tax .............................................................................................................................................................. 36,450 

The 1978 and 1979 tentative taxes are apportioned as follows: 
Corporation Y: 

1978—184/365 of $24,750 .............................................................................................................................. 12,477 
1979—181/365 of $19,200 .............................................................................................................................. 9,521 

Total tax for taxable year ........................................................................................................................................ 21,998 

Corporation Z: 
1978—92/365 of $36,450 ........................................................................................................................................... 9,187 
1979—273/365 of $34,400 ......................................................................................................................................... 25,729 

Total tax for taxable year ................................................................................................................................ 34,916 

[T.D. 7583, 44 FR 872, Jan. 4, 1979] 

§ 5.6411–1 Tentative refund under 
claim of right adjustment. 

(a) Effective date. This section applies 
to applications for tentative refunds 
filed after November 5, 1978, under sec-
tion 6411(d). 

(b) In general. Section 6411(d) allows 
taxpayers to apply for a tentative re-
fund of amounts treated under section 
1341(b)(1) as an overpayment of tax 
under a claim of right adjustment. This 
section contains rules for filing an ap-
plication for this tentative refund. The 
computation of amounts treated as an 
overpayment must be made in accord-
ance with section 1341 and the regula-
tions under that section. 

(c) Method of applying for tentative re-
fund—(1) In general. For a corporation, 
the application is made by filing Form 
1139. For taxpayers other than corpora-
tions, the application is made by filing 

Form 1045. The application must be 
made by filing those forms even if the 
taxpayer is not applying for a tentative 
carryback adjustment under section 
6411(a). If the taxpayer files the form to 
apply for the section 6411(d) tentative 
refund only, it may disregard those 
lines on the form used to compute the 
section 6411(a) carryback adjustment. 
If the taxpayer has a carryback of a 
net operating loss, credit, or capital 
loss for the taxable year (determined 
without the deduction described in sec-
tion 1341(a)(2)) and applies for both the 
section 6411(a) tenative carryback ad-
justment and the section 6411(d) ten-
tative refund, an ordering rule applies. 
The taxpayer must take into account 
any adjustments made in applying for 
the tentative carryback adjustment 
under section 6411(a) before deter-
mining the amount of the overpayment 
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for which an application under section 
6411(d) is being made. The taxpayer 
must attach to the form a separate 
schedule containing the information 
required under paragraph (d) of this 
section. 

(2) Applications made before February 
7, 1980. Applications made before Feb-
ruary 7, 1980 that are made under pen-
alties of perjury will be considered 
meeting the requirements of this sec-
tion if made by filing a separate state-
ment whether or not it is attached to 
Form 1139 or 1045. This application, 
however, must contain the information 
required under paragraph (d) of this 
section (other than paragraph (d)(2)). 

(d) Information required—(1) In gen-
eral. The application must contain (i) 
the taxpayer’s name, address, and iden-
tification number and (ii) the informa-
tion set forth in paragraph (d) (2) and 
(3) of this section, determined in ac-
cordance with section 1341 and the reg-
ulations under that section. For exam-
ple, the decrease in tax under para-
graph (d)(3)(iii) of this section is deter-
mined under § 1.1341–1(d)(4). 

(2) Computation under section 
1341(a)(4). The application must con-
tain the following information related 
to the computation under section 
1341(a)(4): 

(i) The amount of income restored by 
the taxpayer to another during the tax-
able year and the amount of the cor-
responding deduction described in sec-
tion 1341(a)(2); 

(ii) The tax for the taxable year com-
puted with the deduction described in 
section 1341(a)(2); and 

(iii) The tax for each prior taxable 
year (determined before adjustment 
under section 1341) to which any net 
operating loss described in section 
1341(b)(4)(A) may be carried and the de-
crease in tax for each of those years 
that results from the carryback of that 
loss. 

(3) Computation under section 
1341(a)(5). The application must con-
tain the following information related 
to the computation under section 
1341(a)(5): 

(i) The tax for the taxable year with-
out the deduction described in section 
1341(a)(2); 

(ii) The tax for each prior taxable 
year (determined before adjustment 

under section 1341) for which a decrease 
in tax is computed under section 
1341(a)(5)(B); 

(iii) The decrease in tax for each 
prior taxable year computed under sec-
tion 1341(a)(5)(B), including any de-
crease resulting from a net operating 
loss or capital loss described in section 
1341(b)(4)(B); and 

(iv) The amount treated as an over-
payment of tax under section 1341(b)(1). 

(e) Time and place for filing. The appli-
cation must be filed no earlier than the 
date of filing the return for the taxable 
year of restoration and no later than 
the date 12 months from the last day of 
that taxable year. The application 
must be filed with the Internal Rev-
enue Service Center (or other office) 
where the taxpayer filed its return for 
the taxable year of restoration. 

(f) Not a claim for credit or refund. An 
application for tentative refund under 
section 6411(d) is not a claim for credit 
or refund. The principles of paragraph 
(b)(2) of § 1.6411–1 apply in determining 
the effect of an application for a ten-
tative refund. For example, the filing 
of an application for tentative refund 
under section 6411(d) is not a claim for 
credit or refund in determining wheth-
er a claim for credit or refund was 
timely filed. 

[T.D. 7672, 45 FR 8295, Feb. 7, 1980; 45 FR 
17138, Mar. 18, 1980] 

PART 5c—TEMPORARY INCOME 
TAX REGULATIONS UNDER THE 
ECONOMIC RECOVERY TAX ACT 
OF 1981 

Sec. 
5c.44F–1 Leases and qualified research ex-

penses. 
5c.103–1 Leases and capital expenditures. 
5c.103–2 Leases and industrial development 

bonds. 
5c.103–3 Leases and arbitrage. 
5c.168(f)(8)–1 Special rules for leases. 
5c.168(f)(8)–2 Election to characterize trans-

action as a section 168(f)(8) lease. 
5c.168(f)(8)–3 Requirements for lessor. 
5c.168(f)(8)–4 Minimum investment of lessor. 
5c.168(f)(8)–5 Term of lease. 
5c.168(f)(8)–6 Qualified leased property. 
5c.168(f)(8)–7 Reporting of income, deduc-

tions and investment tax credit; at risk 
rules. 

5c.168(f)(8)–8 Loss of section 168(f)(8) protec-
tion; recapture. 
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5c.168(f)(8)–9 Pass-through leases—transfer 
of only the investment tax credit to a 
party other than the ultimate user of the 
property. [Reserved] 

5c.168(f)(8)–10 Leases between related par-
ties. [Reserved] 

5c.168(f)(8)–11 Consolidated returns. [Re-
served] 

5c.1305–1 Special income averaging rules for 
taxpayers otherwise required to compute 
tax in accordance with § 5c.1256–3. 

AUTHORITY: 26 U.S.C. 168(f)(8)(G) and 7805. 

SOURCE: T.D. 7791, 46 FR 51907, Oct. 23, 1981, 
unless otherwise noted. 

§ 5c.44F–1 Leases and qualified re-
search expenses. 

For purposes of section 
44F(b)(2)(A)(iii), the determination of 
whether any amount is paid or in-
curred to another person for the right 
to use personal property in the conduct 
of qualified research shall be made 
without regard to the characterization 
of the transaction as a lease under sec-
tion 168(f)(8). See § 5c.168(f)(8)–1(b). 

§ 5c.103–1 Leases and capital expendi-
tures. 

For purposes of section 103(b)(6)(D) 
and § 1.103–10(b)(2)(iv)(b), the deter-
mination of whether property is leased 
and whether property is of a type that 
is ordinarily subject to a lease shall be 
made without regard to the character-
ization of the transaction as a lease 
under section 168(f)(8). 

§ 5c.103–2 Leases and industrial devel-
opment bonds. 

For purposes of section 103(b)(2), the 
determination of whether an obligation 
constitutes an industrial development 
bond shall be made without regard to 
the characterization of the transaction 
as a lease under section 168(f)(8). 

[T.D. 7800, 46 FR 63257, Dec. 31, 1981] 

§ 5c.103–3 Leases and arbitrage. 
In the case of a sale and leaseback 

transaction qualifying under section 
168(f)(8), where the lessee’s rental pay-
ments are substantially equal in tim-
ing and amount to the principal and in-
terest payments on the lessor’s note, 
the arbitrage provisions of section 
103(c) and §§ 1.103–13, 1.103–14, and 1.103– 
15 shall apply to any obligations of the 
lessee (or party related to the lessee) 

without regard to the section 168(f)(8) 
lease transaction. 

[T.D. 7800, 46 FR 63257, Dec. 31, 1981] 

§ 5c.168(f)(8)–1 Special rules for leases. 
(a) In general. Section 168(f)(8) of the 

Internal Revenue Code of 1954 provides 
special rules for characterizing certain 
agreements as leases and character-
izing the parties to the agreement as 
lessors and lessees for Federal tax law 
purposes. These rules apply only with 
respect to qualified leased property. If 
all the requirements of section 168(f)(8) 
and §§ 5c.168(f)(8)–2 through 5c.168(f)(8)– 
11 are met, then the agreement shall be 
treated as a lease, and the party char-
acterized as the lessor shall be treated 
as the owner of the property. In such 
case, the lessor shall be deemed to have 
entered into the lease in the course of 
carrying on a trade or business and 
shall be allowed accelerated cost recov-
ery system (ACRS) deductions under 
section 168 and the investment tax 
credit under section 38 with respect to 
the leased property. 

(b) Exception for qualified research ex-
penditures. For purposes of section 
44F(b)(2)(A)(iii), the determination of 
whether any amount is paid or in-
curred to another person for the right 
to use personal property in the conduct 
of qualified research shall be made 
without regard to the characterization 
of the transaction as a lease under sec-
tion 168(f)(8). Thus, if a lessee would be 
considered the owner of the property 
without regard to section 168(f)(8), any 
amounts paid by the lessee under the 
lease shall not be considered amounts 
paid or incurred for the right to use the 
property. 

(c) Other factors disregarded. If an 
agreement meets the requirements of 
section 168(f)(8) and §§ 5c.168(f)(8)–2 
through 5c.168(f)(8)–11, the following 
factors will not be taken into account 
in determining whether the trans-
action is a lease: 

(1) Whether the lessor or lessee must 
take the tax benefits into account in 
order to determine that a profit is 
made from the transaction; 

(2) The fact that the lessee is the 
nominal owner of the property for 
State or local law purposes (e.g., has 
legal title to the property) and retains 
the burdens, benefits, and incidents of 
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ownership (such as payment of taxes 
and maintenance charges with respect 
to the property); 

(3) Whether or not a person other 
than the lessee may be able to use the 
property after the lease term; 

(4) The fact that the property may 
(or must) be bought or sold at the end 
of the lease term at a fixed or deter-
minable price that is more or less than 
its fair market value at that time; 

(5) The fact that the lessee or related 
party has provided financing or has 
guaranteed financing for the trans-
action (other than for the lessor’s min-
imum 10 percent investment); and 

(6) The fact that the obligation of 
any person is subject to any contin-
gency or offset agreement. See, for ex-
ample, the rent and debt service offset 
in Example (2) of paragraph (e). 
An agreement that meets the require-
ments of section 168(f)(8) and 
§§ 5c.168(f)(8)–2 through 5c.168(f)(8)–11 
may be treated by the parties as a 
lease for Federal Tax law purposes 
only. Similarly, a sale by the lessee of 
the leased property to the lessor in a 
transaction where the property is 
leased back under an agreement that 
meets the requirements of section 
168(f)(8) may be treated by the parties 
as a sale for Federal tax law purposes 
only. The agreements need not comply 
with State law requirements con-
cerning transfer of title, recording, etc. 

(d) Ownership in one of the parties. 
Notwithstanding any other section, if 
neither the lessor nor the lessee would 
be the owner of the property without 
regard to section 168(f)(8), or, if any 
party with an economic interest in the 
property (other than the lessor or les-
see or any subsequent transferee of 
their interests) claims ACRS deduc-
tions or any investment tax credit with 
respect to the leased property, an elec-
tion under section 168(f)(8) with respect 
to such property shall be void as of the 
date of the execution of the lease 
agreement. 

(e) Examples. The application of sec-
tion 168(f)(8) and §§ 5c.168(f)(8)–2 
through 5c.168(f)(8)–11 may be illus-
trated by the following examples: 

Example (1). X Corp. wishes to acquire a $1 
million piece of equipment which is ‘‘quali-
fied leased property’’ as defined in section 
168(f)(8)(D). The equipment has a 10-year eco-

nomic life and falls within the 5-year ACRS 
class. Y Corp. is a person meeting the quali-
fications set forth in section 168(f)(8)(B)(i) 
and § 5c.168(f)(8)–3 and wishes to be the owner 
of the property for Federal tax law purposes. 
Y therefore purchases the equipment from 
the manufacturer for $1 million, paying 
$200,000 in cash and borrowing $800,000 from a 
bank (payable over 9 years and requiring 
nine equal annual payments of principal and 
interest of $168,000). Y then leases the equip-
ment to X under an agreement providing for 
nine annual rental payments of $168,000, and 
the parties elect in accordance with the pro-
visions of § 5c.168(f)(8)–2 to have the provi-
sions of section 168(f)(8) apply. The timing 
and amount of the rental payments required 
to be made by X (the ‘‘lessee-user’’) under 
the lease will be exactly equal to the timing 
and amount of the principal and interest 
payments that Y (the ‘‘lessor’’) will be re-
quired to make to the bank under its pur-
chase money note. Under these cir-
cumstances, Y is treated as the owner and 
lessor of the property for Federal tax law 
purposes; it therefore is entitled to the in-
vestment tax credit and the ACRS deduc-
tions with respect to the property. Y’s basis 
in the property is $1 million. Y must report 
the rent as income and will be entitled to de-
duct the interest on the purchase money 
note. The aggregate payments required to be 
made by X under the lease are treated as 
rent in accordance with § 5c.168(f)(8)–7 and 
are deductible as such. 

Example (2). The facts are the same as in 
example (1) except that X purchases the 
equipment for $1 million and wishes to trans-
fer ownership of the property for Federal tax 
law purposes to Y under a sale and leaseback 
arrangement. Accordingly, X sells the prop-
erty to Y for $200,000 in cash (which rep-
resents the agreed upon compensation for 
the tax benefits to be enjoyed by Y as lessor) 
plus a 9-year, $800,000 note calling for nine 
$168,000 annual payments of principal and in-
terest. Y then leases the property back to X 
under an agreement providing for nine an-
nual rental payments of $168,000. The parties 
elect in accordance with the provisions of 
§ 5c.168(f)(8)–2 to have the provisions of sec-
tion 168(f)(8) apply. The timing and amount 
of the rental payments required to be made 
by X (as the lessee-user) under the lease will 
be exactly equal to the timing and amount of 
the principal and interest payments that Y 
will be required to make to X under Y’s pur-
chase money note, so that the only cash 
transferred between X and Y is the $200,000 
down payment. Y’s obligation to make debt 
service payments on the note is contingent 
on X’s obligation to make rental payments 
under the lease. Under these circumstances, 
Y is treated as the owner and lessor of the 
property for Federal tax law purposes; it 
therefore is entitled to the investment tax 
credit and ACRS deductions with respect to 
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the property. Y’s basis in the property is $1 
million. Y must report the rent as income 
and will be entitled to deduct the interest on 
the purchase money note. No gain or loss 
will be recognized by X on the sale of the 
property since the sale price equals X’s basis 
in the property. X must report as income the 
interest paid by Y on the note and will be en-
titled to a deduction for the rental payments 
it makes under the lease in accordance with 
§ 5c.168(f)(8)–7. 

Example (3). Assume that in both examples 
(1) and (2) X has an option to purchase the 
equipment at the end of the lease term for 
$1.00. The fact that the property may (or 
must) be bought or sold at the end of the 
lease term at a fixed or determinable price 
that is more or less than its fair market 
value is not taken into account in deter-
mining the status of the transactions as 
leases under section 168(f)(8). 

[T.D. 7791, 46 FR 51907, Oct. 23, 1981, as 
amended by T.D. 7795, 46 FR 56148, Nov. 13, 
1981] 

§ 5c.168(f)(8)–2 Election to characterize 
transaction as a section 168(f)(8) 
lease. 

(a) Election—(1) In general. The elec-
tion to characterize a transaction as a 
lease qualifying under section 168(f)(8) 
shall be made within the time and 
manner as set forth in this section 
without regard to section 168(f)(4). 

(2) Lease agreement. For an agreement 
to be treated as a lease under section 
168(f)(8) and this section, the lease 
agreement must be executed not later 
than 3 months after the property was 
first placed in service, as defined in 
§ 5c.168(f)(8)–6(b)(2)(i) (or prior to No-
vember 14, 1981, if the property was 
first placed in service by the lessee 
after December 31, 1980, and before Au-
gust 14, 1981). The agreement must be 
in writing and must state that all of 
the parties to the agreement agree to 
characterize it as a lease for purposes 
of Federal tax law and elect to have 
the provisions of section 168(f)(8) apply 
to the transaction. The agreement 
must also name the party who will be 
treated as the lessor and the party who 
will be treated as the lessee. 

(3) Information return concerning the 
election. (i) Except as provided in sub-
division (ii), for each lease agreement, 
the lessor and lessee must jointly file 
Form 6793, Safe Harbor Lease Informa-
tion Return, concerning their election 
under section 168(f)(8). The information 
return must be signed by both the les-

sor and the lessee and filed not later 
than the 30th day after the agreement 
is executed with the Commissioner of 
Internal Revenue, 1111 Constitution 
Avenue, N.W., Washington, D.C. 20224 
(Attn: Form 6793). Unless the failure to 
file timely is shown to be due to rea-
sonable cause, the failure to file the in-
formation return timely shall void the 
section 168(f)(8) election as of the date 
of the execution of the lease agree-
ment. The information return shall in-
clude the following items: 

(A) The name, address, and taxpayer 
identifying number of the lessor and 
the lessee (and the common parent 
company if a consolidated return is 
filed); 

(B) The service center with which the 
income tax returns of the lessor and 
lessee are filed; 

(C) A description of each property 
with respect to which the election is 
made; 

(D) The date on which the lessee 
places the property in service (deter-
mined as defined in § 5c.168(f)(8)– 
6(b)(2)(i)), the date on which the lease 
begins, and the term of the lease; 

(E) The recovery property class of 
the leased property under section 
168(c)(2) (for example, 5 years) and the 
ADR midpoint life of the leased prop-
erty; 

(F) The terms of the payments be-
tween the parties to the lease trans-
action; 

(G) Whether the ACRS deductions 
and the investment tax credit are al-
lowable to the same taxpayer; 

(H) The aggregate amount paid to 
outside parties to arrange or carry out 
the transaction, such as, for example, 
legal and investment banking fees; 

(I) For the lessor only: The 
unadjusted basis of the property as de-
fined in section 168(d)(1); 

(J) For the lessor only: If the lessor 
is a partnership or a grantor trust, the 
name, address, and taxpayer identi-
fying number of the partners or the 
beneficiaries, and the Service Center 
with which the income tax return of 
each partner or beneficiary is filed; and 

(K) Such other information as may 
be required by the return or its in-
structions. 
The aggregate amount paid to outside 
parties which is described in paragraph 
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(a)(3)(i)(H) of this section need not be 
disclosed unless it is reasonable to esti-
mate that either the lessor or the les-
see will lease property under section 
168(f)(8) for the calendar year which has 
an aggregate adjusted basis to such 
person of more than $1,000,000. If either 
the lessor or the lessee reasonably ex-
pects to lease property with an aggre-
gate basis of more than $1,000,000, then 
both parties must disclose their trans-
action costs. 

(ii) In the case of an agreement exe-
cuted before January 1, 1982, only the 
lessor is required to file the informa-
tion return described in paragraph 
(a)(3)(i) of this section and the return 
must be postmarked not later than 
January 31, 1982. Unless the failure to 
file timely is shown to be due to rea-
sonable cause, or unless the lessee files 
the information return postmarked by 
January 31, 1982, the lessor’s failure to 
file the information return timely 
shall be a disqualifying event as of 
February 1, 1982, which shall cause an 
agreement to cease to be treated as a 
lease under section 168(f)(8). For the 
Federal income tax consequences of a 
disqualifying event, see § 5c.168(f)(8)–8. 

(iii) A copy of the information return 
described in paragraph (a)(3) (i) and (ii) 
shall be filed by each party with its 
timely filed Federal income tax return 
for its taxable year during which the 
lease term begins. However, for taxable 
years ending in 1981 with respect to 
lease agreements executed during cal-
endar year 1981, such statement shall 
be filed by the later of (A) the due date 
(taking extensions into account) of the 
party’s 1981 Federal income tax return, 
or (B) where the filing of an amended 
return is required, with the amended 
return within 3 months following the 
execution of the lease agreement. For 
the requirement to file an amended re-
turn within 3 months and the con-
sequences of the failure to so file, see 
§ 5c.168(f)(8)–6(b)(2)(ii). A taxpayer that 
is required to file the information re-
turn with its Federal income tax re-
turn before an information return form 
is available shall file, in lieu of the re-
quired information return, a statement 
which contains the information set 
forth in subparagraphs (A) through (J) 
of pargraph (a)(3)(i). The failure by the 
lessor to file the information return 

(or, if applicable, the statement re-
ferred to in the preceding sentence) 
with its timely filed Federal income 
tax return shall be a disqualifying 
event which shall cause an agreement 
to cease to be treated as a lease under 
section 168(f)(8). For the Federal in-
come tax consequences of a disquali-
fying event, see § 5c.168(f)(8)–8. 

(4) Election is irrevocable. An agree-
ment made pursuant to paragraph 
(a)(2) of this section shall be irrev-
ocable as of the later of the date such 
agreement was executed or November 
23, 1981. 

(5) Disposition by lessee. Except in the 
case of transactions described in sub-
paragraph (6), of this paragraph, if the 
lessee (or any transferee of the lessee’s 
interest) sells or assigns its interest in 
the lease or in the property, the agree-
ment will cease to be characterized as 
a lease under section 168(f)(8) as of the 
time of the sale or assignment unless 
the transferee furnishes to the lessor 
within 60 days following the transfer 
the transferee’s written consent to 
take the property subject to the lease, 
and the transferee and lessor file a 
statement with their timely filed Fed-
eral income tax returns for the taxable 
year in which the transfer occurs con-
taining the following information: 

(i) The name, address, and taxpayer 
identifying number of the lessor and 
the transferee; 

(ii) The district director’s office with 
which the income tax returns of the 
lessor and transferee are filed; 

(iii) A description of the property; 
and 

(iv) Confirmation of the transferee’s 
consent. 

See § 5c.168(f)(8)–8 for the Federal in-
come tax consequence where an agree-
ment ceases to be characterized as a 
lease under section 168(f)(8). 

(6) Disposition of lessee’s interest in 
bankruptcy, etc., or similar proceeding. In 
the case of an agreement executed 
after May 31, 1982, where the lessee’s 
interest in the lease or in the property 
is sold or assigned in a bankruptcy, liq-
uidation, receivership, a court-super-
vised foreclosure, or in any similar pro-
ceeding for the relief or protection of 
insolvent debtors in Federal or State 
court, the agreement will continue to 
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be characterized as a lease under sec-
tion 168(f)(8) and the purchaser or as-
signee shall take the property subject 
to the lease if— 

(i) Prior to the consummation of the 
sale or assignment, the lessor gives 
written notice of its Federal income 
tax ownership to the judicial or admin-
istrative body having jurisdiction over 
the proceeding and to the debtor in 
possession of the interest or, if at such 
time a trustee, receiver or similar per-
son has been appointed by the court, to 
the person appointed. The notice must 
contain a request that the court and 
the debtor or the person appointed pro-
vide a copy of the notice to the pur-
chaser or assignee prior to the con-
summation of the sale or assignment. 
Within 60 days following the sale or as-
signment, the lessor must provide no-
tice of its Federal income tax owner-
ship and copies of the lease agreement, 
and, in the case of a sale and leaseback 
transaction, the lessor’s purchase 
money obligation, to the purchaser or 
assignee; 

(ii) The lessor files a statement with 
its timely filed Federal income tax re-
turn for the taxable year in which the 
sale or assignment occurs containing 
the following information: 

(A) The name, address, and taxpayer 
identifying number of the lessor and 
the purchaser or assignee; 

(B) The district director’s office with 
which the Federal income tax returns 
of the lessor and purchaser or assignee 
are filed; 

(C) A description of the property; and 
(iii) Prior to the consummation of 

the sale or assignment, all secured 
lenders of the lessee with interests in 
the property, which interests arose not 
later than the time the lessee first used 
the property under the lease (and 
which were perfected in accordance 
with applicable local law), specifically 
either exclude or release in writing the 
Federal income tax ownership of the 
property from their interests. 
The purchaser or assignee of the inter-
est with respect to which this para-
graph applies shall file a statement 
with its timely filed Federal income 
tax return for the taxable year in 
which the sale or assignment occurs 
containing the information described 
in subdivision (ii) of this subparagraph. 

If the interest is subsequently trans-
ferred (other than in a bankruptcy, liq-
uidation, receivership, court-super-
vised foreclosure, or similar pro-
ceeding) during the term of the lease, 
the agreement will continue to be char-
acterized as a lease under section 
168(f)(8) and the transferee will take 
the property subject to the lease if ei-
ther (A) the lessor gives the transferee, 
prior to the transfer, a copy of the 
lease, written notice of its Federal in-
come tax ownership, and, in the case of 
a sale and leaseback transaction, a 
copy of the lessor’s purchase money ob-
ligation, and the lessor files a state-
ment with its timely filed Federal in-
come tax return as described in sub-
division (ii) of this subparagraph, or (B) 
within 60 days following the transfer, 
the transferee agrees in writing to take 
the property subject to the lease and 
the lessor and transferee file a state-
ment with their timely filed Federal 
income tax returns within the time and 
in the manner described in paragraph 
(a)(5) of this section. However, an 
agreement will not continue to be 
characterized as a lease under this sub-
paragraph if, under another applicable 
provision, it would cease to be charac-
terized as a lease. See § 5c.168(f)(8)–8 for 
the Federal income tax consequences 
where an agreement ceased to be char-
acterized as a lease under section 
168(f)(8). 

(7) Consequences of taking the property 
subject to the lease agreement. For pur-
poses of §§ 5c.168(f)(8)–1 through 
5c168(f)(8)–11, in a situation where a 
transferee of a lessee’s interest ac-
quires the property subject to the 
lease, the transferee shall be deemed to 
have acquired a leasehold interest in 
the property equal to the remaining 
lease term, any unpaid obligation of 
the lessor arising in connection with 
the sale of the property by the original 
lessee in a sale and leaseback trans-
action, and any option of the lessee to 
purchase the property. Any consider-
ation paid by the transferee for the 
property shall be allocated to the les-
sor’s obligation to the extent of the un-
paid balance of the obligation. Any ex-
cess over the unpaid balance shall be 
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allocated between the leasehold inter-
est and the purchase option in propor-
tion to their relative fair market val-
ues. As the new lessee, the transferee 
shall not be entitled to claim any 
ACRS deduction with respect to the 
property while the lease remains in ef-
fect and shall not be entitled to any in-
vestment tax credit with respect to the 
property. The transferee shall report 
interest income on the lessor’s obliga-
tion, and shall be entitled to deduct 
the rent paid under the lease, in ac-
cordance with § 5c.168(f)(8)–7. In addi-
tion, the transferee shall be entitled to 
amortize the portion of its cost allo-
cable to the leasehold interest. 
Coversely, as long as the lease remains 
in effect, the lessor will continue to be 
recognized as the owner of the property 
for Federal income tax purposes, shall 
be required to report rents due under 
the lease, and shall be entitled to de-
duct interest on its obligation. 

(8) Election to treat certain leases under 
subparagraph (6) rules. The lessor under 
a section 168(f)(8) lease executed on or 
before May 31, 1982, may elect to have 
the provisions of paragraph (a)(6) of 
this section apply in the case of a sale 
or assignment of the lessee’s interest 
in the lease or in the property in a 
bankruptcy, receivership, liquidation, 
court-supervised foreclosure, or similar 
proceeding. The election of the lessor 
with respect to any leased property 
may be made at any time prior to the 
consummation of any sale or assign-
ment of such property in a bankruptcy, 
etc., or similar proceeding, by com-
plying with the provisions of subpara-
graph (6) of this paragraph. 

(b) Examples. The application of the 
provisions of this section may be illus-
trated by the following examples: 

Example (1). X Corp. maintains its books 
and records for Federal tax law purposes on 
a calendar year basis. On February 1, 1981, X 
acquires certain equipment for use in its 
business, and the equipment is deemed to be 
placed in service on that date within the 
meaning of § 5c.163(f)(8)–6(b)(2)(i). On Novem-
ber 1, 1981, X sells the equipment to Y and 
leases it back under a lease in which the par-
ties elect to have the provisions of section 
168(f)(8) apply. The election is considered 
timely for purposes of making Y the owner 
of the property under section 168(f)(8) since 
the lease agreement was executed before No-
vember 14, 1981. 

Example (2). The facts are the same as in 
example (1) except that X Corp.’s taxable 
year ends on February 28, 1981. X claimed the 
investment tax credit and depreciation de-
ductions with respect to the property in its 
return filed April 1, 1981. The lease will qual-
ify for safe harbor treatment under section 
168(f)(8) provided X, within 3 months after 
the lease agreement was executed, files an 
amended return pursuant to § 5c.168(f)(8)– 
6(b)(2)(ii) for its taxable year ending Feb-
ruary 28, 1981, in which X foregoes its right 
to claim any investment tax credit or ACRS 
deductions with respect to the property sub-
ject to the lease. 

Example (3). X Corp. (as lessee) sells certain 
new equipment to Y Corp. (as lessor) and 
leases it back under a section 168(f)(8) lease. 
During the term of the lease X sells its inter-
est in the property to T Corp. (other than in 
a bankruptcy or similar proceeding), and T 
does not give Y a written consent to take the 
property subject to the leased. The agree-
ment ceases to be treated as a lease under 
section 168(f)(8) as of the date of the sale. 

Example (4). The facts are the same as in 
example (3) except that the sale of the prop-
erty takes place while X is under the juris-
diction of a court in a bankruptcy pro-
ceeding. All lenders of X having perfected in-
terests in the property that arose by the 
time the property was first used under the 
lease have specifically either excluded or re-
leased the ownership of the property for Fed-
eral income tax purposes from their inter-
ests. Within the required time periods, Y 
gives appropriate notification to the court, 
the bankruptcy trustee, and T that the prop-
erty is subject to the lease and files the re-
quired statement with its Federal income 
tax return for the taxable year in which the 
sale occurs. The agreement continues to be 
treated as a lease under section 168(f)(8). T 
will take the property subject to the lease. T 
must allocate the purchase price among the 
lessor’s note, the leasehold interest, and the 
option (if any) to purchase the property. 

Example (5). The facts are the same as in 
example (4), except that one lender of X hav-
ing a perfected and timely interest in the 
property does not specifically exclude or re-
lease the Federal income tax ownership of 
the property from its interest. The agree-
ment will cease to be treated as a lease 
under section 168(f)(8) as of the date of the 
transfer to T. The result would be the same 
if Y failed to furnish any of the notices re-
quired by subdivision (i) of paragraph (a) and 
(6) or failed to file a statement as required 
by subdivision (ii) of paragraph (a)(6). 

Example (6). The facts are the same as in 
example (4). In addition, during the term of 
the lease T transfers the property to U Corp. 
and Y fails to furnish U with written notice 
that the property is subject to the lease 
prior to the sale and U refuses to agree to 
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consent to the lease agreement. The agree-
ment will cease to be treated as a lease 
under section 168(f)(8) as of the date of the 
transfer to U. The result would be the same 
if Y furnished U with timely written notice 
of its tax ownership but failed to file the re-
quired statement with its tax return for its 
taxable year in which the sale occurred. 

[T.D. 7791, 46 FR 51907, Oct. 23, 1981, as 
amended by T.D. 7795, 46 FR 56148, Nov. 13, 
1981; T.D. 7800, 46 FR 63257, Dec. 31, 1981] 

§ 5c.168(f)(8)–3 Requirements for les-
sor. 

(a) Qualified lessor. In order for an 
agreement to be treated as a lease 
under section 168(f)(8), the party char-
acterized in the agreement as the les-
sor must be a qualified lessor. The 
term ‘‘qualified lessor’’ means— 

(1) A corporation which is neither an 
electing small business corporation 
under section 1371(b) nor a personal 
holding company under section 542(a), 
or 

(2) A partnership all of whose part-
ners are corporations described in sub-
paragraph (1), or 

(3) A grantor trust whose grantor and 
beneficiaries are all corporations de-
scribed in paragraph (a)(1) or partner-
ships described in paragraph (a)(2). 

(b) Effect of disqualification of lessor. If 
at any time during the term of the 
agreement the lessor ceases to be a 
qualified lessor, the agreement will 
lose its characterization as a lease 
under section 168(f)(8) as of the date of 
the event causing such disqualifica-
tion. If any partner of a partnership de-
scribed in paragraph (a)(2) ceases to be 
a corporation described in paragraph 
(a)(1), the partnership entity shall 
cease to be a qualified lessor. Simi-
larly, if any beneficiary of a trust de-
scribed in paragraph (a)(3) ceases to be 
a corporation described in paragraph 
(a)(1), the trust shall cease to be a 
qualified lessor. See § 5c.168(f)(8)–8 for 
the Federal income tax consequences 
of such a disqualification. 

(c) One tax owner per property. Only 
one person may be a qualified lessor 
under section 168(f)(8) with respect to 
leased property. Thus, property that is 
subject to a lease under section 168(f)(8) 
may not be subleased under a lease for 
which a section 168(f)(8) election is 
made. In addition, if a lessor sells or 
assigns in a taxable transaction its in-

terest in a section 168(f)(8) lease or in 
the underlying property, the lease shall 
cease to qualify under section 168(f)(8) 
and no other lease may be executed 
under section 168(f)(8) with respect to 
the property. The preceding sentence 
applies to a sale or assignment of its 
interest by a partner of a lessor that is 
a partnership described in paragraph 
(a)(2) of this section or by a beneficiary 
of a lessor that is a trust described in 
paragraph (a)(3) of this section. See 
§ 5c.168(f)(8)–8 for the Federal income 
tax consequences where a lease ceases 
to qualify under section 168(f)(8). How-
ever, lease brokers, agents, etc., may, 
for example, prepare executory con-
tracts with the lessee whereby the bro-
ker’s assignee may execute a lease as 
lessor, and, if the requirements of sec-
tion 168(f)(8) and §§ 5c.168(f)(8)–1 
through 5c.168(f)(8)–11 are met, the 
lease will qualify under section 
168(f)(8). 

(d) Examples. The application of para-
graph (c) may be illustrated by the fol-
lowing examples: 

Example (1). X Corp. (as lessee) sells certain 
new equipment to Y Corp. (as lessor) and 
leases it back under a section 168(f)(8) lease. 
Within 3 months after the property was 
placed in service, Y assigns its interest in 
the lease to Z. Upon the transfer to Z, the 
lease will no longer qualify for treatment 
under section 168(f)(8). The property may not 
thereafter be the subject of a section 168(f)(8) 
lease. 

Example (2). X Corp., which wishes to ac-
quire certain equipment for use in its busi-
ness and to transfer ownership of the prop-
erty for Federal income tax law purposes, 
purchases the equipment and enters into an 
executory contract with LB, a lease broker, 
under which X agrees to execute a section 
168(f)(8) lease as lessee with a third party les-
sor. At a later date (but within the pre-
scribed 3-month period), LB arranges for X 
and T Corp. (which wishes to secure Federal 
income tax law ownership) to execute a lease 
agreement in accordance with § 5c.168(f)(8)–2. 
The lease will qualify for treatment under 
section 168(f)(8). 

[T.D. 7791, 46 FR 51907, Oct. 23, 1981, as 
amended by T.D. 7795, 46 FR 56149, Nov. 13, 
1981] 

§ 5c.168(f)(8)–4 Minimum investment of 
lessor. 

(a) Minimum investment. Under sec-
tion 168(f)(8)(B)(ii), an agreement will 
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not be characterized as a lease for pur-
poses of section 168(f)(8) unless the 
qualified lessor has a minimum at risk 
investment which, at the time the 
property is placed in service under the 
lease and at all times during the term 
of the lease, is not less than 10 percent 
of the adjusted basis of the leased prop-
erty. As the adjusted basis of the 
leased property is reduced by capital 
cost recovery deductions, the minimum 
investment required will also be re-
duced to 10 percent of the revised ad-
justed basis, until the adjusted basis 
has been completely recovered, at 
which time no minimum investment 
will be required. Financing provided by 
the lessee or a party related to the les-
see, such as a recourse note given by 
the lessor to the lessee, will not be 
taken into account in determining the 
lessor’s minimum investment. 

(b) At risk amount. The minimum in-
vestment which the lessor has at risk 
with respect to the leased property for 
purposes of paragraph (a) of this sec-
tion includes only consideration paid 
and recourse indebtedness incurred by 
the lessor to purchase the property. 
The lessor must have sufficient net 
worth (without regard to the value of 
any leases which qualify under section 
168(f)(8)) to satisfy any personal liabil-
ity incurred. Any tax benefits which 
the lessor derives from the leased prop-
erty shall not be taken into account to 
reduce the amount the lessor has at 
risk. An agreement between the lessor 
and the lessee requiring either or both 
parties to purchase or sell the qualified 
leased property at some price (whether 
or not fixed in the agreement) at the 
end of the lease term shall not affect 
the amount the lessor has at risk with 
respect to the property. However, an 
option held by the lessor to sell the 
property that is exercisable before the 
end of the period prescribed under sec-
tion 168(c)(2) for the recovery property 
class of the leased property (taking 
into account any election by the lessor 
or lessee under section 168(b)(3)) shall 
reduce the amount the lessor is consid-
ered to have at risk by the amount of 
the option price at the time the option 
becomes exercisable. 

§ 5c.168(f)(8)–5 Term of lease. 
(a) Term of lease—Basic rules. To qual-

ify as a lease under section 168(f)(8) and 
§ 5c.168 (f)(8)–1 (a), the lease agreement 
must provide for a term that does not 
exceed the maximum term described in 
paragraph (b) of this section; such term 
must also at least equal the minimum 
term described in paragraph (c). 

(b) Maximum term. For purposes of 
section 168(f)(8)(B)(iii) and this section, 
the term of the lease may not exceed 
the greater of— 

(1) 90 percent of the useful life of the 
property under section 167, or 

(2) 150 percent of the asset deprecia-
tion range (ADR) present class life 
(‘‘midpoint’’) of such property, applica-
ble as of January 1, 1981 (without re-
gard to section 167(m)(4)), published in 
Rev. Proc. 77–10, 1977–1 C. B. 548, and re-
visions thereto. 
Solely for purposes of this paragraph 
(b), ‘‘useful life’’ means the period 
when the leased asset can reasonably 
be expected to be eonomically useful in 
anyone’s trade or business; such term 
does not mean the period during which 
the lessor expects to lease the prop-
erty. Any option to extend the term of 
the lease, whether or not at fair mar-
ket value rent, must be included in the 
term of the lease for purposes of this 
paragraph. If several different pieces of 
property are the subject of a single 
lease, the maximum allowable term for 
such lease will be measured with re-
spect to the property with the shortest 
life. In no case, however, will the lease 
term qualify under this section if such 
term with respect to any piece of prop-
erty is less than the minimum term de-
scribed in paragraph (c). 

(c) Minimum term. For purposes of 
this section, the term of the lease must 
at least equal the period prescribed 
under section 168(c)(2) for the recovery 
property class of the leased property. 
For example, if a piece of leased equip-
ment is in the 5-year recovery property 
class, the lease agreement must have a 
minimum term of 5 years. In general, 
the determination of whether property 
is 3-year recovery property, 5-year re-
covery property, etc., in the hands of 
the lessor will be based on the charac-
terization of the property in the hands 
of the owner as determined without re-
gard to the section 168(f)(8) lease. Thus, 
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for example, property which is public 
utility property or RRB replacement 
property absent the section 168(f)(8) 
lease will be characterized as such in 
the hands of the lessor for purposes of 
section 168(f)(8). However, with respect 
to RRB replacement property, the 
transitional rule of section 168(f)(3) 
shall be inapplicable to the lessor. In 
addition, any election under section 
168(b)(3) by the lessor with respect to 
the class of recovery property to which 
the qualified leased property is as-
signed shall apply to the leased prop-
erty in determining the term of the 
lease. A lease term that does not ex-
ceed the term required to satisfy the 
minimum lease term of this paragraph 
will be deemed to comply with the 
maximum lease term described in para-
graph (b) if such minimum lease term 
exceeds such maximum lease term. 

(d) Examples. The application of this 
section may be illustrated by the fol-
lowing examples: 

Example (1). X Corp. (as lessee) and Y Corp. 
(as lessor) enter into a lease which they elect 
to be treated under section 168(f)(8) with re-
spect to a chemical manufacturing facility 
that will also generate steam for use in the 
production of electricity. The assets com-
prising the chemical plant are described in 
ADR guideline class 28.0 (midpoint life of 9.5 
years), and the assets comprising the steam 
plant are described in ADR class 00.4 (mid-
point life of 22 years). To satisfy the max-
imum lease term requirement of section 
168(f)(8)(B)(iii)(II) and § 5c.168 (f)(8)–5(b), the 
lease term may not exceed 14.25 years (150 
percent of the 9.5 year midpoint life of the 
chemical plant). 

Example (2). The facts are the same as in 
example (1) except that the chemical plant 
and the steam plant are the subject of sepa-
rate leases. For purposes of section 
168(f)(8)(B)(iii)(II) and § 5c.168(f)(8)–5 (b), the 
maximum term of the lease with respect to 
the chemical plant is 14.25 years (150 percent 
of 9.5 years) and the maximum term of the 
lease with respect to the steam plant is 33 
years (150 percent of 22 years). 

[T.D. 7791, 46 FR 51907, Oct. 23, 1981; 50 FR 
13020, Apr. 2, 1985] 

§ 5c.168(f)(8)–6 Qualified leased prop-
erty. 

(a) Basic rules—(1) In general. An 
agreement shall be treated as a section 
168(f)(8) lease only if the property 
which is leased is qualified leased prop-
erty. Qualified leased property is re-

covery property as defined in section 
168(c) and is either— 

(i) Except as provided in subpara-
graph (2), new section 38 property of 
the lessor which is leased no later than 
3 months after the date the property 
was placed in service (or prior to No-
vember 14, 1981, if the property was 
placed in service after December 31, 
1980, and before August 14, 1981) and 
which, if acquired by the lessee, would 
have been new section 38 property of 
the lessee, or 

(ii) Property which is a qualified 
mass commuting vehicle (as defined in 
section 103(b)(9)) and which is financed 
in whole or in part by proceeds from an 
issue of obligations the interest on 
which is excludable from income under 
section 103(a). 

(2) Sale and leaseback arrangement. (i) 
Where the leased property is pur-
chased, directly or indirectly, by the 
lessor from the lessee (or a party re-
lated to the lessee), the property will 
not be qualified leased property unless 
the property was (or would have been) 
new section 38 property of the lessee 
and was purchased and leased no later 
than 3 months after the date the prop-
erty was placed in service by the lessee 
(or prior to November 14, 1981, if the 
property was placed in service by the 
lessee after December 31, 1980 and be-
fore August 14, 1981) and with respect 
to which the lessor’s adjusted basis 
does not exceed the adjusted basis of 
the lessee (or a party related to the les-
see) at the time of the lease. If the les-
sor’s adjusted basis in the property ex-
ceeds the seller’s adjusted basis with 
respect to the property at the begin-
ning of the lease, the property will not 
be qualified leased property. 

(ii) For purposes of this paragraph 
(a)(2) and paragraph (b)(3)(ii) of this 
section, transactional costs with re-
spect to a sale and leaseback arrange-
ment that are not currently deductible 
shall be allocated to the lease agree-
ment (and not included in the lessor’s 
adjusted basis with respect to the prop-
erty) and amortized over the term of 
the lease. These costs include legal and 
investment banking fees and printing 
costs. 

(iii) The application of this para-
graph (a)(2) may be illustrated by the 
following examples: 
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Example (1). X, an airline, contracts to 
have an airplane constructed for a fixed price 
of $10 million. Prior to completion of con-
struction of the airplane, the value of the 
airplane increases to $11 million. X buys the 
airplane at the contract price of $10 million 
and, before it is placed in service, sells the 
airplane at its fair market value of $11 mil-
lion to Y and then leases it back. The lease 
will not qualify for safe harbor protection 
under section 168(f)(8) because the lessor’s 
adjusted basis in the airplane exceeds the 
lessee’s adjusted basis. This result obtains 
even though the airplane qualifies as new 
section 38 property of X airline. 

Example (2). Assume the same facts as in 
example (1) except that, prior to completion 
of the construction of the airplane, X assigns 
its contract to Y for $1 million, and Y there-
after buys the airplane at the contract price 
of $10 million. The acquisition by Y is treat-
ed as an indirect purchase from the lessee. 
Because Y’s adjusted basis in the airplane 
would exceed the lessee’s adjusted basis, the 
lease will not qualify under section 168(f)(8). 

(b) Special rules—(1) New section 38 
property. (i) New section 38 property is 
section 38 property described in sub-
section (b) of section 48 and the regula-
tions thereunder other than a qualified 
rehabilitated building (within the 
meaning of section 48(g)(1)). Qualified 
leased property must be new section 38 
property at the beginning of the lease 
and must continue to be section 38 
property in the hands of the lessor and 
the lessee throughout the lease term. 
The fact that the lessee used the prop-
erty within the 3-month period prior to 
the lease will not disqualify the prop-
erty as new section 38 property of the 
lessee. 

(ii) The application of this paragraph 
(b)(1) may be illustrated by the fol-
lowing examples: 

Example (1). N is a hospital exempt from 
Federal income tax and wishes to purchase 
certain equipment for use in furtherance of 
its exempt functions (i.e., other than for use 
in an unrelated trade or business). O, a quali-
fied lessor as defined in § 5c.168(f)(8)–3(a), ac-
quires the property and leases it to N. Since 
the equipment would not be new section 38 
property of N if N had acquired it by virtue 
of section 48(a)(4) (relating to exception from 
definition of section 38 property for certain 
property used by certain tax-exempt organi-
zations), the equipment is not qualified 
leased property and the lease does not qual-
ify under section 168(f)(8). Whether O is con-
sidered the owner of the property for Federal 
tax law purposes will be determined without 
regard to the provisions of section 168(f)(8). 

Example (2). P Corp. is constructing 
progress expenditure property as defined in 
section 46(d)(2) for R Corp. Progress expendi-
ture property is property which it is reason-
able to believe will be section 38 property in 
the hands of the taxpayer when it is placed 
in service. Before the date that the property 
is placed in service (as defined in 
§ 5c.168(f)(8)–6(b)(2)(i)), the property is not 
new section 38 property. Accordingly, 
progress expenditure property cannot be 
qualified leased property. 

Example (3). R Corp., a foreign railroad, ac-
quires new rolling stock and enters into a 
sale and leaseback transaction with B Corp., 
a domestic corporation. R uses the rolling 
stock within and without the United States, 
but predominantly outside the United States 
within the meaning of section 48(a)(2)(A). 
Section 48(a)(2)(B)(ii) is inapplicable to R be-
cause R is neither a domestic railroad cor-
poration nor a United States person; there-
fore, the rolling stock cannot be section 38 
property to R. The property is not qualified 
leased property. 

(2) Placed in service. (i) Property shall 
be considered as placed in service at 
the time the property is placed in a 
condition or state of readiness and 
availability for a specifically assigned 
function. If an entire facility is leased 
under one lease, property which is part 
of the facility will not be considered 
placed in service under this rule until 
the entire facility is placed in service. 
If the lessee claims any investment tax 
credit or ACRS deductions with respect 
to any component which is part of an 
entire facility that is subsequently 
leased, the lessee must file an amended 
return within the time prescribed in 
paragraph (b)(2)(ii) of this section in 
which it foregoes its claim to the in-
vestment tax credit and ACRS deduc-
tions. If such amended return may not 
be filed because the time for filing a 
claim for refund with respect to any 
component under section 6511 has ex-
pired, each component of the facility 
will be considered as placed in service 
at the time the individual component 
is placed in a condition or state of 
readiness and availability for a specifi-
cally assigned function and not when 
the entire facility is placed in service. 

(ii) For purposes other than deter-
mining whether property is qualified 
leased property, property subject to a 
lease under section 168(f)(8) will be 
deemed to have been placed in service 
not earlier than the date such property 
is used under the lease. If the lessee 
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claims any investment tax credit or 
ACRS deductions with respect to prop-
erty placed in service under a lease, the 
lessee must file an amended return 
within 3 months following the execu-
tion of the lease agreement in which 
the lessee foregoes its claim to the in-
vestment tax credit and ACRS deduc-
tions with respect to the leased prop-
erty or the election under section 
168(f)(8) will be void. 

(iii) The application of this para-
graph (b)(2) may be illustrated by the 
following examples: 

Example (1). X Corp. acquires equipment on 
December 31, 1982, and places the equipment 
in service. X’s taxable year ends December 
31. On March 20, 1983, X sells the equipment 
to Y Corp. and leases it back in a transaction 
that qualifies under section 168(f)(8). The 
property is considered to be new section 38 
property to X under paragraph (b)(1). X is 
not allowed any investment tax credit or 
ACRS deductions with respect to the prop-
erty in 1982 because the property is not con-
sidered to have been placed in service for 
purposes other than determining whether it 
is qualified leased property until it is used 
under the lease under subdivision (ii) of this 
subparagraph (2). If X has claimed credits or 
deductions on its 1982 return, it must file an 
amended return for 1982 within 3 months fol-
lowing the execution of the lease agreement 
or the election will be void. 

Example (2). In March 1985, K Corp. com-
pletes reconditioning of a machine, which it 
constructed and placed in service in 1982 and 
which has an adjusted basis in 1985 of $10,000. 
The cost of reconditioning amounts to an ad-
ditional $20,000. K would be entitled to a 
basis of $20,000 in computing its qualified in-
vestment in new section 38 property for 1985. 
In May 1985, K enters into a sale and lease-
back transaction with L Corp. with respect 
to the reconditioned parts of the machine 
that are new section 38 property to K. K and 
L elect to have section 168(f)(8) apply. As-
suming that the adjusted basis of the leased 
property is the same to L as it is to K, the 
property qualifies as qualified leased prop-
erty under section 168(f)(8)(D)(ii) and L is 
considered the tax owner of the property. 
Since, for purposes other than determining 
whether property is qualified leased prop-
erty, the property is deemed originally 
placed in service not earlier than the date 
the property is used under the lease, the 
property is new section 38 property to L and 
L may claim the investment tax credit (and 
ACRS deductions) with respect to the leased 
property. 

(3) Qualified mass commuting vehicle. 
(i) A qualified mass commuting vehicle 

as defined in section 103(b)(9) will con-
stitute qualified leased property for 
purposes of section 168(f)(8)(D)(iii) and 
this section provided all of the fol-
lowing requirements are met: 

(A) At least part (as, for example, 5 
percent) of the financing for the pur-
chase of such vehicle must be derived 
from proceeds of obligations the inter-
est on which is excludable from income 
under section 103(a)(1) (whether or not 
such obligations are described in sec-
tion 103(b)(4)(I)); 

(B) The vehicle must be recovery 
property (i.e., it must have been first 
placed in service by the lessee after De-
cember 31, 1980); and 

(C) The vehicle must not have been 
previously leased under a section 
168(f)(8) lease by the lessee. 

A qualified mass commuting vehicle 
that is qualified leased property may 
be leased under section 168(f)(8) at any 
time after December 31, 1980. The re-
quirement of paragraph (b)(3)(i)(A) of 
this section may be satisfied where the 
vehicles leased under a section 168(f)(8) 
lease are refinanced with proceeds of 
an obligation the interest on which is 
excludable from income under section 
103(a)(1). 

(ii) Where the leased property is pur-
chased, directly or indirectly, by the 
lessor from the lessee (or a party re-
lated to the lessee), the property will 
not qualify under this subsection un-
less the lessor’s adjusted basis in the 
property does not exceed the adjusted 
basis of the lessee (or related party) at 
the time of the execution of the lease. 
The adjusted basis of property to a les-
see (or related party) shall be deter-
mined under Part II of Subchapter O of 
Chapter I of the Code for purposes of 
determining gain, except that the ad-
justment described in section 1016(a)(3) 
and § 1.1016–4 need not be made for 
property acquired during calendar year 
1981 and leased no later than March 1, 
1982. 

(iii) In a transaction characterized as 
a lease under section 168(f)(8), the les-
sor’s adjusted basis may not include 
that portion, if any, of the cost of the 
vehicle to the lessee (or related party) 
that is financed, directly or indirectly, 
with an Urban Mass Transportation 
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Administration (UMTA) grant (exclud-
ing a grant under the interstate trans-
fer provision of the Federal-Aid High-
way Act (FAHA)), a FAHA grant, or 
any other Federal grant. Where a vehi-
cle is included as part of an UMTA- 
funded project, 80 percent of the vehi-
cle’s cost will be deemed to be financed 
with an UMTA grant and 20 percent 
will be deemed to be financed from 
non-Federal sources without regard to 
whether the UMTA funds or the non- 
Federal funds are traceable to any par-
ticular vehicle included within the 
project. For purposes of this subpara-
graph and paragraph (b)(3)(ii) of this 
section, amounts originating from non- 
Federal sources which are paid or in-
curred with respect to leased property 
by a State or political subdivision of 
the State (or political subdivision cre-
ated by the joint authorization of two 
or more States) shall be taken into ac-
count in computing the lessee’s ad-
justed basis in the leased property as if 
the lessee had paid or incurred such 
amounts. 

(iv) If a vehicle is purchased pending 
approval of an UMTA grant, the les-
sor’s unadjusted basis in the vehicle 
may equal the lessee’s unadjusted basis 
unreduced by any subsequently ap-
proved UMTA grant; however, if an 
UMTA grant is later approved and the 
vehicle is included as part of an UMTA- 
funded project, except as provided 
hereinafter in this subparagraph, the 
lease shall terminate with respect to 
an undivided 80 percent interest in the 
vehicle. For the Federal income tax 
consequences of the termination of a 
lease, see § 5c.168(f)(8)–8. If such a subse-
quently approved UMTA grant is used 
to purchase additional qualified mass 
commuting vehicles, the portion of 
each vehicle deemed to be allocable to 
non-UMTA financing (i.e., 20 percent) 
may be leased under section 168(f)(8). If 
a vehicle is purchased pending approval 
of an UMTA grant and leased under 
section 168(f)(8), the lease will not be 
deemed to have terminated with re-
spect to 80 percent of the vehicle when 
the UMTA grant is later approved if 
the total interest leased before the 
grant is approved did not exceed 20 per-
cent of the lessee’s adjusted basis in 
the vehicle (unadjusted basis prior to 
March 1, 1982) unreduced by any subse-

quently approved UMTA grant. For 
purposes of this subparagraph and 
paragraph (b)(3)(iii) of this section, the 
allocation principles applicable to 
UMTA grants shall apply in the case of 
FAHA grants except that 85 percent 
and 15 percent shall be substituted for 
80 percent and 20 percent, respectively. 
Similar allocation rules shall also 
apply to other Federal grants used to 
finance the acquisition of qualified 
mass commuting vehicles. 

(v)(A) Notwithstanding the provi-
sions of § 5c.168(f)(8)–2(a)(3)(iii), the les-
see in a transaction to which this para-
graph (b)(3) applies is not required to 
file an information return or a state-
ment concerning its election under sec-
tion 168(f)(8). 

(B) Notwithstanding the provisions of 
§ 5c.168(f)(8)–2(a)(5), if the transfer of a 
qualified mass commuting vehicle is 
not otherwise a disqualifying event, 
the transferee is not required to file 
the statement mentioned therein. 

(C) The fact that a qualified mass 
commuting vehicle is not section 38 
property because it is used by an ex-
empt entity will not disqualify the 
lease under § 5c.168(f)(8)–8(b)(4); how-
ever, a disqualifying event will occur, 
and the agreement will cease to be 
characterized as a lease under section 
168(f)(8), with respect to a vehicle 
which (1) ceases to be a qualified mass 
commuting vehicle or (2) would cease 
to be section 38 property if used by a 
taxable entity as, for example, a vehi-
cle used predominantly outside the 
United States. For the Federal income 
tax consequences of a disqualifying 
event, see § 5c.168(f)(8)–8. 

(vi) The lessor of a qualified vehicle 
will not be allowed an investment tax 
credit with respect to it under section 
38. 

(vii) The application of this para-
graph (b)(3) may be illustrated by the 
following examples: 

Example (1). On July 1, 1981, a unit of city 
X, X Transit Authority (XTA), purchases 100 
buses after receiving an UMTA grant for 80 
percent of their purchase price. Fifteen per-
cent of the purchase price is financed with a 
combination of State and local govern-
mental grants and 5 percent is financed with 
proceeds from an issue of tax-exempt obliga-
tions described in section 103(b)(4)(I). Be-
cause UMTA financed an 80 percent interest 
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in the 100 buses, XTA may lease under sec-
tion 168(f)(8) only a 20 percent interest in 
each bus. If XTA were to lease 100 percent of 
20 buses, only 20 percent of such buses would 
be deemed to be leased under a safe harbor 
lease. 

Example (2). The facts are the same as in 
example (1) except that UMTA has not yet 
approved XTA’s application in 1981. Pending 
the UMTA approval, XTA purchases and 
places in service 20 buses in July 1981. The 20 
buses are financed with tax-exempt obliga-
tions described in section 103(b)(4)(I). On De-
cember 15, 1981, XTA sells a 100 percent in-
terest in these 20 buses to Corporation M and 
leases them back under a lease in which the 
parties elect to have the provisions of sec-
tion 168(f)(8) apply. M is a calendar-year tax-
payer and claims an ACRS deduction with 
respect to the buses on its return for taxable 
year 1981. On July 1, 1982, UMTA approves 
XTA’s grant application, thus enabling XTA 
to purchase an additional 80 buses. Because 
80 percent of the original 20 buses are deemed 
to have been financed by UMTA beginning on 
July 1, 1982, the safe harbor lease terminates 
with respect to an undivided 80 percent in-
terest in the 20 buses. If XTA would be con-
sidered the owner of the buses without re-
gard to section 168(f)(8), the termination will 
result in a deemed sale of an undivided 80 
percent interest in the 20 buses by M to XTA. 
The amount realized by M on the sale will 
include a proportionate part of the out-
standing amount of M’s debt plus the sum of 
any other consideration received by M. M 
will realize gain or loss, depending upon its 
basis, with applicable section 1245 recapture. 
However, XTA may lease the 20 percent in-
terest in the 80 new buses it purchased in 
1982 which is deemed to have been financed 
with non-Federal funds. 

Example (3). The facts are the same as in 
example (2) except that the grant approved 
by UMTA is used to purchase and renovate a 
bus garage facility. Eighty percent of the 
original 20 buses are deemed to have been fi-
nanced by UMTA beginning on July 1, 1982. 
The lease would still terminate with respect 
to an undivided 80 percent interest in the ve-
hicles. XTA cannot lease the garage facility 
under 168(f)(8) because it does not constitute 
a qualified mass commuting vehicle. 

Example (4). The facts are the same as in 
example (2) except that on December 15, 1981, 
XTA sells and leases back only a 20 percent 
interest in the 20 buses acquired in July 1981. 
When the UMTA grant is later approved, the 
lease will not terminate with respect to any 
portion of the 20 buses. In addition, XTA 
may lease the 20 percent interest in the 80 
new buses purchased in 1982 and deemed to 
have been financed with non-Federal funds. 

Example (5). On August 1, 1982, UMTA ap-
proves a grant for a major 5-year capital ex-
penditure program to improve city Y’s rapid 
rail transit system. None of the funds relat-

ing to this UMTA-funded project, provided 
either by UMTA or by city Y, will be used to 
purchase qualified mass commuting vehicles. 
Instead, a number of rapid rail cars and 
buses will be purchased entirely with funds 
provided with a combination of grants by the 
State and city governments and of proceeds 
from an issue of tax-exempt obligations de-
scribed in section 103(a). Because none of the 
rapid rail cars and buses are included as part 
of the UMTA-funded project, no part of them 
is deemed to be financed by UMTA. If at 
least 5 percent of the cost of the qualified 
mass commuting vehicles is provided by tax 
exempt obligations under section 103(a), the 
vehicles will be qualified leased property in 
their entirety. 

Example (6). City Z has a mass transit 
agency (ZTA) which purchases on July 1, 
1982, 10 buses for which it pays $1,000,000, 95 
percent of which is derived from grants from 
city Z and 5 percent from tax exempt obliga-
tions described in section 103(a). The buses 
have a useful life within the meaning of 
§ 1.167(a)–1(b) of 10 years and their salvage 
value is zero. On July 1, 1983, ZTA sells these 
buses to corporation P and leases them back 
in a transaction which the parties elect to 
have treated as a lease under section 
168(f)(8). At the time of the sale and lease-
back, ZTA’s adjusted basis in the 10 buses 
under section 1016(a)(3) and § 1.1016–4 is 
$900,000 ($1,000,000 cost less $100,000 of depre-
ciation sustained, computed on a stright-line 
basis). Before the transaction will qualify 
under section 168(f)(8) and § 5c.168(f)(8)– 
6(b)(3)(ii), P’s adjusted basis in the vehicles 
may not exceed ZTA’s basis, or $900,000. As-
suming that the transaction qualifies under 
section 168(f)(8) and that corporation P is a 
calendar year taxpayer, P may claim ACRS 
deductions for 1982 of $135,000 (15 percent of 
$900,000). 

Example (7). The facts are the same as in 
example (6) except that the sale and lease-
back transaction is closed on December 31, 
1982. P’s adjusted basis in the vehicles may 
not exceed ZTA’s basis, or $950,000 ($1,000,000 
cost less $50,000 of depreciation sustained, 
computed on a straight-line basis). 

Example (8). The facts are the same as in 
example (6) except that ZTA purchases the 
buses on June 1, 1981, and enters into the sale 
and leaseback transaction with corporation 
P on December 31, 1981. Under § 5c.168(f)(8)– 
6(b)(3)(ii), no adjustment is made to ZTA’s 
basis in the buses for depreciation sustained. 
Therefore, P’s basis in the buses may equal 
ZTA’s cost of $1,000,000. 

Example (9). On July 1, 1981, a unit of city 
W, W Transit Authority (WTA), purchases 
100 buses with local grants derived entirely 
from a city W sales tax. The buses do not 
constitute qualified leased property under 
§ 5c.168(f)(8)–6(b)(3) because no part of the fi-
nancing for their purchase was derived from 
the proceeds of tax exempt obligations. 
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Example (10). The facts are the same as in 
example (9) except that on November 1, 1981, 
WTA borrows 5 percent of the cost of the 
buses and pledges them as security. The in-
terest on WTA’s obligation is excludable 
from income under section 103(a)(1). On De-
cember 31, 1981, WTA sells to T Corp. all 100 
buses and leases them back. Under 
§ 5c.168(f)(8)–6(b)(3)(i), each bus is deemed to 
be financed with the proceeds of tax exempt 
obligations. Therefore, if the vehicles other-
wise meet the definition of qualified leased 
property, all the vehicles will be qualified 
leased property under this section. 

(4) Foreign lessees. In addition to the 
other provisions of this section, prop-
erty which is leased under a section 
168(f)(8) lease to a foreign person shall 
not be qualified leased property unless 
the gross income attributable to the 
property from all sources (determined 
without regard to section 872(a) or 
882(b)) is effectively connected with a 
trade or business within the United 
States, and the taxable income, if any, 
attributable to the property is subject 
to tax under section 871(b)(1) or 
882(a)(1). For this purpose, if income at-
tributable to the property is not in-
cluded in gross income of a foreign les-
see, and is exempt from taxation, under 
sections 872 or 833, or if the income is 
otherwise exempt from taxation under 
any income tax convention to which 
the United States is a party, then the 
property shall not be qualified leased 
property. 

(5) Other rules. (i) Qualified leased 
property may include undivided inter-
ests in property or property regardless 
of whether or not it is considered sepa-
rate property under State or local law. 
If property subject to a section 168(f)(8) 
lease is later determined not to be 
qualified leased property, disqualifica-
tion of the lease under section 168(f)(8) 
will apply only as to that property. 

(ii) The application of this paragraph 
(b)(5) may be illustrated by the fol-
lowing examples: 

Example (1). On July 1, 1981, X Corp. con-
tracts to have a manufacturing facility con-
structed for use in its business. Construction 
of the facility is completed on July 1, 1982, 
and the facility is deemed to be placed in 
service as of that date under § 5c.168(f)(8)– 
6(b)(2)(i). The facility is comprised of a mix-
ture of new section 38 property and buildings 
that do not qualify as section 38 property. On 
August 1, 1982, X sells the new section 38 
property in the facility to Y and leases it 

back under an agreement in which the par-
ties elect to be treated as a lease described in 
section 168(f)(8). Assuming that the other re-
quirements of this paragraph are met, the 
new section 38 property contained in the fa-
cility will be qualified leased property. If it 
is later determined that property subject to 
the section 168(f)(8) lease is not new section 
38 property (and thus not qualified leased 
property), the safe harbor protection will be 
lost only as to that property. 

Example (2). X Corp. acquires a certain 
piece of equipment (which is new section 38 
property) for use in its business. Within 3 
months, X sells a 70 percent undivided inter-
est in the property to lessor A and a 10 per-
cent undivided interest in the property to 
lessor B and leases both portions back under 
separate section 168(f)(8) leases. The invest-
ment tax credit and ACRS deductions associ-
ated with the property will be divided among 
X, lessor A, and lessor B, on a basis of 20 per-
cent, 70 percent, and 10 percent, respectively. 

[T.D. 7791, 46 FR 51907, Oct. 23, 1981, as 
amended by T.D. 7795, 46 FR 56150, Nov. 13, 
1981; T.D. 7800, 46 FR 63258, Dec. 31, 1981] 

§ 5c.168(f)(8)–7 Reporting of income, 
deductions and investment tax 
credit; at risk rules. 

(a) In general. The fact that the les-
sor’s payments of interest and prin-
cipal and the lessee’s rental payments 
under the lease are not equal in 
amount will not prevent the lease from 
qualifying under section 168(f)(8). How-
ever, see paragraph (b) for special re-
quirements in sale and leaseback trans-
actions. In determining the parties’ in-
come, deductions, and investment tax 
credit under the lease, the rules in 
paragraphs (c) through (g) of this sec-
tion shall apply regardless of the over-
all method of accounting otherwise 
used by the parties. 

(b) Requirements for sale and leaseback 
transaction. If the property leased is fi-
nanced by the lessee (or a related party 
of the leasee) in a sale and leaseback 
transaction, the lease will not qualify 
under section 168(f)(8) unless— 

(1) The term of the lessor’s purchase 
money obligation is coterminous with 
the term of the lease, and 

(2) The lessor’s obligation bears a 
reasonable rate of interest. For this 
purpose, a rate of interest shall be pre-
sumed to be reasonable if, on the date 
the agreement is executed, it is within 
3 percentage points of (i) the rate in ef-
fect under section 6621, the prime rate 
in effect at any local commercial bank, 
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or the most recent applicable rate de-
termined by the Secretary under 
§ 1.385–6 (e)(2)(i), or (ii) an arm’s-length 
rate as defined in § 1.482–2, or (iii) any 
rate between any two of the rates de-
scribed by subdivisions (i) and (ii) of 
this paragraph(b)(2). 

(c) Interest deductions and income—(1) 
Deductibility from income. In deter-
mining the amount of interest that a 
lessor may deduct in a taxable year 
with respect to its purchase money ob-
ligation given to the lessee or to a 
third party creditor, the lessor may 
not claim a deduction that would be— 

(i) Greater than a deduction that 
would be allowed to an accrual basis 
taxpayer under a level-payment mort-
gage, amortized over a period equal to 
the term of the lessor’s obligation, or 

(ii) Less than a deduction that would 
be allowed to an accrual basis taxpayer 
under a straight line amortization of 
the principal over the term of the les-
sor’s obligation. 
In cases in which the property is not fi-
nanced by the lessee or a party related 
to the lessee, the computation of the 
interest deduction may take into ac-
count fluctuations in the interest rate 
which are dependent on adjustments in 
the prime rate or events outside the 
control of the lessor and the third 
party creditor. 

(2) Includibility in income. The lessee 
shall include interest on the lessor’s 
purchase money obligation in income 
at the same time and in the same 
amount as the lessor’s interest deduc-
tions, as determined under paragraph 
(c)(1). 

(d) Rental income and deductions—(1) 
Deductibility from income. The amount 
of the lessee’s rent deduction under a 
section 168(f)(8) lease with respect to 
any taxable year shall be a pro rata 
portion of the aggregate amount re-
quired to be paid by the lessee to the 
lessor under the terms of the lease 
agreement. If the lessee is required to 
purchase the leased property at the end 
of the lease term, of if the lessor has an 
option to sell the property to the les-
see, rent shall not include the lesser 
of— 

(i) The amount of the lessee’s pur-
chase obligation, whether fixed by the 
terms of the lease agreement or condi-
tioned on the exercise of the lessor’s 

option to sell the property to the les-
see, or 

(ii) The fair market value of the 
property at the end of the lease term 
determined at the beginning of the 
lease term. 
For this purpose, fair market value 
shall be determined without taking 
into account any increase or decrease 
for inflation or deflation during the 
lease term. Rent deductions may be ad-
justed pursuant to the terms of the 
lease agreement to account for fluctua-
tions which are dependent on events 
outside the control of the lessor and 
lessee, such as a change in the interest 
rate charged by a third party creditor 
of the lessor on the debt incurred to fi-
nance the purchase of the leased prop-
erty. 

(2) Includibility in income. The lessor 
shall include rent in income as follows: 

(i) In the case of prepayments of rent, 
the earlier of when such rent is paid by 
the lessee or accrued under the lease, 
and 

(ii) In the case of other rent, at the 
same time and in the same amount as 
the lessee’s rent deductions, as deter-
mined under paragraph (d)(1). 

(e) ACRS deductions. The deductions 
that the lessor is allowed under section 
168(a) with respect to property subject 
to a section 168(f)(8) lease shall be de-
termined without regard to the limita-
tion in section 168(f)(10)(B)(iii). The re-
covery class of qualified leased prop-
erty in the hands of the lessor shall be 
determined by the character of the 
property in the hands of the owner of 
the property without regard to section 
168(f)(8). Any elections under section 
168(b)(3) by the lessor with respect to 
the class of recovery property to which 
the qualified leased property is as-
signed shall apply to the leased prop-
erty. However, with respect to RRB re-
placement property, the transitional 
rule of section 168(f)(3) shall be inappli-
cable to the lessor. 

(f) At risk requirements. The amount of 
the investment credit and ACRS deduc-
tions that a lessor shall be allowed 
with respect to the leased property 
shall be limited to the extent the at 
risk rules under the investment tax 
credit provisions and section 465 apply 
to the lessee or to the lessor. In deter-
mining the amount the lessee would be 
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at risk, the at risk rules will be applied 
as if the lessee had not elected to have 
section 168(f)(8) apply. Thus, for exam-
ple, if, without regard to section 
168(f)(8), an individual lessee would be 
treated as the owner of the leased prop-
erty for Federal tax law purposes, the 
lessor under a section 168(f)(8) lease 
would be allowed ACRS deductions or 
investment tax credits with respect to 
the property only to the extent that 
the lessee may have claimed them had 
the parties not elected treatment 
under section 168(f)(8). In addition, the 
ACRS deductions and investment tax 
credits that a lessor is allowed with re-
spect to the property are further lim-
ited to the extent that the at risk rules 
apply to the lessor as owner of the 
property under the section 168(f)(8) 
lease. If the lessor and the lessee are 
subject to the at risk rules, the lessor 
is allowed only the lesser of the ACRS 
deductions and investment tax credits 
allowable to the lessor and the lessee. 

(g) Limitation on section 48(d) amount. 
If in a sale and leaseback transaction 
the lessor elects pursuant to section 
48(d) to treat the lessee (which is the 
user of the property) as having ac-
quired the property for purposes of 
claiming the investment tax credit, the 
lessee shall be treated as acquiring the 
property for an amount equal to the 
basis of the property to the lessor (and 
not for an amount equal to its fair 
market value). The investment tax 
credit allowable to the lessee is further 
limited to the extent the at risk rules 
apply to either the lessor or to the les-
see. See paragraph (f) of this section. 

(h) Examples. The application of the 
provisions of this section may be illus-
trated by the following examples. 

Example (1). Y, a qualified lessor, acquires 
a piece of equipment which is qualified 
leased property for $1 million and leases it to 
X under a lease which the parties properly 
elect to have characterized as a lease de-
scribed in section 168(f)(8). The equipment 
has a 10-year economic life and falls within 
the 5-year ACRS class. Under the terms of 
the lease, X, the lessee-user, is obligated to 
pay Y nine annual payments of $10,000 and, 
at the end of the lease term, Y has the option 
to sell the property to X for $2,160,000. Under 
§ 5c.168(f)(8)–7(d), the aggregate payments re-
quired to be made by X under the lease are 
$2,250,000 ($90,000 rent plus $2,160,000 option 
price) and are treated as rent to Y (less a 
reasonable estimate for the residual value of 

the property) and taxable as such. Assuming 
a reasonable estimate of the residual value is 
zero, the full $2,250,000 will be treated as 
rent, and under § 5c.168(f)(8)–7(d), such 
amount is deductible by X and includible in 
Y’s income ratably over the term of the 
lease, i.e., at a rate of $250,000 per year 
($2,250,000 divided by 9). 

Example (2). The facts are the same as in 
example (1) except that under the terms of 
the lease X is obligated to make rental pay-
ments of $100,000 for each of the first 5 years 
of the lease and $300,000 for each of the 4 re-
maining years under the lease. Further, X 
has an option to purchase the equipment for 
$1.00 at the end of the lease term. Pursuant 
to § 5c.168(f)(8)–7(d), X’s aggregate rental pay-
ments are deductible by X and are includible 
in Y’s income ratably over the term of the 
lease. Thus, the annual rental payments are 
deemed to be $188,000 per year ($1,700,000 di-
vided by 9). 

[T.D. 7791, 46 FR 51907, Oct. 23, 1981, as 
amended by T.D. 7795, 46 FR 56150, Nov. 13, 
1981] 

§ 5c.168(f)(8)–8 Loss of section 168(f)(8) 
protection; recapture. 

(a) In general. Upon the occurrence of 
an event that causes an agreement to 
cease to be characterized as a lease 
under section 168(f)(8), the character-
ization of the lessor and lessee shall be 
determined without regard to section 
168(f)(8). 

(b) Events which cause an agreement to 
cease to be characterized as a lease. A dis-
qualifying event shall cause an agree-
ment to cease to be treated as a lease 
under section 168(f)(8) as of the date of 
the disqualifying event. A disquali-
fying event shall include the following: 

(1) The lessor sells or assigns its in-
terest in the lease or in the qualified 
leased property in a taxable trans-
action. 

(2) The failure by the lessor to file a 
copy of the information return (or ap-
plicable statement) with its income tax 
return as required in § 5c.168(f) (8)–2 
(a)(3)(iii). 

(3) The lessee (or any transferee of 
the lessee’s interest) sells or assigns its 
interest in the lease or in the qualified 
leased property in a transaction not de-
scribed in § 5c.168(f)(8)–2(a)(6) and the 
transferee fails to execute, within the 
prescribed time, the consent described 
in § 5c.168(f)(8)–2(a)(5), or either the les-
sor or the transferee fail to file state-
ments with their income tax returns as 
required by that paragraph. 
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(4) The property ceases to be section 
38 property as defined in § 1.48–1 in the 
hands of the lessor or lessee, for exam-
ple, due to its conversion to personal 
use or to use predominantly outside 
the United States, or to use by a lessee 
exempt from Federal income taxation. 

(5) The lessor ceases to be a qualified 
lessor by becoming an electing small 
business corporation or a personal 
holding company (within the meaning 
of section 542(a)). 

(6) The minimum investment of the 
lessor becomes less than 10 percent of 
the adjusted basis of the qualified 
leased property as described in section 
168(f)(8)(B)(ii) and § 5c.168(f)(8)–4. 

(7) The lease terminates. 
(8) The property becomes subject to 

more than one lease for which an elec-
tion is made under section 168(f)(8). 

(9) Retirements and casualties. [Re-
served] 

(10) The property is transferred in a 
bankruptcy or similar proceeding and 
the lessor fails either to furnish the ap-
propriate notification or to file a state-
ment with its income tax return as re-
quired by § 5c.168(f)(8)–2(a)(6). 

(11) The property is transferred in a 
bankruptcy or similar proceeding and 
not all lenders with perfected and time-
ly interests in the property specifically 
exclude or release the Federal income 
tax ownership of the property as re-
quired under § 5c.168(f)(8)–2(a)(6)(iii.) 

(12) The property is transferred sub-
sequent to a bankruptcy or similar pro-
ceeding and the lessor fails to furnish 
notice to the transferee prior to the 
transfer or fails to file a statement 
with its income tax return, and either 
the lessor fails to secure the trans-
feree’s consent or the lessor or the 
transferee fail to file statements with 
their returns. 

(13) The property is leased under the 
provisions of section 168(f)(8)(D)(iii) 
and § 5c.168(f)(8)–6(b)(3) and ceases to be 
a qualified mass commuting vehicle. 

(14) The failure by the lessor to file 
the required information return de-
scribed in § 5c.168(f)(8)–2 (a)(3)(ii) by 
January 31, 1982, unless the lessee files 
such return by January 31, 1982. 

(c) Recapture. The required amount of 
recapture of the investment tax credit 
and of accelerated cost recovery deduc-
tions after a disqualifying event shall 

be determined under sections 47 and 
1245, respectively. 

(d) Consequences of loss of safe harbor 
protection. The tax consequences of a 
disqualifying event depend upon the 
characterization of the parties without 
regard to section 168(f)(8). If the lessee 
would be the owner of the property 
without regard to section 168(f)(8), the 
disqualifying event will be deemed to 
be a sale of the qualified leased prop-
erty by the lessor to the lessee. The 
amount realized by the lessor on the 
sale will include the outstanding 
amount (if any) of the lessor’s debt on 
the property plus the sum of any other 
consideration received by the lessor. A 
disposition that results from a dis-
qualifying event shall not be treated as 
an installment sale under section 453. 

(e) Examples. The application of the 
provisions of this section may be illus-
trated by the following examples: 

Example (1). M Corp. and N Corp. enter into 
a sale and leaseback transaction in which 
the leaseback agreement is characterized as 
a lease under section 168(f)(8) and M is treat-
ed as the lessor. In the second year of the 
lease, M becomes an electing small business 
corporation under subchapter S. The agree-
ment ceases to be treated as a lease under 
section 168(f)(8) as of the date of the sub-
chapter S election. Without respect to sec-
tion 168(f)(8), N would be considered the 
owner of the property. The disqualification 
of M will be treated as a sale of the qualified 
leased property from M to N for the amount 
of the purchase money debt on the property 
then outstanding. M will realize gain or loss, 
depending upon its basis, with applicable in-
vestment tax credit and section 1245 recap-
ture. N will acquire the property with a basis 
equal to the amount of the outstanding obli-
gation. The property will not be used section 
38 property to N under § 1.48–3(a)(2). 

Example (2). Q Corp. (as lessor) and P Corp. 
(as lessee) enter into a lease that is charac-
terized as a lease under section 168(f)(8). The 
lease has a 6-year term. P has no option to 
renew the lease or to purchase the property. 
At the end of 6 years, if P would be consid-
ered the owner of the property without re-
gard to section 168(f)(8), upon the termi-
nation of the lease the property will be 
deemed to be sold by Q to P for the amount 
of the purchase money debt outstanding with 
respect to the property. 

[T.D. 7791, 46 FR 51907, Oct. 23, 1981, as 
amended by T.D. 7795, 46 FR 56150, Nov. 13, 
1981; T.D. 7800, 46 FR 63259, Dec. 31, 1981] 
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§ 5c.168(f)(8)–9 Pass-through leases— 
transfer of only the investment tax 
credit to a party other than the ulti-
mate user of the property. [Re-
served] 

§ 5c.168(f)(8)–10 Leases between re-
lated parties. [Reserved] 

§ 5c.168(f)(8)–11 Consolidated returns. 
[Reserved] 

§ 5c.1305–1 Special income averaging 
rules for taxpayers otherwise re-
quired to compute tax in accord-
ance with § 5c.1256–3. 

(a) In general. If an eligible individual 
(as defined in section 1303 and the regu-
lations thereunder) is described in the 
first sentence of § 5c.1256–3(a), chooses 
the benefits of income averaging and 
otherwise complies with the special 
rules under section 1304 and the regula-
tions thereunder, and has averagable 
income (as defined in section 1302 and 
the regulations thereunder) in excess of 
$3,000, then the individual shall com-
pute the tax under section 1301 as pro-
vided in this section. The computation 
under this section shall be in lieu of 
the computation under § 5c.1256–3. 

(b) Computation of tax. The individual 
shall compute the tax under section 
1301 as follows: 

Step (1). Compute tax under section 1301 and 
the regulations thereunder on all taxable 
income, including gains or losses on regu-
lated futures contracts subject to section 
1256(a) and the regulations thereunder, 
using rates applicable to the taxpayer for 
the taxable year which includes June 23, 
1981. 

Step (2). Compute tax under section 1301 and 
the regulations thereunder on all taxable 
income, including gains or losses on regu-
lated futures contracts subject to section 
1256(a) and the regulations thereunder, 
using rates applicable to the taxpayer for 
taxable years beginning in 1982. 

Step (3). Compute the percentage of adjusted 
gross income attributable to all sources ex-
cept regulated futures contracts subject to 
section 1256(a) and the regulations there-
under. 

Step (4). Compute the percentage of adjusted 
gross income attributable to regulated fu-
tures contracts subject to section 1256(a) 
and the regulations thereunder. Both the 
percentage in Step (3) and the percentage 
in Step (4) are to be rounded to the nearest 
percent. The sum of both percentages must 
equal 100 percent. 

Step (5). Multiply the result of Step (1) with 
the result of Step (3). 

Step (6). Multiply the result of Step (2) with 
the result of Step (4). 

Step (7). Add the result of Step (5) and the re-
sult of Step (6). This is the tax for the indi-
vidual under section 1301 for the taxable 
year which includes June 23, 1981. 

(c) Option to defer tax. If an individual 
computes the tax under section 1301 as 
provided in paragraph (a) of this sec-
tion, the individual may also opt to 
pay part or all of the deferrrable tax 
under income averaging (as defined in 
paragraph (d) of this section) for the 
taxable year which includes June 23, 
1981, in 2 or more, but not more than 5, 
equal installments in accordance with 
this section. Such individual may not 
opt to pay part or all of the deferrable 
tax in installments under § 5c.1256–3. 
An individual opting to defer payment 
must attach a statement to Form 6781 
indicating the computation of defer-
rable tax under income averaging, the 
number of installments in which the 
individual opts to pay the deferrable 
tax under income averaging, and the 
amount of each such payment. 

(d) Deferrable tax under income aver-
aging. The deferrable tax under income 
averaging is the excess of— 

(1) The tax for the taxable year which 
includes June 23, 1981, computed pursu-
ant to paragraph (b) of this section, 
over 

(2) The tax for the taxable year which 
includes June 23, 1981, computed pursu-
ant to paragraph (b) of this section, ex-
cept that pre-transitional year gain or 
loss (as described in § 5c.1256–2(g)) is 
omitted for purposes of recomputing 
the percentage in Step (4). As com-
puted under this subparagraph (2), the 
sum of the percentage in Step (3) and 
Step (4) will not equal 100 percent. 

(e) Rules of application. The provi-
sions of § 5c.1256–3 (c), (f), (g), (h), (i), 
and (j) shall apply in computing the 
tax and in determining the deferrable 
tax under income averaging under this 
section. 

(f) Examples. The application of this 
section may be illustrated by the fol-
lowing examples: 

Example (1). Individual A is a single, cal-
endar year taxpayer with no dependents. A 
reported the following amounts for the fol-
lowing years on line 34 of Form 1040: 
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1977—$80,000 
1978—$90,000 
1979—$100,000 
1980—$110,000 

A reports the following amounts for the fol-
lowing lines on Form 1040 for 1981: 

line 7—$120,000 
line 12—$600,000 
line 32b—$19,000 
line 33—$1,000 

The amount on line 12 is computed as fol-
lows: $937,500 of gain is attributable to regu-
lated futures contracts subject to section 
1256(a). Of that total, 40 percent is short term 
capital gain ($375,000) and 60 percent is long 
term capital gain ($562,500). Of the long term 
capital gain, 40 percent is taxable ($225,000). 
Therefore, A reports $600,000 on line 12 
($375,000+$225,000). 

The result of Step (1) is $464,013.41. The re-
sult of Step (2) is $337,051.52. The result of 
Step (3) is 17 percent. The result of Step (4) 
is 83 percent. The result of Step (5) is 
$78,882.28. The result of Step (6) is $279,752.76. 
The result of Step (7) is $358,635.04. This is 
A’s tax for 1981 under section 1301. 

Example (2). The facts are the same as in 
Example (1), except that $703,125 of the 
$937,500 gain attributable to regulated fu-
tures contracts is pre-transitional year gain 
or loss (as described in § 5c.1256–2(g)). A’s tax 
for 1981 under section 1301 is $358,635.04. A 
may opt to pay in installments a maximum 
of $221,004.68 of the tax due in 1981. If A opts 
to defer the maximum amount and pay in 5 
equal installments, A must pay for 1981 a tax 
of $181,831.30. Each of the 4 succeeding in-
stallments is $44,200.94 plus interest com-
puted in accordance with § 5c.1256–3(g)(3). 

(Secs. 1305 and 7805 of the Internal Revenue 
Code of 1954 (78 Stat. 110, 26 U.S.C. 1305; 68A 
Stat. 917, 26 U.S.C. 7805); secs. 508(c) and 509 
of the Economic Recovery Tax Act of 1981 (95 
Stat. 333–335)) 

[T.D. 7826, 47 FR 38692, Sept. 2, 1982] 

PART 5e—TEMPORARY INCOME 
TAX REGULATIONS, TRAVEL EX-
PENSES OF MEMBERS OF CON-
GRESS 

AUTHORITY: Secs. 280A(f)(4)(B) and 7805 of 
the Internal Revenue Code of 1954 (95 Stat. 
1641, 26 U.S.C. 7805; 68A Stat. 917, 26 U.S.C. 
7805). 

§ 5e.274–8 Travel expenses of Members 
of Congress. 

(a) In general. Members of Congress 
(including any Delegate and Resident 
Commissioner) who are away from 
home within the meaning of section 162 

(a), in the Washington, DC area, may 
elect in accordance with paragraph (f) 
of this section to deduct an amount de-
scribed in paragraph (c) of this section 
as living expenses, without substan-
tiation. A Member who elects under 
this section may not deduct any 
amount for the living expenses de-
scribed in paragraph (b). A Member 
who does not make an election under 
this section must substantiate his ex-
penses for living in Washington, DC in 
accordance with section 274 and § 1.274– 
5. 

(b) Living expenses covered. The 
amount allowed to be deducted without 
substantiation, pursuant to this sec-
tion, for costs incurred for living in the 
Washington, DC area represents 
amounts expended for meals, lodging, 
and other incidental expenses. Meals 
include the actual cost of the food and 
expenses incident to the preparation 
and serving thereof. Lodging includes 
amounts paid for rent, care of prem-
ises, utilities, insurance and deprecia-
tion of household furnishings owned by 
the Member. In the case of a Member 
who lives in a residence owned by him 
in the Washington, DC area, the cost of 
lodging also includes depreciation on 
such residence. Other incidental ex-
penses include laundry, cleaning, and 
local transportation. Local transpor-
tation includes travel within a 50 mile 
radius of Washington, DC, whether by 
private automobile, taxicab or other 
transportation for hire. Interest and 
taxes on personal property will not be 
considered expenses to be included 
within this paragraph. 

(c)(1) Amounts allowed without sub-
stantiation. The amount that may be 
deducted pursuant to section 162 and 
these regulations is an amount equal 
to the product of the number of Con-
gressional days in the taxable year, 
multiplied by the designated amount. 
The designated amount is— 

(i) In the case of a Member who de-
ducts interest and taxes attributable to 
the ownership of a personal residence 
in the Washington, DC area, two-thirds 
of the maximum amount of actual sub-
sistence for Washington, DC payable 
pursuant to 5 U.S.C. 5702(c), or 

(ii) In the case of a Member not de-
scribed in paragraph (c)(1)(i), the max-
imum amount of actual subsistence for 

VerDate Aug<04>2004 11:29 Apr 28, 2005 Jkt 205096 PO 00000 Frm 00108 Fmt 8010 Sfmt 8010 Y:\SGML\205096.XXX 205096



99 

Internal Revenue Service, Treasury § 5e.274–8 

Washington, DC payable pursuant to 5 
U.S.C. 5702(c). 
A Member who incurs interest and 
taxes on his residence in the Wash-
ington, DC area may forego the deduc-
tion of such amounts and use the des-
ignated amount prescribed by para-
graph (c)(1)(ii). 

(2) If a Member, who lives in a resi-
dence owned by him in the Washington, 
DC area, chooses to deduct amounts 
prescribed in paragraph (c)(1) of this 
section, the Member must treat as an 
adjustment to the basis of such resi-
dence an amount equal to 20 percent of 
the maximum amount of actual sub-
sistence multiplied by the number of 

Congressional days. Such adjustments 
will be considered a proper adjustment 
for exhaustion, wear, and tear under 
this subtitle. 

(d) Congressional days. The number of 
Congressional days with respect to a 
Member is the number of days in the 
taxable year less the number of days in 
periods in which the Member’s Con-
gressional chamber was not in session 
for 5 consecutive days or more (includ-
ing Saturday and Sunday). The number 
of days with respect to a Member is de-
termined without regard to whether or 
not the Member was in the Wash-
ington, DC area on such days. 
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(e) Other deductible amounts. This sec-
tion does not preclude the deduction of 
otherwise allowable expenses for travel 
fares (other than local travel in the 

Washington, DC), long distance tele-
phone and telegraph, and travel ex-
penses incurred other than in the 
Washington, DC area. However, such 
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expenses are subject to the substan-
tiation requirements of section 274. 

(f) Election. To elect to deduct the 
amounts prescribed by this section, a 
Member must attach to his return for 
the taxable year a statement indi-
cating, (1) that the deduction for travel 
expenses while living in the Wash-
ington, DC area are computed pursuant 
to § 5e.274–8, and (2) whether a separate 
deduction is being taken for interest 
and taxes paid or incurred with respect 
to the personal residence of the Mem-
ber if in the Washington, DC area. 

(g) Effective date. This section is ef-
fective for taxable year beginning after 
December 31, 1980. 

(h) Examples. The following examples 
are based on a calendar from a Final 
Edition of the Calendar of the United 
States, House of Representatives and 
History of Legislation. The marked 
days indicate days the House of Rep-
resentatives was in session. 

Example 1 In determining the number of 
Congressional days for 198X for which the 
designated amount may be computed, the 
number of days in such year is reduced by 125 
days determined as follows: 

Days 

Feb. 14–18 ................................................................ 5 
Apr. 3–14 ................................................................... 12 
May 23–27 ................................................................. 5 
July 3–20 ................................................................... 18 
Aug. 2–17 .................................................................. 16 
Aug. 29–Sept. 2 ......................................................... 5 
Oct. 3–Nov. 11 .......................................................... 40 
Nov. 22–Nov. 30 ........................................................ 9 
Dec. 17–Dec. 31 ........................................................ 15 

Total ............................................................ 125 

Thus for 198X (a leap year) a typical Member 
of the House of Representatives will have 241 
(366¥125) Congressional days. 

Example 2 On August 1, Z a calendar year 
taxpayer is elected to the Congress to fill the 
unexpired term of Member Y. In determining 
the number of Congressional days, Z may 
only consider the number of days during the 
year for which he was a Member of Congress. 
For Z the number of Congressional days is 
68. 

Example 3 Member X, a calendar year tax-
payer, owns his own home in Washington, 
DC, where he lives with his family. While in 
Washington, DC, Member X is away from 
home within the meaning of section 162(a). X 
maintains no records attributable to his ex-
penses in Washington, DC X has been a Mem-
ber of Congress for the entire year. The max-
imum amount of subsistence for Washington, 
DC for 198X is $75. X may deduct for 198X 

$18,075 (241 days×$75) attributable to expenses 
while away from home in Washington, DC. 
Even if X maintained records as to living ex-
penses in Washington, DC, X may choose to 
deduct $18,075 as the total amount attrib-
utable to living expenses in Washington, DC. 
If X deducts $18,075 X may not deduct any in-
terest and taxes under section 163 or 164 at-
tributable to the residence in Washington, 
DC. 

Example 4 Member C, a calendar year tax-
payer owns his own home in Washington, DC, 
where he lives with his family. While in 
Washington, DC. Member C is away from 
home within the meaning of section 162(a). C 
can establish that he paid $12,000 as interest 
on a mortgage and $3,000 in local real estate 
taxes. C has been a Member of Congress for 
the entire year. C may choose to deduct 
$12,050 (241 days×[2⁄3×$75]) attributable to ex-
penses in Washington, DC. Further, C may 
deduct under sections 163 and 164 $12,000 of 
interest and $3,000 of taxes respectively. 

Example 5 Assume the same facts as in Ex-
ample (4). In addition, on March 15, 16, and 
17, Member C travels to New York City to de-
liver a speech for which he receives an hono-
rarium which he includes in income. C re-
ceives no additional amounts for travel re-
imbursement. While in New York City C in-
curs $350 for 3 nights lodging at a hotel and 
$150 for meals. In addition to the amounts 
deductible pursuant to this section, C may 
deduct the $500 as a travel expenses. Such de-
duction is subject to the substantiation rules 
of section 274. 

Example 6 Assume the same facts as exam-
ple (5). Member C receives, in addition to the 
honorarium, $600 reimbursement for travel 
expenses. C must include the $600 in income 
and may deduct the travel expenses he in-
curred. 

[T.D. 7802, 47 FR 2987, Jan. 21, 1982; 47 FR 
4680, Feb. 2, 1982] 

PART 5f—TEMPORARY INCOME TAX 
REGULATIONS UNDER THE TAX 
EQUITY AND FISCAL RESPONSI-
BILITY ACT OF 1982 

Sec. 
5f.103–1 Obligations issued after December 

31, 1982, required to be in registered form. 
5f.103–2 Public approval of industrial devel-

opment bonds. 
5f.103–3 Information reporting requirements 

for certain bonds. 
5f.163–1 Denial of interest deduction on cer-

tain obligations issued after December 
31, 1982, unless issued in registered form. 

5f.168(f)(8)–1 Questions and answers con-
cerning transitional rules and related 
matters regarding certain safe harbor 
leases. 
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AUTHORITY: 26 U.S.C. 7805. Secs. 5f.103–1 and 
5f.163–1 also issued under 26 U.S.C. 103(j), 26 
U.S.C. 163(f), and 96 Stat. 595. 

§ 5f.103–1 Obligations issued after De-
cember 31, 1982, required to be in 
registered form. 

(a) Registration; general rule. Interest 
on a registration-required obligation 
(as defined in paragraph (b) of this sec-
tion) shall not be exempt from tax not-
withstanding section 103 (a) or any 
other provision of law, exclusive of any 
treaty obligation of the United States, 
unless the obligation is issued in reg-
istered form (as defined in paragraph 
(c) of this section). 

(b) Registration-required obligation. 
For purposes of this section, the term 
‘‘registration-required obligation’’ 
means any obligation except any one of 
the following: 

(1) An obligation not of a type offered 
to the public. The determination as to 
whether an obligation is not of a type 
offered to the public shall be based on 
whether similar obligations are in fact 
publicly offered or traded. 

(2) An obligation that has a maturity 
at the date of issue of not more than 1 
year. 

(3) An obligation issued before Janu-
ary 1, 1983. An obligation first issued 
before January 1, 1983, shall not be con-
sidered to have been issued on or after 
that date merely as a result of the ex-
istence of a right on the part of the 
holder of such obligation to convert 
the obligation from registered form 
into bearer form, or as a result of the 
exercise of such a right. 

(4) An obligation described in § 5f.163– 
1 (c) (relating to certain obligations 
issued to foreign persons). 

(c) Registered form—(1) General rule. 
An obligation issued after January 20, 
1987, pursuant to a binding contract en-
tered into after January 20, 1987, is in 
registered form if— 

(i) The obligation is registered as to 
both principal and any stated interest 
with the issuer (or its agent) and trans-
fer of the obligation may be effected 
only by surrender of the old instru-
ment and either the reissuance by the 
issuer of the old instrument to the new 
holder or the issuance by the issuer of 
a new instrument to the new holder, 

(ii) The right to the principal of, and 
stated interest on, the obligation may 

be transferred only through a book 
entry system maintained by the issuer 
(or its agent) (as described in para-
graph (c)(2) of this section), or 

(iii) The obligation is registered as to 
both principal and any stated interest 
with the issuer (or its agent) and may 
be transferred through both of the 
methods described in subdivisions (i) 
and (ii). 

(2) Special rule for registration of a 
book entry obligation. An obligation 
shall be considered transferable 
through a book entry system if the 
ownership of an interest in the obliga-
tion is required to be reflected in a 
book entry, whether or not physical se-
curities are issued. A book entry is a 
record of ownership that identifies the 
owner of an interest in the obligation. 

(d) Effective date. The provisions of 
this section shall apply to obligations 
issued after December 31, 1982, unless 
issued on an exercise of a warrant for 
the conversion of a convertible obliga-
tion if such warrant or obligation was 
offered or sold outside the United 
States without registration under the 
Securities Act of 1933 and was issued 
before August 10, 1982. 

(e) Special rules. The following special 
rules apply to obligations issued after 
January 20, 1987, pursuant to a binding 
contract entered into after January 20, 
1987. 

(1) An obligation that is not in reg-
istered form under paragraph (c) of this 
section is considered to be in bearer 
form. 

(2) An obligation is not considered to 
be in registered form as of a particular 
time if it can be transferred at that 
time or at any time until its maturity 
by any means not described in para-
graph (c) of this section. 

(3) An obligation that as of a par-
ticular time is not considered to be in 
registered form by virtue of subpara-
graph (2) of this paragraph (e) and that, 
during a period beginning with a later 
time and ending with the maturity of 
the obligation, can be transferred only 
by a means described in paragraph (c) 
of this section, is considered to be in 
registered form at all times during 
such period. 

(f) Examples. The application of this 
section may be illustrated by the fol-
lowing examples: 
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Example (1). Municipality X publicly offers 
its general debt obligations to United States 
persons. The obligations have a maturity at 
issue exceeding 1 year. The obligations are 
registration-required obligations under 
§ 5f.103–1(b). When individual A buys an obli-
gation, X issues an obligation in A’s name 
evidencing A’s ownership of the principal 
and interest under the obligation. A can 
transfer the obligation only by surrendering 
the obligation to X and by X issuing a new 
instrument to the new holder. The obligation 
is issued in registered form. 

Example (2). Municipality Y issues a single 
obligation on January 4, 1983 to Bank M pro-
vided that (i) Bank M will not at any time 
transfer any interest in the obligation to any 
person unless the transfer is recorded on Mu-
nicipality Y’s records (except by means of a 
transfer permitted in (ii) of this example) 
and (ii) interests in the obligation that are 
sold by Bank M (and any persons who ac-
quire interests from M) will be reflected in 
book entries. C, an individual, buys an inter-
est in Y’s obligation from Bank M. Bank M 
receives the interest or principal payments 
with respect to C’s interest in the obligation 
as agent for C. Bank M records interests in 
the Municipality Y obligation as agent of 
Municipality Y. Any transfer of C’s interest 
must be reflected in a book entry in accord-
ance with Bank M’s agreement with Munici-
pality Y. Since C’s interest can only be 
transferred through a book entry system 
maintained by the issuer (or its agent), the 
obligation is considered issued in registered 
form. Interest received by C is excludable 
from gross income under section 103(a). 

Example (3). Municipality Z wishes to sell 
its debt obligations having a maturity in ex-
cess of 1 year. The obligations are sold to 
Banks N, O, and P, all of which are located 
in Municipality Z. By their terms the obliga-
tions are freely transferable, although each 
of the banks has stated that it acquired the 
obligations for purposes of investment and 
not for resale. Obligations similar to the ob-
ligations sold by Municipality Z are traded 
in the market for municipal securities. The 
obligations issued by Municipality Z are of a 
type offered to the public and are therefore 
registration-required under § 5f.103–1 (b). 

Example (4). Corporation A issues an obli-
gation that is registered with the corpora-
tion as to both principal and any stated in-
terest. Transfer may be effected by the sur-
render of the old instrument and either the 
reissuance by the issuer of the old instru-
ment to the new holder or the issuance by 
the issuer of a new instrument to the new 
holder. The obligation can be converted into 
a form in which the right to the principal of, 
or stated interest on, the obligation may be 
effected by physical transfer of the obliga-
tion. Under § 5f.103–1 (c) and (e), the obliga-
tion is not considered to be in registered 
form and is considered to be in bearer form. 

Example (5). Corporation B issues its obli-
gations in a public offering in bearer defini-
tive form. Beginning at X months after the 
issuance of the obligations, a purchaser (ei-
ther the original purchaser or a purchaser in 
the secondary market) may deliver the de-
finitive bond in bearer form to the issuer in 
exchange for a registration receipt evidenc-
ing a book entry record of the ownership of 
the obligation. The issuer maintains the 
book entry system. The purchaser identified 
in the book entry as the owner of record has 
the right to receive a definitive bearer obli-
gation at any time. Under § 5f.103–1 (c) and 
(e), the obligation is not considered to be 
issued in registered form and is considered to 
be issued in bearer form. All purchasers of 
the obligation are considered to hold an obli-
gation in bearer form. 

Example (6). Corporation C issues obliga-
tions in bearer form. A foreign person pur-
chases a definitive bearer obligation and 
then sells it to a United States person. At 
the time of the sale, the United States per-
son delivers the bearer obligation to Cor-
poration C and receives an obligation that is 
identical except that the obligation is reg-
istered as to both principal and any stated 
interest with the issuer or its agent and may 
be transferred at all times until its maturity 
only through a means described in § 5f.103– 
1(c). Under § 5f.103–1(e), the obligation is con-
sidered to be in registered form from the 
time it is delivered to Corporation C until its 
maturity. 

(g) Cross-references. See section 
103A(j)(1) for the registration require-
ment of certain mortgage subsidy 
bonds issued after December 31, 1981, 
and § 6a.103A–1(a)(5) for the definition 
of registered form for such obligations 
issued after December 31, 1981, and on 
or before December 31, 1982. See also 
section 103(h) (requiring registration of 
certain energy bonds issued on or after 
October 18, 1979). 

[T.D. 7852, 47 FR 51361, Nov. 15, 1982, as 
amended by T.D. 8111, 51 FR 15463, Dec. 19, 
1986] 

§ 5f.103–2 Public approval of industrial 
development bonds. 

(a) General rule. An industrial devel-
opment bond (within the meaning of 
§ 1.103–7(b)(1) issued after December 31, 
1982, shall be treated as an obligation 
not described in section 103(a) unless it 
is issued as part of an issue which sat-
isfies the public approval requirement 
of section 103(k) and paragraph (c) of 
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this section or is described in the ex-
ceptions set forth in paragraph (b) of 
this section. 

(b) Exceptions—(1) No extension of ma-
turity. Paragraph (a) of this section 
does not apply to a refunding obliga-
tion if— 

(i) It refunds an obligation which was 
approved under section 103(k) and this 
section (or which is treated as ap-
proved pursuant to paragraph (f) of this 
section), and 

(ii) It has a maturity date which is 
not later than the maturity date of the 
obligation to be refunded. 

(2) Refunding of pre-July 1, 1982, obli-
gation. Paragraph (a) of this section 
does not apply to an obligation issued 
solely to refund an obligation which— 

(i) Was issued before July 1, 1982, and 
(ii) Has a term which does not exceed 

3 years. 
The term of an obligation is deter-
mined without regard to whether it is 
a refunding obligation. With respect to 
the refunding of an issue also con-
taining obligations with terms which 
exceed 3 years, paragraph (b)(2) applies 
only if the refunding issue proceeds are 
used solely to refund obligations with 
terms not exceeding 3 years and to pay 
reasonable incidental costs of the re-
funding (e.g., legal and accounting fees, 
printing costs, and rating fees) attrib-
utable thereto. Paragraph (b)(2) applies 
only to issues issued after December 31, 
1982, the proceeds of which are used to 
refund issues issued prior to July 1, 
1982. Thus, subsequent refundings of 
such refunding issues must satisfy the 
public approval requirement of section 
103(k) and paragraph (c) of this section. 

(c) Public approval requirement—(1) In 
general. An issue is publicly approved if 
prior to the date of issue the govern-
mental unit(s) described in subpara-
graphs (2) and (3) this paragraph (c) ap-
prove the issue, in the manner de-
scribed in paragraph (d) of this section. 
See paragraph (f) for rules pertaining 
to determining the scope of an ap-
proval and paragraph (g)(1) for the defi-
nition of ‘‘governmental unit’’. 

(2) Issuer approval. The governmental 
unit (i) which will issue the obligations 
or (ii) on behalf of which the issue is to 
be issued must approve the issue 
(‘‘issuer approval’’). If the issuer is not 
a governmental unit, the governmental 

unit on behalf of which the issuer acts 
shall be determined in a manner con-
sistent with determinations under 
§ 1.103–1, and such unit must approve 
the issue. However, in the case of an 
issuer which issues obligations on be-
half of more than one governmental 
unit (e.g., an authority which acts for 
two counties), any one of such units 
may give the issuer approval required 
by this paragraph (c)(2). 

(3) Host approval. Each governmental 
unit the geographic jurisdiction (as de-
fined in paragraph (g)(4)) of which con-
tains the site of a facility to be fi-
nanced by the issue must approve the 
issue (‘‘host approval’’). However, if the 
entire site of a facility to be financed 
by the issue is within the geographic 
jurisdiction of more than one govern-
mental unit within a State (counting 
the State as a governmental unit with-
in such State), then any one of such 
units may provide host approval for 
the issue with respect to that facility. 
For purposes of this paragraph (c)(3), if 
property to be financed by the issue is 
located within two or more govern-
mental units but not entirely within 
either of such units, each portion of 
the property which is located entirely 
within the smallest respective govern-
mental units may be treated as a sepa-
rate facility. The issuer approval (as 
described in paragraph (c)(2)) may be 
treated as a host approval if the gov-
ernmental unit giving the issuer ap-
proval is also a governmental unit de-
scribed in this paragraph (c)(3). See 
paragraph (e)(2) with respect to host 
approval by a governmental unit with 
no applicable elected representative. 

(d) Method of public approval. For pur-
poses of this section, an issue is ap-
proved by a governmental unit only 
if— 

(1) An applicable elected representa-
tive (as defined in paragraph (e)) of 
such unit approves the issue following 
a public hearing (as defined in para-
graph (g)(2)) held in a location which, 
under the facts and circumstances, is 
convenient for residents of the unit, 
and for which there was reasonable 
public notice (as defined in paragraph 
(g)(3)), or 

(2) A referendum of the voters of the 
unit (as defined in paragraph (g)(5)) ap-
proves the issue. 
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An approval may satisfy the require-
ments of this section without regard to 
the authority under State or local law 
for the acts constituting such approval. 
The location of hearing will be pre-
sumed convenient for residents of the 
unit if it is located in the approving 
governmental unit’s capital or seat of 
government. If more than one govern-
mental unit is required to provide a 
public hearing, such hearings may be 
combined as long as the combined 
hearing is a joint undertaking that 
provides all of the residents of the par-
ticipating governmental units (i.e., 
those relying on such hearing as an ele-
ment of public approval) a reasonable 
opportunity to be heard. The location 
of any combined hearing is presumed 
to provide a reasonable opportunity to 
be heard provided it is no farther than 
100 miles from the seat of government 
of each participating governmental 
unit beyond whose geographic jurisdic-
tion the hearing is conducted. 

(e) Applicable elected representative— 
(1) In general. The applicable elected 
representative of a governmental unit 
means— 

(i) Its elected legislative body, 
(ii) Its chief elected executive officer, 
(iii) In the case of a State, the chief 

elected legal officer of the State’s exec-
utive branch of government, or 

(iv) Any official elected by the voters 
of the unit and designated for purposes 
of this section by the unit’s chief elect-
ed executive officer or by State or local 
law to approve issues for the unit. 
For purposes of subdivisions (ii), (iii), 
and (iv) of this paragraph (e)(1), an offi-
cial shall be considered elected by the 
voters of the unit only if he is popu-
larly elected at-large by the voters of 
the governmental unit. If an official 
popularly elected at-large by the voters 
of a governmental unit is appointed or 
selected pursuant to State or local law 
to be the chief executive officer of the 
unit, such official is deemed to be an 
elected chief executive officer for pur-
poses of this section but for no longer 
than his tenure as an official elected 
at-large. In the case of a bicameral leg-
islature which is popularly elected, 
both chambers together constitute an 
applicable elected representative, but 
neither chamber does independently, 
unless so designated under paragraph 

(e)(1)(iv). If multiple elected legislative 
bodies of a governmental unit have 
independent legislative authority, how-
ever, the body with the more specific 
authority relating to the issue is the 
only legislative body described in para-
graph (e)(1)(i) of this section. See para-
graph (h), Example (7) of this section. 

(2) Governmental unit with no applica-
ble elected representative. (i) The appli-
cable elected representatives of a gov-
ernmental unit with no representative 
(but for this paragraph (e)(2) and sec-
tion 103(k)(2)(E)(ii)) are deemed to be 
those of the next higher governmental 
unit (with an applicable elected rep-
resentative) from which the govern-
mental unit derives its authority. For 
purposes of this subparagraph (2), a 
governmental unit derives its author-
ity from another unit which— 

(A) Enacts a specific law (e.g., a pro-
vision in a State constitution, charter 
or statute) by or under which the gov-
ernmental unit is created, 

(B) Otherwise empowers or approves 
the creation of the governmental unit, 
or 

(C) Appoints members to the gov-
erning body of the governmental unit. 
In the case of a governmental unit with 
no applicable elected representative 
(but for this paragraph (e)(2)), any unit 
described in subdivision (A), (B), or (C) 
or this paragraph (e)(2)(i) may be treat-
ed as the next higher unit, without re-
gard to the relative status of all of 
such units under State law. 

(ii) In the case of a host approval (as 
required under paragraph (c)(3) of this 
section), a unit may be treated as the 
next higher unit, only if— 

(A) The facility is located within its 
geographic jurisdiction, and 

(B) Eligible individuals, if any, resid-
ing at the site of the facility are enti-
tled to vote for the applicable elected 
representative of that unit (as deter-
mined under this paragraph (e)). 

(3) On behalf of issuers. In the case of 
an issuer which is not a governmental 
unit but which issues bonds on behalf 
of a governmental unit, the applicable 
elected representative is any applicable 
elected representative of the unit on 
behalf of which the bonds are issued. If 
the unit on behalf of which the bonds 
are issued has no applicable elected 
representative (but for paragraph (e)(2) 
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of this section), the applicable elected 
representative of the governmental 
unit is determined in the manner de-
scribed in paragraph (e)(2). 

(f) Scope of approval—(1) In general. 
Public approval is required by section 
103(k) and this section for issues of in-
dustrial development bonds, except as 
otherwise provided in paragraphs (a) 
and (b) of this section. An issue is 
treated as approved if the govern-
mental units (described in paragraph 
(c) of this section in relation to the 
issue) have approved either— 

(i) The issue (by approving each facil-
ity to be financed), not more than one 
year before the date of issue, or 

(ii) A plan of financing for each facil-
ity financed by the issue pursuant to 
which the issue in question is timely 
issued (as required in paragraph (f)(3) 
of this section). 
In either case, the scope of the ap-
proval is determined by the informa-
tion, as specified in paragraph (f)(2), 
contained in the notice of hearing 
(when required) and the approval. 

(2) Information required. A facility is 
within the scope of an approval if the 
notice of hearing (when required) and 
the approval contain— 

(i) A general, functional description 
of the type and use of the facility to be 
financed (e.g., ‘‘a 10,000 square foot ma-
chine shop and hardware manufac-
turing plant’’, ‘‘400-room airport hotel 
building’’, ‘‘dock facility for super-
tankers’’, ‘‘convention center audito-
rium and sports arena with 25,000 seat-
ing capacity’’, ‘‘air and water pollution 
control facilities for oil refinery’’), 

(ii) The maximum aggregate face 
amount of obligations to be issued with 
respect to the facility, 

(iii) The initial owner, operator, or 
manager of the facility, 

(iv) The prospective location of the 
facility by its street address or, if 
none, by a general description designed 
to inform readers of its specific loca-
tion. 
An approval is valid for purposes of 
this section with respect to any issue 
used to provide publicly approved fa-
cilities, notwithstanding insubstantial 
deviations with respect to the max-
imum aggregate face amount of the 
bonds issued under the approval for the 
facility, the name of its initial owner, 

manager, or operator, or the type or lo-
cation of the facility from that de-
scribed in the approval. An approval or 
notice of public hearing will not be 
considered to be adequate if any of the 
items in subdivisions (i) through (iv) of 
this subparagraph (2), with respect to 
the facility to be financed, are un-
known on the date of the approval or 
the date of the public notice. 

(3) Timely issuance pursuant to a plan 
of financing. An issue is timely issued 
pursuant to a plan of financing for a fa-
cility if— 

(i) The issue is issued no later than 3 
years after the first issue pursuant to 
the plan, and 

(ii) The first such issue in whole or in 
part issued pursuant to the plan was 
issued no later than 1 year after the 
date of approval. 

(4) Facility—definition. For purposes 
of this paragraph (f), the term ‘‘facil-
ity’’ includes a tract or adjoining 
tracts of land, the improvements there-
on and any personal property used in 
connection with such real property. 
Separate tracts of land (including im-
provements and connected personal 
property) may be treated as one facil-
ity only if they are used in an inte-
grated operation. 

(g) Definitions. For purposes of this 
section— 

(1) Governmental unit. Governmental 
unit has the same meaning as in § 1.103– 
1. Thus, a governmental unit is a 
State, territory, a possession of the 
United States, the District of Colum-
bia, or any political subdivision there-
of. The term ‘‘political subdivision’’ de-
notes any division of any State or local 
governmental unit which is a munic-
ipal corporation or which has been del-
egated the right to exercise part of the 
sovereign power of the unit. 

(2) Public hearing. Public hearing 
means a forum providing a reasonable 
opportunity for interested individuals 
to express their views, both orally and 
in writing, on the proposed issue of 
bonds and the location and nature of a 
proposed facility to be financed. In 
general, a governmental unit may se-
lect its own procedure for the hearing, 
provided that interested individuals 
have a reasonable opportunity to ex-
press their views. Thus, it may impose 
reasonable requirements on persons 
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who wish to participate in the hearing, 
such as a requirement that persons de-
siring to speak at the hearing so re-
quest in writing at least 24 hours be-
fore the hearing or that they limit 
their oral remarks to 10 minutes. For 
purposes of this public hearing require-
ment, it is not necessary, for example, 
that the applicable elected representa-
tive who will approve the bonds be 
present at the hearing, that a report on 
the hearing be submitted to that offi-
cial, or that State administrative pro-
cedural requirements for public hear-
ings in general be observed. However, 
compliance with such State procedural 
requirements (except those at variance 
with a specific requirement set forth in 
this section) will generally assure that 
the hearing satisfies the requirements 
of this section. The hearing may be 
conducted by any individual appointed 
or employed to perform such function 
by the governmental unit or its agen-
cies, or by the issuer (if on behalf of 
issuer). Thus, for example, for bonds to 
be issued by an authority that acts on 
behalf of a county, the hearing may be 
conducted by the authority, the coun-
ty, or an appointee or employee of ei-
ther. 

(3) Reasonable public notice. Reason-
able public notice means published no-
tice which is reasonably designed to in-
form residents of the affected govern-
mental units, including residents of the 
issuing unit and the governmental unit 
where a facility is to be located, of the 
proposed issue. The notice must state 
the time and place for the hearing and 
contain the information contained in 
paragraph (f)(2) of this section. Notice 
is presumed reasonable if published no 
fewer than 14 days before the hearing. 
Except in the locality of the facility, 
publication is presumed to be reason-
ably designed to inform residents of 
the approving governmental unit if 
given in the same manner and same lo-
cations as required of the approving 
governmental unit for any other pur-
poses for which applicable State or 
local law specifies a notice of public 
hearing requirement (including laws 
relating to notice of public meetings of 
the governmental unit). Notice is pre-
sumed reasonably designed to inform 
affected residents in the locality of the 
facility only if published in one or 

more newspapers of general circulation 
available to residents of that locality 
or if announced by radio or television 
broadcast to those residents. 

(4) Geographic jurisdiction. Geographic 
jurisdiction is the area encompassed by 
the boundaries prescribed by State or 
local law for a governmental unit or, if 
there are no such boundaries, the area 
in which a unit may exercise such sov-
ereign powers that make that unit a 
governmental unit for purposes of 
§ 1.103–1 and this section. 

(5) Voter referendum. A voter ref-
erendum is a vote by the voters of the 
affected governmental unit conducted 
in the manner and at such a time as 
voter referenda on matters relating to 
governmental spending or bond 
issuances by the governmental unit 
under applicable State and local law. 

(h) Examples. The provisions of this 
section may be illustrated by the fol-
lowing examples: 

Example (1). State X proposes to issue an 
industrial development bond, the proceeds of 
which are to finance a facility located en-
tirely within the geographic jurisdiction of 
City Y (which is located in State X). Under 
the provisions of paragraph (c), only State X 
must approve the issue because State X is 
the issuer and the facility is to be located 
entirely within the State’s geographic juris-
diction. Its applicable elected representative 
must approve the issue after the public no-
tice and public hearing requirements are sat-
isfied. 

Example (2). (i) Industrial Development Au-
thority X proposes to issue an industrial de-
velopment bond, the proceeds of which are to 
finance a facility located entirely within the 
geographic jurisdiction of City Y (which is 
located in State Z). Authority X acts on be-
half of State Z. Under the provisions of para-
graph (c), only State Z must approve the 
issue because State Z is the governmental 
unit on behalf of which Authority X, the 
issuer, is acting and the facility is to be lo-
cated entirely within its geographic jurisdic-
tion. 

(ii) State Z has a governor, an elected bi-
cameral legislature and an appointed attor-
ney general who is the chief legal officer of 
State Z. Under the laws of State Z, the attor-
ney general must approve any issue of indus-
trial development bonds. The approval by 
the attorney general is not a sufficient ap-
proval under this section, since the attorney 
general is not an applicable elected rep-
resentative within the meaning of this sec-
tion. Under the provisions of paragraphs (d) 
and (e), either the governor, both chambers 
of the legislature or any popularly elected 
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official of the State who is designated for 
this purpose by the governor or by State law 
must approve the issue after the public no-
tice and public hearing requirements are sat-
isfied. 

Example (3). (i) County Y, a county in State 
X, proposes to issue an industrial develop-
ment bond, the proceeds of which are to fi-
nance a facility located entirely within its 
jurisdiction. Under the provisions of para-
graph (c), only County Y must approve the 
issue because County Y is the issuer and the 
facility is to be located entirely within the 
geographic jurisdiction of County Y. 

(ii) County Y has no elected officials or 
legislature. County Y derives its authority 
from State X which is the next higher gov-
ernmental unit with an applicable elected 
representative. The laws of State X des-
ignate the attorney general, who is an offi-
cial of State X elected at-large, as the offi-
cial who must approve any issue of indus-
trial development bonds for the State. Under 
this section, State X’s attorney general is an 
applicable elected representative who may 
approve the issue after the public notice and 
public hearing requirements are satisfied. 

Example (4). (i) City X, a city located in 
County Y and State Z, proposes to issue an 
industrial development bond, the proceeds of 
which are to finance a facility located en-
tirely within the geographic jurisdiction of 
City X. Under the provisions of paragraph 
(c), only City X must approve the issue be-
cause it is the issuer and the facility is to be 
located entirely within the geographic juris-
diction of City X. 

(ii) Mayor A, the chief elected executive of-
ficer of City X, has designated, for purposes 
of this section, Deputy Mayor B, an official 
of City X elected at-large, to approve indus-
trial development bond issues for the city. 
Under the provisions of paragraph (e), Dep-
uty Mayor B may approve the issue, since he 
is an applicable elected representative, after 
the public notice and public hearing require-
ments are satisfied. 

Example (5). (i) County M proposes to issue 
an industrial development bond to finance a 
project located partly within the geographic 
jurisdiction of County M and partly within 
the geographic jurisdiction of County N. 
Both counties are located in State X. The 
part of the project in County N is also lo-
cated partly within the geographic jurisdic-
tion of City O and partly within the geo-
graphic jurisdiction of City P. Under the pro-
visions of paragraph (c)(2), County M must 
give issuer approval. Additionally, under the 
provisions of paragraph (c)(3), either State X, 
County N, or both Cities O and P, must give 
host approval. 

(ii) Counties M and N will approve the 
issue, but neither has any officials who are 
elected at-large by the voters of the respec-
tive governmental units. Both governmental 
units derive their authority from State X 

which is the next higher governmental unit 
with an applicable elected representative. 
Under the provisions of paragraph (e), an ap-
plicable elected representative of State X 
must approve the issue for Counties M and N 
after the public notice and public hearing re-
quirements are satisfied. 

Example (6). (i) County M proposes to issue 
an industrial development bond to finance 
two facilities. One facility is located entirely 
within the geographic jurisdiction of County 
M and the second facility is located partly 
within the geographic jurisdiction of County 
M and partly within the geographic jurisdic-
tion of County N. The second facility is also 
located within the geographic jurisdictions 
of Cities O and P, which cities are located 
within the geographic jurisdiction of County 
N. Under the provisions of paragraph (c)(2), 
County M must give issuer approval. Addi-
tionally, under the provisions of paragraph 
(c)(3), either State X, County N, or both Cit-
ies O and P, must give host approval. 

(ii) Counties M and N will approve the 
issue. Each has a chief elected executive offi-
cer. Under the provisions of paragraphs (d) 
and (e), the chief elected executive officer of 
each county may approve the issue, after the 
public notice and public hearing require-
ments are satisfied. 

Example (7). (i) State X proposes to issue an 
industrial development bond to finance a fa-
cility located partly within the geographic 
jurisdiction of State X and partly within the 
geographic jurisdiction of State Y. That por-
tion of the facility located in State Y is lo-
cated entirely within the geographic juris-
diction of City Z. State X must give issuer 
approval. Additionally, either State Y or 
City Z must give host approval as that part 
of the facility to be located outside State X 
will be entirely within the geographic juris-
diction of each unit. 

(ii) Under the provisions of paragraphs (d) 
and (e), the governor of State X may approve 
the issue, after the public notice and public 
hearing requirements are satisfied. City Z 
(assuming that it give host approval for the 
bond) has a city council and a school board, 
both of which are elected legislative bodies 
with independent jurisdiction. The authority 
of the school board is limited under State 
law to matters directly concerning the provi-
sion of public education. Under paragraph 
(e), the school board is not an applicable 
elected representative of City Z but the city 
council is an applicable elected representa-
tive of City Z. The city council may approve 
the issue after the public hearing and public 
notice requirements are satisfied. 

Example (8). (i) Public Housing Authority 
M, a governmental unit, proposes to issue an 
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industrial development bond to finance sev-
eral housing projects with known sites lo-
cated entirely within its geographic jurisdic-
tion. M’s geographic jurisdiction is coexten-
sive with the combined geographic jurisdic-
tions of Counties N and O. The projects are 
separately owned and managed. They are not 
adjacent to each other. The projects also are 
located in County N. Under the provisions of 
paragraph (c), M must give issuer approval. 

(ii) M, which has no elected officials or leg-
islature, was created by both Counties N and 
O pursuant to a special statute of State Q 
permitting such a joint undertaking. Both 
Counties N and O have an applicable elected 
representative. Under the provisions of para-
graph (e)(2), either County N, County O, or 
State Q is deemed to be the next higher gov-
ernmental unit with an applicable elected 
representative, and an applicable elected 
representative from any of these units may 
give the issuer approval for Authority M. 
Therefore, either the applicable representa-
tive of County N, County O, or State Q can 
give the issuer approval for Authority M. 

(iii) For purposes of the host approval, the 
issuer approval by M will satisfy the host ap-
proval requirement only if the applicable 
elected representative of County N or State 
Q gives issuer approval for M. Under the pro-
visions of paragraph (e)(2), the host approval 
requirement is satisfied only if qualified per-
sons residing at the site of the facility are 
entitled to vote for the applicable elected 
representative who gave the approval (i.e., 
the representative of State Q or County N). 
However, if the applicable elected represent-
ative of O gave issuer approval for Authority 
M, a separate host approval would be re-
quired because the residents of the sites 
where the projects are located (i.e., County 
N) could not note for the applicable elected 
representative of County O. 

(iv) Public Housing Authority M conducts 
a public hearing concerning prospective 
housing projects following notice thereof 
published in a newspaper of general circula-
tion in County N. Additionally, M provides 
notice to the residents of O (which are also 
within M’s jurisdiction) in the manner re-
quired for notice of public hearing for other 
purposes under State Q law. Following the 
public hearing, the chief elected executive 
officer of County N approves for Authority M 
prospective issues for the project. M issues 
two $7 million issues, one for each project. 
One issue is issued six months after the date 
of approval; the second issue is issued thir-
teen months thereafter. On these facts, only 
the first issue satisfied the public approval 
requirement of this section. 

[T.D. 7892, 48 FR 21117, May 11, 1983] 

§ 5f.103–3 Information reporting re-
quirements for certain bonds. 

(a) General rule. Under section 103(l), 
any private purpose bond issued after 
December 31, 1982 (including any obli-
gation issued thereafter to refund pri-
vate purpose bonds issued before De-
cember 31, 1982) shall be treated as an 
obligation not described in section 
103(a) unless the information reporting 
requirement (as described in paragraph 
(c) of this section) is substantially sat-
isfied with respect to the issue of which 
the bond is a part. For rules concerning 
bonds issued after December 31, 1986, 
see § 1.149(e)–1 of this chapter. 

(b) Private purpose bonds. For pur-
poses of this section, the term ‘‘private 
purpose bond’’ means— 

(1) Any industrial development bond 
(as defined in section 103(b)(2) and 
§ 1.103–7(b)(1)), or 

(2) Any obligation which is issued as 
part of an issue all or a major portion 
of the proceeds of which are to be used 
directly or indirectly— 

(i) To finance loans to individuals for 
educational or related expenses (here-
inafter referred to as a ‘‘student loan 
bond’’), or 

(ii) By an organization described in 
section 501(c)(3) which is exempt from 
taxation by reason of section 501(a) 
(hereinafter referred to as ‘‘private ex-
empt entity bond’’). 

The meaning of the terms ‘‘major por-
tion’’ and ‘‘directly or indirectly’’ shall 
be the same as under § 1.103–7. Student 
loan bonds include, but are not limited 
to, qualified scholarship funding bonds 
(as defined in section 103(e)). 

(c) Information required. An obligation 
satisfies the requirements of section 
103(l) and this section only if it is 
issued as part of an issue with respect 
to which the issuer, based on informa-
tion and reasonable expectations deter-
mined as of the date of issue, submits 
on Form 8038 the information required 
therein, including— 

(1) The name, address, and employer 
identification number of the issuer, 

(2) The date of issue (as defined in 
paragraph (g)(1)), 

(3) The face amount of the issue, 
(4) The total purchase price of the 

issue, 
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(5) The amount allocated to a reason-
ably required reserve or replacement 
fund, 

(6) The amount of lendable proceeds 
(as defined in paragraph (g)(4) of this 
section), 

(7) The stated interest rate of each 
maturity (as defined in paragraph (g)(2) 
of this section) or, if the interest rate 
is variable, a description of the method 
under which the interest rate is com-
puted, 

(8) The term (as defined in paragraph 
(g)(3)) of each maturity, 

(9) A general description of the prop-
erty to be financed by the issue (in-
cluding property financed by an obliga-
tion that will be refunded with the 
issue proceeds) which includes— 

(i) The type of bond issued, that is, a 
student loan bond, a private exempt 
entity bond, or an industrial develop-
ment bond and in the case of an indus-
trial development bond described in 
section 103(b)(4), the subparagraph of 
section 103(b)(4) that describes the 
property, e.g., for a football stadium, 
that the property is described in sec-
tion 103(b)(4)(B), 

(ii) The recovery classes (as defined 
in section 168(c)(2)), if applicable, of the 
various items of financed property and 
the approximate amount of lendable 
proceeds attributable thereto, 

(iii) The approximate amount of 
lendable proceeds attributable to land 
or other property not described in sub-
division (ii), 

(iv) In the case of obligations de-
scribed in section 103(b)(6) or private 
exempt entity bonds, the four-digit 
Standard Industrial Classification Code 
of the facilities financed, 

(10) If section 103(k) (relating to pub-
lic approval requirement for industrial 
development bonds) applies to such 
issue, the name(s) of the approving 
governmental unit(s) and of the appli-
cable elected representative(s) (as de-
fined in section 103(k)(2)(E) and § 5f.103– 
2(e)) or a description of the voter ref-
erendum that approved the issue for 
such unit(s), and 

(11) The name, address, and employer 
identification number of— 

(i) Each initial principal user (as de-
fined in paragraph (g)(5) of this sec-
tion) of any facilities provided with the 
proceeds of the issue, 

(ii) The common parent, if any, of 
any affiliated group of corporations (as 
defined in section 1504(a) but deter-
mined without regard to the exceptions 
of section 1504(b)) of which such initial 
principal user is a member, and 

(iii) Any person (not included under 
paragraph (c)(11)(i)) that is treated as a 
principal user under section 
103(b)(6)(L), but only if the issue is 
treated as a separate issue under sec-
tion 103(b)(6)(K). 
The information to be supplied must be 
determined based on information and 
reasonable expectations as of the date 
of issue. Therefore, such statement 
need not be amended to report informa-
tion learned subsequent to the date of 
issue. However, if the statement is filed 
after the date of issue it may reflect 
such information and the reasonable 
expectations of the issuer as of that 
date. 

(d) Additional information. An issuer 
may supply the following informa-
tion— 

(1) The average maturity of the issue 
(as defined in section 103(b)(14)), and 

(2) The average reasonably expected 
economic life (as defined in section 
103(b)(14)) of the facility which is fi-
nanced with the issue. 

(e) Time for filing. The statement re-
quired by section 103(l) and this section 
shall be filed not later than the 15th 
day of the 2nd calendar month after 
the close of the calendar quarter in 
which the obligation is issued. It may 
be filed at any time before such date 
but must be complete based on facts 
and reasonable expectations as of the 
date of issue. The Secretary may grant 
an extension of time for filing the 
statement required under section 103(l) 
and this section if there is reasonable 
cause for the failure to file such state-
ment in a timely fashion. 

(f) Place for filing. Form 8038 is to be 
mailed to the Internal Revenue Service 
Center, Philadelphia, Pennsylvania 
19255. 

(g) Definitions. For purposes of this 
section— 

(1) The term date of issue means the 
date on which the issuer physically ex-
changes the first of the obligations 
which are part of the issue for the un-
derwriter’s (or other purchaser’s) 
funds. In the event that amounts are 
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periodically advanced with respect to 
an issue, the date of issue is when the 
first of such obligations under the issue 
is created and the funds are advanced. 

(2) The term maturity means those ob-
ligations of the issue having both the 
same maturity date and the same stat-
ed interest rate. 

(3) The term term of an issue means 
the duration of the period beginning on 
the date of issue and ending on the lat-
est maturity date of any obligation of 
the issue without regard to optional re-
demption dates. 

(4) The term lendable proceeds means 
the amount of the original proceeds, 
net of amounts allocated to a reason-
ably required reserve or replacement 
fund. See generally § 1.103–13(b) and 
§ 1.103–14(d) for further definitions. 

(5) The term initial principal user 
means each person who as of the date 
of issue is obligated to use the facility 
to such an extent that under section 
103(b)(6) such person would be treated 
as a principal user. With respect to or-
ganizations described in section 
501(c)(3), however, such determination 
is made without regard to whether 
such organization is treated as an ex-
empt organization under section 
103(b)(3) and § 1.103–7(b)(2). 

[T.D. 7892, 48 FR 21120, May 11, 1983, as 
amended by T.D. 8129, 52 FR 7411, Mar. 11, 
1987; T.D. 8425, 57 FR 36003, Aug. 12, 1992] 

§ 5f.163–1 Denial of interest deduction 
on certain obligations issued after 
December 31, 1982, unless issued in 
registered form. 

(a) Denial of deduction generally. In-
terest paid or accrued on a registra-
tion-required obligation (as defined in 
paragraph (b) of this section) shall not 
be allowed as a deduction under section 
163 or any other provision of law unless 
such obligation is issued in registered 
form (as defined in § 5f.103–1(c)). 

(b) Registration-required obligation. 
For purposes of this section, the term 
‘‘registration-required obligation’’ 
means any obligation except any one of 
the following: 

(1) An obligation issued by a natural 
person. 

(2) An obligation not of a type offered 
to the public. The determination as to 
whether an obligation is not of a type 
offered to the public shall be based on 

whether similar obligations are in fact 
publicly offered or traded. 

(3) An obligation that has a maturity 
at the date of issue of not more than 1 
year. 

(4) An obligation issued before Janu-
ary 1, 1983. An obligation first issued 
before January 1, 1983, shall not be con-
sidered to have been issued on or after 
such date merely as a result of the ex-
istence of a right on the part of the 
holder of such obligation to convert 
such obligation from registered form 
into bearer form, or as a result of the 
exercise of such a right. 

(5) An obligation described in sub-
paragraph (1) of paragraph (c) (relating 
to certain obligations issued to foreign 
persons). 

(c) [Reserved] 
(d) Effective date. The provisions of 

this section shall apply to obligations 
issued after December 31, 1982, unless 
issued on an exercise of a warrant for 
the conversion of a convertible obliga-
tion if such warrant or obligation was 
offered or sold outside the United 
States without registration under the 
Securities Act of 1933 and was issued 
before August 10, 1982. 

(e) Obligations first issued after Decem-
ber 31, 1982, where the right exists for the 
holder to convert such obligation from 
registered form into bearer form. [Re-
served] 

(f) Examples. The application of this 
section may be illustrated by the fol-
lowing examples: 

Example (1). All of the shares of Corpora-
tion X are owned by two individuals, A and 
B. X desires to sell all of its assets to Cor-
poration Y, all of the shares of which are 
owned by individual C. Following the sale, 
Corporation X will be completely liquidated. 
As partial consideration for the Corporation 
X assets, Corporation Y delivers a promis-
sory note to X, secured by a security interest 
and mortgage on the acquired assets. The 
note given by Y to X is not of a type offered 
to the public. 

Example (2). Corporation Z has a credit 
agreement with Bank M pursuant to which 
Corporation Z may borrow amounts not ex-
ceeding $10X upon delivery of Z’s note to 
Bank M. The note Z delivers to M is not of 
a type offered to the public. 

Example (3). Individuals D and E operate a 
retail business through partnership DE. D 
wishes to loan partnership DE $5X. DE’s note 
evidencing the loan from D is not of a type 
offered to the public. 
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Example (4). Individual F owns one-third of 
the shares of Corporation W. F makes a cash 
advance to W. W’s note evidencing F’s cash 
advance is not of a type offered to the public. 

Example (5). Closely-held Corporation R 
places its convertible debentures with 30 in-
dividuals who are United States persons. The 
offering is not required to be registered 
under the Securities Act of 1933. Similar de-
bentures are publicly offfered and traded. 
The obligations are not considered of a type 
not offered to the public. 

Example (6). In 1980, Corporation V issued 
its bonds due in 1986 through an offering reg-
istered with the Securities and Exchange 
Commission. Although the bonds were ini-
tially issued in registered form, the terms of 
the bonds permit a holder, at his option, to 
convert a bond into bearer form at any time 
prior to maturity. Similarly, a person who 
holds a bond in bearer form may, at any 
time, have the bond converted into reg-
istered form. 

(i) Assume G bought one of Corporation V’s 
bonds upon the original issuance in 1980. In 
1983, G requests that V convert the bond into 
bearer form. Except for the change from reg-
istered to bearer form, the terms of the bond 
are unchanged. The bond held by G is not 
considered issued after December 31, 1982, 
under § 5f.163–1(b)(4). 

(ii) Assume H buys one of Corporation V’s 
bonds in the secondary market in 1983. The 
bond H receives is in registered form, but H 
requests that V convert the obligation into 
bearer form. There is no other change in the 
terms of the instrument. The bond held by H 
is not considered issued after December 31, 
1982, under § 5f.163–1(b)(4). 

(iii) Assume the same facts as in (ii) except 
that in 1984 I purchases H’s V Corporation 
bond, which is in bearer form. I requests V to 
convert the bond into registered form. There 
is no other change in the terms of the instru-
ment. In 1985, I requests V to convert the 
bond back into bearer form. Again, there is 
no other change in the terms of the instru-
ment. The bond purchased by I is not consid-
ered issued after December 31, 1982, under 
§ 5f.163–1(b)(4). 

Example (7). Corporation U wishes to make 
a public offering of its debentures to United 
States persons. U issues a master note to 
Bank N. The terms of the note require that 
any person who acquires an interest in the 
note must have such interest reflected in a 
book entry. Bank N offers for sale interests 
in the Corporation U note. Ownership inter-
ests in the note are reflected on the books of 
Bank N. Corporation U’s debenture is consid-
ered issued in registered form. 

Example (8). Issuer S wishes to make a pub-
lic offering of its debt obligations to United 
States persons. The obligations will have a 
maturity in excess of one year. On November 
1, 1982, the closing on the debt offering oc-
curs. At the closing, the net cash proceeds of 

the offering are delivered to S, and S delivers 
a master note to the underwriter of the of-
fering. On January 2, 1983, S delivers the debt 
obligations to the purchasers in definitive 
form and the master note is cancelled. The 
obligations are not registration-required be-
cause they are considered issued before Jan-
uary 1, 1983. 

Example (9). In July 1983, Corporation T 
sells an issue of debt obligations maturing in 
1985 to the public in the United States. Three 
of the obligations of the issue are issued to 
J in bearer form. The balance of the obliga-
tions of the issue are issued in registered 
form. The terms of the registered and bearer 
obligations are identical. The obligations 
issued to J are of a type offered to the public 
and are registration-required obligations. 
Since the three obligations are issued in 
bearer form, T is subject to the tax imposed 
under section 4701 with respect to the three 
bearer obligations. In addition, interest paid 
or accrued on the three bearer obligations is 
not deductible by T. Moreover, since the 
issuance of the three bearer obligations is 
subject to tax under section 4701, J is not 
prohibited from deducting losses on the obli-
gations under section 165(j) or from treating 
gain on the obligations as capital gain under 
section 1232(d). The balance of the obliga-
tions in the issue do not give rise to liability 
for the tax under section 4701, and the de-
ductibility of interest on such obligations is 
not affected by section 163(f). 

Example (10). Broker K acquires a bond 
issued in 1980 by the United States Treasury 
through the Bureau of Public Debt. Broker K 
sells interests in the bond to the public after 
December 31, 1982. A purchaser may acquire 
an interest in any interest payment falling 
due under the bond or an interest in the prin-
cipal of the bond. The bond is held by Custo-
dian L for the benefit of the persons acquir-
ing these interests. On receipt of interest 
and principal payments under the bond, Cus-
todian L transfers the amount received to 
the person whose ownership interest cor-
responds to the bond component giving rise 
to the payment. Under section 1232B, each 
bond component is treated as an obligation 
issued with original issue discount equal to 
the excess of the stated redemption price at 
maturity over the purchase price of the bond 
component. The interests sold by K are obli-
gations of a type offered to the public. Fur-
ther, the interests are, in accordance with 
section 1232B, considered issued after Decem-
ber 31, 1982. Accordingly, the interests are 
registration-required obligations under 
§ 5f.163–1(b). 

[T.D. 7852, 47 FR 51362, Nov. 15, 1982, as 
amended by T.D. 7965, 49 FR 33235, Aug. 22, 
1984] 
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§ 5f.168(f)(8)–1 Questions and answers 
concerning transitional rules and 
related matters regarding certain 
safe harbor leases. 

The following questions and answers 
concern the transitional rules and re-
lated matters regarding certain safe 
harbor leases under section 208(d) of 
the Tax Equity and Fiscal Responsi-
bility Act of 1982 (Pub. L. 97–248) 
(‘‘TEFRA’’): 

Q–1: If a lessee, prior to the period beginning 
after December 31, 1980, and ending before July 
2, 1982 (the ‘‘window period’’), enters into a 
binding contract to acquire property and the 
property is delivered to the lessee during the 
window period, is the property eligible for the 
transitional rule provided in section 208(d)(3) of 
TEFRA which applies the safe harbor leasing 
rules of section 168(f)(8) of the Internal Revenue 
Code of 1954 as in effect before the enactment of 
TEFRA? 

A–1: Yes, assuming all other requirements 
of the TEFRA transitional rules are met. 
Section 208(d)(3)(A) (i) and (ii) of TEFRA pro-
vide alternative tests under which an item of 
property may constitute ‘‘transitional safe 
harbor lease property’’ for purposes of the 
transitional rules under the modifications to 
the safe harbor lease provisions of section 
168(f)(8). The tests are: 

(i) The lease entered into a binding con-
tract to acquire the property; 

(ii) The lessee entered into a binding con-
tract to construct the property; 

(iii) The property was acquired by the les-
see; or 

(iv) Construction of the property was com-
menced by or for the lessee. 

These tests are stated in the alternative, 
and, accordingly, property may be eligible 
for pre-TEFRA safe harbor leasing if any one 
of the tests is satisfied. Thus, if a lessee ac-
quired property during the window period, 
the property may be eligible for pre-TEFRA 
safe harbor leasing even though a binding 
contract to acquire the property was exe-
cuted before the window period. Similarly, if 
construction of property commences during 
the window period, the property may be eli-
gible for pre-TEFRA safe harbor leasing even 
though a binding contract to construct the 
property was executed before the window pe-
riod. 

Q–2: How do the transitional rules apply to 
components of an integrated manufacturing, 
production, or extraction process, none of which 
would be considered ‘‘placed in service’’ until 
all of the components are placed in service? 

A–2: (i) The transitional rules regarding ac-
quisition, binding contracts, and commence-
ment of construction are applied to each sep-
arate item of property which is part of a 
manufacturing, production, or extraction 

process. What constitutes a separate item 
will be determined on a case-by-case basis, 
taking into account all relevant factors. In 
general, a discrete component capable of per-
forming a function which is separate from or 
in addition to the function of other compo-
nents to which it may be related is a sepa-
rate item of property; but an item that is in-
tegrated into a component which performs a 
function separate from other components to 
which it is related is not itself a separate 
item of property. For example, a bolt or a 
nut that is used to construct a machine does 
not constitute a separate item of property. 
On the other hand, the transitional rules will 
not be applied to an entire facility as a 
whole, as was the case under the investment 
tax credit transition rule of section 50 in Ha-
waiian Independent Refinery, Inc. v. United 
States, 49 AFTR 2d 675 (Ct. Cl. Tr. Judge 1982), 
where the taxpayer was held to have con-
structed a property which consisted of an en-
tire refinery complex. Thus, for example, for 
purposes of these transitional rules, an oil or 
gas well, storage tanks, and pipeline located 
on a lease would not be considered a single 
item of property. Although each item is re-
lated to the production of oil or gas, each is 
discrete and each is capable of performing a 
separate function from the other. In addi-
tion, in the case of an integrated manufac-
turing, production, or extraction process, 
commencement of construction of one item 
of property within the process would not be 
considered construction of any other item of 
property that is part of the process. 

(ii) If property qualifies as transitional 
safe harbor lease property, all direct and in-
direct costs allocable to the property (except 
for those described in § 5c.168(f)(8)–6(a)(2)(ii)) 
and required to be capitalized for Federal in-
come tax purposes will also qualify as transi-
tional safe harbor lease property to the ex-
tent such costs are incurred on or before the 
date on which the property is leased under 
section 168(f)(8). 

(iii) The adjusted basis to the lessor of 
property leased on or prior to December 1, 
1982, under a transitional safe harbor lease 
shall be deemed to include all direct and in-
direct costs (including installation costs) de-
scribed in subdivision (ii) allocable to such 
property that were incurred before it was 
leased despite the fact that such costs were 
not included in the lessor’s adjusted basis of 
such property under the terms of the lease 
agreement, provided that the parties to such 
agreement reasonably believed that they had 
leased the whole of such property. Such costs 
will be treated as having been included in 
the lessor’s adjusted basis of such safe har-
bor lease property on the date the lease 
agreement was executed without regard to 
any provisions in the lease agreement that 
limits the dollar amount of the permissible 
adjustment of the lessor’s adjusted basis to 
such property. To qualify for inclusion of 

VerDate Aug<04>2004 11:29 Apr 28, 2005 Jkt 205096 PO 00000 Frm 00123 Fmt 8010 Sfmt 8010 Y:\SGML\205096.XXX 205096



114 

26 CFR Ch. I (4–1–05 Edition) § 5f.168(f)(8)–1 

such direct and indirect costs within the 
basis of such property, the parties to such 
agreement must file an amended Form 6793, 
the Safe Harbor Lease Information Return, 
no later than April 21, 1983, which reflects 
the parties’ intent to include installation 
and other such costs within the basis of such 
property. For purposes of this subdivision, a 
transitional safe harbor lease is a lease ei-
ther which was executed after July 1, 1982, 
and on or prior to December 1, 1982, or which 
includes some transitional safe harbor lease 
property, as defined in TEFRA section 
208(d)(3), that was placed in service after 
July 1, 1982, and on or prior to December 1, 
1982. 

Q–3: What test will be applied in determining 
whether an item of property is constructed or 
acquired by the lessee? 

A–3: Except as expressly provided in sec-
tion 208(d)(3) (D) or (E) of TEFRA, the deter-
mination of whether and when any such 
events occurred with respect to an item of 
property will generally be made in accord-
ance with the principles and precedents prior 
to TEFRA under the investment tax credit 
and depreciation allowance transitional pro-
visions. See §§ 1.48–2(b)(6) and 1.167(c)–1(a)(2), 
which provide definitions of the term ‘‘ac-
quired’’, and §§ 1.48–2(b)(1) and 1.167(c)–1(a)(1), 
which provide definitions of the term ‘‘con-
structed by’’. Also see Rev. Rul. 80–312, 1980– 
2 C.B. 21, which discusses the factors to be 
considered in determining when a taxpayer 
has control over a project being constructed. 

In general, for purposes of TEFRA section 
208(d)(3), construction of an item of property 
is considered to have commenced when phys-
ical work of a significant nature has begun 
with respect to the property. Thus, construc-
tion does not begin when parts or compo-
nents which enter into construction are ac-
quired. If property is assembled from pur-
chased parts or components, the commence-
ment of construction occurs when actual as-
sembly of the property begins. If a taxpayer 
manufactures a major part or component of 
an item of property for itself, construction 
will be considered to have begun when the 
manufacturing of that part or component 
commences. However, construction of an 
item of property will not be considered as 
begun if physical work by the taxpayer re-
lates to minor parts or components. Clearing 
and grading of land will be considered in de-
termining when construction begins on an 
item of property only if they are directly as-
sociated with the construction of the prop-
erty. 

Q–4: Under section 168(f)(8)(J), the at-risk 
rules are liberalized for closely held lessors that 
engage in safe harbor leasing. These rules apply 
‘‘in the case of property placed in service after 
the date of enactment of this subparagraph,’’ 
namely, after September 3, 1982. 

Do the liberalized at-risk rules apply in the 
case where otherwise qualified property is 

placed in service by a lessee in August of 1982 
but is leased by a corporate lessor subject to the 
at-risk rules after September 3, 1982? 

A–4: The liberalized at-risk rule in section 
168 (f)(8)(J) is applicable in this case because, 
in determining whether property is placed in 
service before or after the date of enactment 
of section 168(f)(8)(J), the relevant date is the 
date the property is placed in service by the 
lessor. Additionally, a closely held corporate 
lessor, which is not a personal service cor-
poration, may lease transitional safe harbor 
lease property placed in service after Sep-
tember 3, 1982, under the liberalized at-risk 
rule. 

Q–5: Is it necessary for property placed in 
service by a lessee in December of 1982 to be 
leased before January 1, 1983, in order to qualify 
under the general transitional rule of section 
208(d)(3)(A) of TEFRA, which requires that the 
property be placed in service before January 1, 
1983? 

A–5: The legislative intent of this transi-
tional rule was to provide a 3-month period 
after property is placed in service by a lessee 
in which a safe harbor lease could be entered 
into. Cf. section 209(c) of TEFRA (3-month 
window applies to true leases entered into 
after 1983). The legislative intent further was 
to permit property to qualify as transitional 
safe harbor lease property if it was placed in 
service by the end of 1982 by a lessee. Accord-
ingly, transitional safe harbor lease property 
placed in service in 1982 by a lessee may be 
leased in a safe harbor lease transaction 
within 3 months after it is placed in service 
by the lessee without losing its status as 
transitional safe harbor lease property. 

However, for all other purposes of the Code 
other than section 168(f)(8)(D)(i), section 
168(f)(8)(D)(viii)(II) will apply and the prop-
erty will be treated as originally placed in 
service not earlier than the date that the 
property is used under the lease. Thus, for 
example, if transitional safe harbor lease 
property is placed in service in December of 
1982 and leased under section 168(f)(8) in Jan-
uary of 1983, the property will not lose its 
status as transitional safe harbor lease prop-
erty, but the basis adjustment rules of sec-
tion 48(g) will apply with respect to the prop-
erty. 

Q–6: Will a contract to acquire property be 
considered ‘‘binding’’ for purposes of section 
208(d)(3)(A)(i) of TEFRA if the contract con-
tains no liquidated damages clause? 

A–6: Generally, an irrevocable contract 
which contains no provision for liquidated 
damages in the event of breach or cancella-
tion would be considered binding. Morover, 
in determining the amount of the lessee’s po-
tential liability, the fair market value of the 
property will not be taken into account. For 
example, if a lessee entered into an irrev-
ocable contract to purchase an asset for $100 
and the contract contained no provision for 
liquidated damages, the contract would be 
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considered binding notwithstanding the fact 
that the property at all times after July 1, 
1982, had a value of $99 and under local law 
the seller could only recover the difference 
in the event the lessee failed to perform. On 
the other hand, if the contract by its terms 
provided for liquidated damages of less than 
5 percent of the purchase price which is in 
lieu of any damages allowable by law, in the 
event of breach or cancellation, the contract 
would not be considered binding. 

Q–7: How does the 50-percent limitation on 
lessors in section 168(i)(1) and the 45-percent 
limitation on lessees in section 168(f)(8)(D)(ii) 
apply to corporations which are part of an af-
filiated group filing consolidated returns? 

A–7: Both the 50-percent limitation on les-
sors and the 45-percent limitation on lessees 
will be applied on a consolidated basis for 
corporations filing consolidated returns. 

Q–8: Section 168(f)(8)(J) liberalized the at-risk 
rules for safe harbor leasing and provides that 
in cases where the safe harbor lessee would be 
considered the owner of the property without re-
gard to the safe harbor lease, the lessor is con-
sidered to be at risk with respect to the property 
in an amount equal to the amount the lessee is 
considered at risk with respect to such property 
as determined under section 465. 

Will a corporate lessor that would ordinarily 
be subject to the at-risk rules under section 465 
be exempt from such rules under section 
168(f)(8)(J) in a situation where acquisition of 
the leased property is financed with non-
recourse debt by a lessee that is not subject to 
the at-risk rules? 

A–8: Yes. The liberalized at-risk rules of 
section 168(f)(8)(J) will apply in cases where 
the lessee’s ACRS deductions and investment 
tax credit with respect to the property would 
not have been limited under the at-risk rules 
had the parties not elected treatment under 
section 168(f)(8). 

Q–9: Section 168(f)(8)(J)(ii) excepts certain 
service corporations from the liberalized at-risk 
rules of section 168(f)(8)(J)(i). Does the exception 
in subdivision (ii) also extend to subsidiaries of 
such service corporations that file consolidated 
returns? 

A–9: Yes. The liberalized at-risk rules of 
section 168(f)(8)(J)(i) will not apply to any 
subsidiary filing a consolidated return with a 
service organization described in section 
168(f)(8)(J)(ii). 

Q–10: Will property lose its status as transi-
tional safe harbor lease property under section 
208(d)(3) of TEFRA solely by reason of the fact 
that the person who is a party to a binding con-
tract to acquire the property assigns his rights 
in the contract to another person? 

A–10: When a person who is a party to a 
binding contract transfers his rights in the 
contract (or the property covered by the con-
tract) to another person and the transferor 
(or a corporation which is a member of the 
same affiliated group as the transferor) will 
use the property under a lease for a period 

not less than 50 percent of the appropriate 
recovery period for the leased property under 
section 168(c), then to the extent of the 
transferred rights, this other person will suc-
ceed to the position of the transferor with 
respect to the binding contract and the prop-
erty. Accordingly, under these cir-
cumstances, property will not lose its status 
as transitional safe harbor lease property. 

In addition, property will not be disquali-
fied as transitional safe harbor lease prop-
erty solely by reason of a transfer by a per-
son of his rights in a contract (or the prop-
erty covered by the contract) in a trans-
action in which the basis of the property in 
the hands of the transferee is determined by 
reference to its basis in the hands of the 
transferor (e.g., transfers governed by sec-
tions 332, 351, 361, 721, and 731). Thus, for ex-
ample, if a corporation entered into a bind-
ing contract for the construction or acquisi-
tion of property prior to July 1, 1982, and 
after such date assigned the contract to a 
corporation within the same affiliated group 
which files consolidated returns, the as-
signee will be entitled to treat the property 
acquired pursuant to the contract as transi-
tional safe harbor lease property, assuming 
the property would have so qualified in the 
hands of the transferor. Similarly, if a joint 
venture or partnership between two corpora-
tions entered into a binding contract or com-
menced construction of property before July 
2, 1982, but dissolved and distributed its as-
sets to the partners or joint venturers after 
July 2, 1982, the joint venturers or partners 
may treat the assets as transitional safe har-
bor lease property, assuming the property 
would have so qualified had the joint venture 
or partnership remained in existence. 

Q–11: During 1982, Corporation Y placed in 
service section 38 property with a total cost of 
$100X. On August 15, 1982, Corporation Y 
placed in service the last component of an entire 
facility within the meaning of § 5c.168(f)(8)– 
6(b)(2). The facility had a total cost basis of 
$40X, of which $30X was transitional safe har-
bor lease property within the meaning of section 
208(d)(3) of TEFRA and $10X was not transi-
tional safe harbor lease property. On November 
1, 1982, Corporation Y sold and leased back 
under a section 168(f)(8) lease the $30X of tran-
sitional safe harbor lease property in the facil-
ity. 

Will the entire facility rule in § 5c.168(f)(8)– 
6(b)(2) apply in this situation where the tax-
payer has not leased all of the section 38 prop-
erty in the facility? 

A–11: No. The placed in service date, for 
purposes of the rule requiring that property 
be leased within 3 months after such prop-
erty was placed in service by the lessee, 
would be determined under the entire facil-
ity rule in § 5c.168(f)(8)–6(b)(2) only if Cor-
poration Y had leased all the qualified leased 
property in the facility. Since Corporation Y 
leased only the $30X of transitional section 
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38 property, of the facility and did not lease 
the $10X of nontransitional property, Cor-
poration Y may not rely on the entire facil-
ity rule of § 5c.168(f)(8)–6(b)(2) for purposes of 
determining the placed in service date for 
the property under the section 168(f)(8) lease. 

Q–12: Assume the same facts as in Q–11, ex-
cept that Corporation Y had also placed in serv-
ice by August 15, 1982, $30X of miscellaneous 
machinery and equipment all of which was 
transitional safe harbor lease property within 
the meaning of section 208(d)(3) of TEFRA. On 
November 1, 1982, in addition to the $30X of 
transitional property in the facility, Corpora-
tion Y also sold and leased back under a sepa-
rate section 168(f)(8) lease the $30X of miscella-
neous machinery and equipment. 

Will the entire facility rule in § 5c.168(f)(8)– 
6(b)(2) apply in this situation to the $30X of 
transitional property in the facility? 

A–12: Yes. Since Corporation Y leased $30X 
of transitional machinery and equipment 
and the $30X of the facility which consisted 
of transitional property, Corporation Y can 
lease none of the nontransitional property in 
the facility because, by reason of the 45-per-
cent cap on lessees contained in section 
168(f)(8)(D) (ii) and (iii) and (I), it is not 
qualified leased property for purposes of sec-
tion 168(f)(8). Thus, on the facts, Corporation 
Y has leased all the qualified leased property 
in the facility. 

Q–13: Corporation X constructed a manufac-
turing complex consisting of three integrated 
operational components, each with a different 
ADR present class life midpoint, which together 
constitute an ‘‘entire facility’’ within the mean-
ing of § 5c.168(f)(8)–6(b)(2). The last components 
of the facility were placed in service on August 
15, 1982. On October 1, 1982, Corporation X sold 
to Corporation Z and leased back under section 
168(f)(8) all the qualified leased property of the 
facility. 

For purposes of the rule requiring that prop-
erty be leased within 3 months after such prop-
erty was placed in service by the lessee, will the 
leased components of the entire facility be con-
sidered placed in service by the lessee on August 
15, 1982, the date the last components were 
placed in service, if the components are leased 
at one time pursuant to documents consisting of 
three section 168(f)(8) leases with different terms 
to reflect the different ADR midpoint lives of the 
qualified leased property in the facility? 

A–13: Yes. If the entire facility rule in 
§ 5c.168(f)(8)–6(b)(2) applies, the facility com-
ponents which were placed in service prior to 
August 15, 1982, will be treated as placed in 
service by the lessee on August 15, 1982, for 
purposes of the 3-month rule. This rule will 
apply if all the qualified leased property of 
the facility is leased at one time. The docu-
mentation may be in the form of multiple, 
simultaneously executed agreements or 
maybe in the form of an agreement com-
prised of one or more parts or schedules. 
Each of the multiple agreements, or each of 

the parts or schedules of an agreement, may 
have different lease terms for property with 
different ADR midpoint lives, so long as each 
such agreement or part of schedule individ-
ually would be treated as a lease under sec-
tion 168(f)(8), taking into account the entire 
facility rule, with lease terms commencing 
on the same date. A single transaction ef-
fected by multiple agreements or by an 
agreement with one or more parts or sched-
ules will meet the maximum lease term re-
quirement of § 5c.168(f)(8)–5(b) so long as each 
agreement or each part or schedule of an 
agreement meets the maximum lease term 
requirement. 

Q–14: Under § 5c.168(f)(8)–6(b)(2), the special 
rule for facilities applies only if the entire facil-
ity is leased under a section 168(f)(8) lease. 

Will a transaction not qualify under section 
168(f)(8) if the parties, acting in good faith, omit 
an insubstantial portion of the qualified lease 
property from the lease? 

A–14: No. The facility rule of § 5c.168(f)(8)– 
6(b)(2) will apply if the parties, acting in 
good faith, substantially comply with its 
terms. 

Q–15: When will construction of an aircraft be 
considered to have been begun after June 25, 
1981, and before February 20, 1982, for purposes 
of TEFRA section 208(d)(3)(D)? 

A–15: Construction of an aircraft will be 
considered to have been begun after June 25, 
1981, and before February 20, 1982, if during 
such period any of the following events oc-
curred: 

(i) Construction or reconstruction of a sub-
assembly designated for the aircraft was 
commenced; 

(ii) Construction of a lot increment of sub-
assemblies (one or more of which was des-
ignated for the aircraft) was commenced; or 

(iii) The stub wing join occurred. 
Q–16: Does the definition of assets used in the 

manufacture or production of steel for purposes 
of TEFRA section 208(d)(2)(F) include all assets 
used in this function (such as electrical and 
steam generators and distribution equipment, 
coke oven by-product equipment) although not 
necessarily includible in the former ADR guide-
line class for primary steel mill products? 

A–16: Yes, all assets that are used, in their 
primary function, as an integral part of the 
steel manufacturing or production process 
are included. Cf. § 1.48–1(d)(4). However, the 
steel manufacturing or production process 
does not include processing beyond the pro-
duction of primary ferrous metals (as defined 
by the ADR Class for Manufacture of Pri-
mary Ferrous Metals). 

Q–17: Where a qualified mass commuting vehi-
cle meets the requirements for both the TEFRA 
section 208(d)(2) transitional rule and the 
TEFRA section 208(d)(5) special rule for mass 
commuting vehicles, which provision will con-
trol? 

A–17: The general transitional rule of 
TEFRA section 208(d)(2) will apply. Thus, 
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pursuant to TEFRA section 208(d)(2)(B), the 
provisions of section 168(f)(8)(J), but not the 
provisions of section 168(i)(1), will apply only 
to such property. If the general transitional 
rule does not apply to a specific mass com-
muting vehicle, the provision of section 
168(i)(1) applies to the lessor who leases such 
vehicle. 

Q–18: Does the definition of a qualified mass 
commuting vehicle include component parts of a 
qualified mass commuting vehicle—such as an 
undercarriage of a subway car or the costs of re-
habilitation or reconstruction of a mass com-
muting vehicle (or component part thereof)? 

A–18: Yes. 

[T.D. 7850, 47 FR 50853, Nov. 10, 1982, as 
amended by T.D. 7879, 48 FR 11942, Mar. 22, 
1983] 

PART 6a—TEMPORARY REGULA-
TIONS UNDER TITLE II OF THE OM-
NIBUS RECONCILIATION ACT OF 
1980 

Sec. 
6a.103A–1 Interest on mortgage subsidy 

bonds. 
6a.103A–2 Qualified mortgage bond. 
6a.103A–3 Qualified veterans’ mortgage 

bonds. 
6a.6652(g)–1 Failure to make return or fur-

nish statement required under section 
6039C. 

AUTHORITY: 26 U.S.C. 7805. 
Sections 6a.103A–2(k), (l), and (m) also 

issued under 26 U.S.C. 103A(j) (3), (4), and (5). 

§ 6a.103A–1 Interest on mortgage sub-
sidy bonds. 

(a) In general—(1) Mortgage subsidy 
bond. A mortgage subsidy bond shall be 
treated as an obligation not described 
in section 103 (a)(1) or (a)(2). Thus, the 
interest on a mortgage subsidy bond is 
includable in gross income and subject 
to Federal income taxation. 

(2) Exceptions. Any qualified mort-
gage bond and any qualified veterans’ 
mortgage bond shall not be treated as 
a mortgage subsidy bond. See § 6a.103A– 
2 with respect to requirements of quali-
fied mortgage bonds and § 6a.103A–3 
with respect to requirements of quali-
fied veterans’ mortgage bonds. 

(3) Additional requirement. In addition 
to the requirements of § 6a.103A–2, 
§ 6a.103A–3, and this section, qualified 
mortgage bonds and qualified veterans’ 
mortgage bonds shall be subject to the 
requirements of section 103(c) and the 
regulations thereunder. 

(4) Advance refunding. On or after De-
cember 5, 1980, no tax-exempt obliga-
tion may be issued for the advance re-
funding of a mortgage subsidy bond 
(determined without regard to section 
103A(b)(2) or § 6a.103A–1(a)(2)). An obli-
gation issued for the refunding of a 
mortgage subsidy bond will be consid-
ered to be an advance refunding obliga-
tion if it is issued more than 180 days 
before the prior issue is discharged. 

(5) Registration. Any obligation that 
is part of a qualified mortgage bond 
issue or qualified veterans’ mortgage 
bond issue and which is issued after De-
cember 31, 1981, must be in registered 
form. The term ‘‘in registered form’’ 
has the same meaning as in § 1.6049– 
2(d). Thus, in general, an obligation is 
issued in registered form if it is reg-
istered as to both principal and inter-
est and if its transfer must be effected 
by the surrender of the old instrument 
to the issuer and by either the 
reissuance of the old instrument to a 
new holder or the issuance of a new in-
strument to a new holder. 

(b) Definitions. For purposes of 
§§ 6a.103A–2, 6a.103A–3, and this section 
the following definitions apply: 

(1) Mortgage subsidy bond. (i) The 
term ‘‘mortgage subsidy bond’’ means 
any obligation which is issued as part 
of an issue a significant portion of the 
proceeds of which is to be used directly 
or indirectly to provide mortgages on 
owner-occupied residences. 

(ii) For purposes of subdivision (i), a 
significant portion of the proceeds of 
an issue is used to provide mortgages if 
5 percent or more of the proceeds are so 
used. 

(2) Mortgage. The term ‘‘mortgage’’ 
includes deeds of trust, conditional 
sales contracts, pledges, agreements to 
hold title in escrow, and any other 
form of owner financing. 

(3) Bond. The term ‘‘bond’’ means any 
obligation. The term ‘‘obligation’’ 
means any evidence of indebtedness. 

(4) State. (i) The term ‘‘State’’ in-
cludes a possession of the United 
States and the District of Columbia. 

(ii) For purposes of subdivision (i), 
obligations issued by or on behalf of 
any State or local governmental unit 
by constituted authorities impowered 
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to issue such obligations are the obli-
gations of such governmental unit. See 
§ 1.103–1(b). 

(5) Proceeds. The term ‘‘proceeds’’ in-
cludes original proceeds and invest-
ment proceeds. The terms ‘‘original 
proceeds’’ and ‘‘investment proceeds’’ 
shall have the same meaning as in 
§ 1.103–13(b)(2). Unless otherwise pro-
vided in § 6a.103A–2 or this section, 
however, amounts earned from the in-
vestment of proceeds which are derived 
from qualified mortgage bonds in non-
mortgage investments may not be com-
mingled for the purposes of accounting 
for expenditures with other non-bond 
amounts, and such proceeds are invest-
ment proceeds even though not treated 
as investment proceeds for purposes of 
section 103(c). Repayments of principal 
on mortgages shall be treated as pro-
ceeds of an issue. Amounts (such as 
State appropriations or surplus funds) 
which are provided by the issuer or a 
private lender in conjunction with a 
qualified mortgage bond or a qualified 
veterans’ mortgage bond shall not be 
treated as proceeds of a mortgage sub-
sidy bond under this section. However, 
fees which are paid by a participating 
financial institution pursuant to an 
agreement with the issuer whereby 
such institution receives the right to 
originate or service mortgages and 
which are retained by an issuer are 
treated as original proceeds of the 
issue. Amounts provided by the issuer 
or a private lender may be treated as 
proceeds of an issue for purposes of sec-
tion 103(c). 

(6) Single-family and owner-occupied 
residences. Except for purposes of 
§ 6a.103A–2 (g) and (h)(2)(ii), the terms 
‘‘single-family’’ and ‘‘owner-occupied,’’ 
when used with respect to residences, 
include two-, three-, and four-family 
residences— 

(i) One unit of which is occupied by 
the owner of the units, and 

(ii) Which were first occupied as a 
residence at least 5 years before the 
mortgage is executed. 

[T.D. 7780, 46 FR 34314, July 1, 1981; 46 FR 
37890, July 23, 1981, as amended by T.D. 7794, 
46 FR 55514, Nov. 10, 1981] 

§ 6a.103A–2 Qualified mortgage bond. 
(a) In general—(1) Qualified mortgage 

bond. A qualified mortgage bond shall 

not be treated as a mortgage subsidy 
bond, and the interest on a qualified 
mortgage bond will be exempt from 
Federal income taxation. 

(2) Termination date. No obligation 
issued after December 31, 1987, shall be 
treated as part of a qualified mortgage 
bond issue. 

(b) Definitions and special rules. For 
purposes of this section and § 6a.103A–1, 
the following definitions apply: 

(1) Qualified mortgage bond. The term 
‘‘qualified mortgage bond’’ means one 
or more obligations issued by a State 
or any political subdivision thereof 
(hereinafter referred to as ‘‘govern-
mental unit’’) as part of an issue— 

(i) All of the original proceeds of 
which, net of the costs of issuing the 
obligations and proceeds invested in a 
reasonably required reserve fund (such 
net amount hereinafter in this section 
referred to as ‘‘lendable proceeds’’), are 
to be used to finance owner-occupied 
residences, and 

(ii) Which meets each of the require-
ments of § 6a.103A–1 and this section. 
A qualified mortgage bond does not in-
clude any bond that is an industrial de-
velopment bond under section 103(b). 

(2) Constitutional home rule city. The 
term ‘‘constitutional home rule city’’ 
means, with respect to any calendar 
year, any political subdivision of a 
State which, under a State constitu-
tion which was adopted in 1970 and ef-
fective on July 1, 1971, had home rule 
powers on the 1st day of the calendar 
year. 

(3) Targeted area residence. The term 
‘‘targeted area residence’’ means a resi-
dence in an area which is either— 

(i) A qualified census tract, or 
(ii) An area of chronic economic dis-

tress. 
(4) Qualified census tract. (i) The term 

‘‘qualified census tract’’ means a cen-
sus tract in which 70 percent or more of 
the families have an income which is 80 
percent or less of the State-wide me-
dian family income. 

(ii) The determination under subdivi-
sion (i) shall be made on the basis of 
the most recent decennial census for 
which data are available. With respect 
to any particular bond issue, such de-
termination may be based upon the de-
cennial census data available 3 months 
prior to the date of issuance and shall 
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not be affected by official changes to 
such data during or after such 3-month 
period. 

(iii) The term ‘‘census tract’’ means a 
census tract as defined by the Sec-
retary of Commerce. 

(5) Areas of chronic economic distress. 
(i) The term ‘‘area of chronic economic 
distress’’ means an area designated by 
a State as meeting the standards estab-
lished by that State for purposes of 
this subparagraph and approved by the 
Secretary and by the Secretary of 
Housing and Urban Development in ac-
cordance with the criteria set forth in 
(iii) of this subparagraph. A State may 
withdraw such designation at any 
time, with reasonable cause. Such 
withdrawal shall be effective upon no-
tification by the State to the Assistant 
Secretary for Housing/Federal Housing 
Commissioner of the Department of 
Housing and Urban Development. Such 
withdrawal shall not affect the tax-ex-
empt status of any outstanding issue of 
obligations. 

(ii) For purposes of making a des-
ignation under this subparagraph, 
withdrawing a designation, or making 
any other submission, ‘‘State’’ means 
the governor of a State, or a State offi-
cial commissioned by the governor or 
by State statute for such purposes. 

(iii) The following criteria will be 
used in evaluating a proposed designa-
tion of an area of chronic economic dis-
tress: 

(A) The condition of the housing 
stock, including the age of the housing 
and the number of abandoned and sub-
standard residential units. Data perti-
nent to this criterion include the num-
ber and percentage of housing units 
that were constructed prior to 1940, the 
average age of the housing stock, the 
number and percentage of abandoned 
housing units, and the number and per-
centage of substandard residential 
units. 

(B) The need of area residents for 
owner financing under a qualified 
mortgage bond issue as indicated by 
low per capita income, a high percent-
age of families in poverty, a high num-
ber of welfare recipients, and high un-
employment rates. Data pertinent to 
this criterion include the per capita in-
come of the population in the area, the 
number and percentage of families eli-

gible to receive food stamps from a 
program pursuant to 7 U.S.C. 2011, the 
number and percentage of families eli-
gible to receive payments under the 
Aid to Families with Dependent Chil-
dren program, and the unemployment 
rate. 

(C) The potential for use of owner fi-
nancing under a qualified mortgage 
bond issue to improve housing condi-
tions in the area. Data pertinent to 
this criterion include the number and 
percentage of owner-occupied homes 
that are substandard, the number and 
percentage of families that are low- or 
moderate-income renters, and the num-
ber and percentage of substandard 
units in the area that will be improved 
through the use of owner financing pro-
vided by the proceeds of a qualified 
mortgage bond issue. 

(D) The existence of a housing assist-
ance plan which provides a displace-
ment program and a public improve-
ments and services program (similar to 
the Housing Assistance Plan (HAP) re-
quired by the Department of Housing 
and Urban Development under the 
Community Development Block Grant 
program (42 U.S.C. 5301 et seq.)). 

This determination shall be based upon 
the most recent data availabe. The cer-
tification described in subdivision 
(iv)(C) shall satisfy the criteria set 
forth in subdivisions (C) and (D). A cer-
tification described in (iv)(D) shall sat-
isfy the criteria set forth in subdivi-
sions (A) and (B): Provided, That the 
majority of the households in the pro-
posed area have incomes less than 80 
percent of the median income for the 
standard metropolitan statistical area 
(SMSA) in which the proposed area is 
located or, if the proposed area is not 
within a SMSA, less than 80 percent of 
the median income for the State. 

(iv) A proposal by the State that an 
area be approved as an area of chronic 
economic distress shall contain the fol-
lowing information: 

(A) A description of the proposed 
area by its geographical limits. 

(B) Maps of the State and of areas 
within the State that are qualified cen-
sus tracts and existing or proposed 
areas of chronic economic distress. 
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(C) Where applicable, a certification 
of the local Area Manager of the De-
partment of Housing and Urban Devel-
opment in which the proposed area is 
located that the proposed area is a 
Neighborhood Strategy Area (NSA) 
under 24 CFR 570.301(c) promulgated 
pursuant to the Community Develop-
ment Block Grant program or an area 
comparable to a NSA which has been 
reviewed and approved by the Area 
Manager as meeting the standards for 
an NSA. 

(D) Where applicable, a certification 
from the HUD Area Manager with ju-
risdiction over the proposed area that 
the proposed area is within a geo-
graphic area which has been declared 
eligible for grants under the Urban De-
velopment Action Grant Program, Pur-
suant to 24 CFR 570.452, by the Sec-
retary of Housing and Urban Develop-
ment. 

(E) Statistical and descriptive infor-
mation pertinent to the criteria enu-
merated in subdivision (iii) of this sub-
paragraph, and a succinct statement of 
how the information furnished satisfies 
those criteria. Such statistical infor-
mation shall be based upon the most 
recent data available. 

(F) If the State so desires, a written 
request for a conference prior to any 
adverse decision on the proposed des-
ignation. 

(G) A certification by the Governor 
or designated official that the proposed 
designation conforms to these regula-
tions. 

(v) The proposed designation and the 
information furnished with it as re-
quired by subdivision (iv) of this sub-
paragraph shall be submitted in trip-
licate to the Assistant Secretary for 
Housing/Federal Housing Commis-
sioner of the Department of Housing 
and Urban Development (Attention: Of-
fice of State Agency and Bond Fi-
nanced Programs, Rm. 6138, 451 7th 
Street, SW., Washington, D.C. 20410). 

(vi) Only those areas of chronic eco-
nomic distress that have been pre-
viously designated by the State and ap-
proved in accordance with this sub-
paragraph at least 3 months prior to 
the date of issuance need to be taken 
into account for any particular bond 
issue. Residences located in areas des-
ignated as areas of chronic economic 

distress approved in accordance with 
this subparagraph within such 3-month 
period or after the date of issue, how-
ever, may be treated as targeted area 
residences. However, for purposes of 
paragraph (h)(2), relating to the speci-
fied portion of proceeds to be placed in 
targeted areas, and paragraph 
(i)(3)(ii)(A), relating to the 11⁄2 year 
temporary period, only areas approved 
as areas of chronic economic distress in 
accordance with this subparagraph at 
the time of issue may be taken into 
consideration. 

(6) Standard metropolitan statistical 
area. A standard metropolitan statis-
tical area (‘‘SMSA’’) is an area in and 
around a city of 50,000 inhabitants or 
more (or equivalent area) and defined 
by the Secretary of Commerce as an 
SMSA. 

(7) Statistical area. The term ‘‘statis-
tical area’’ means— 

(i) An SMSA, 
(ii) Any county (or portion thereof) 

which is not within an SMSA, or 
(iii) If there is insufficient recent sta-

tistical information with respect to a 
county (or portion thereof) described in 
subdivision (ii) of this subparagraph, 
such other area as may be designated 
by the Commissioner, upon proper ap-
plication, as a substitute for such 
county (or portion thereof). 
For purposes of subdivisions (ii) and 
(iii) of this subparagraph, in Alaska, 
the entire State, and in Louisiana, a 
parish, shall be treated in a manner 
similar to a county. 

(8) Acquisition cost. (i) The term ‘‘ac-
quisition cost’’ means the cost of ac-
quiring a residence from the seller as a 
completed residential unit. Acquisition 
cost includes the following: 

(A) All amounts paid, either in cash 
or in kind, by the purchaser (or a re-
lated party or for the benefit of the 
purchaser) to the seller (or a related 
party or for the benefit of the seller) as 
consideration for the residence. 

(B) If a residence is incomplete, the 
reasonable cost of completing the resi-
dence whether or not the cost of com-
pleting construction is to be financed 
with bond proceeds. For example, 
where a mortgagor purchases a build-
ing which is so incomplete that occu-
pancy of the building is not permitted 
under local law, the acquisition cost 
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includes the cost of completing the 
building so that occupancy of the 
building is permitted. 

(C) Where a residence is purchased 
subject to a ground rent, the capital-
ized value of the ground rent. Such 
value shall be calculated using a dis-
count rate equal to the yield on the 
issue (as defined in § 6a.103A–2(i)(2)(vi)). 

(ii) The term ‘‘acquisition cost’’ does 
not include the following: 

(A) The usual and reasonable settle-
ment or financing costs. Settlement 
costs include titling and transfer costs, 
title insurance, survey fees, or other 
similar costs. Financing costs include 
credit reference fees, legal fees, ap-
praisal expenses, ‘‘points’’ which are 
paid by the buyer (but not the seller, 
even though borne by the mortgagor 
through a higher purchase price) or 
other costs of financing the residence. 
However, such amounts will be ex-
cluded in determining acquisition cost 
only to the extent that the amounts do 
not exceed the usual and reasonable 
costs which would be paid by the buyer 
where financing is not provided 
through a qualified mortgage bond 
issue. For example, if the purchaser 
agrees to pay to the seller more than a 
pro rata share of property taxes, such 
excess shall be treated as part of the 
acquisition cost of a residence. 

(B) The value of services performed 
by the mortgagor or members of the 
mortgagor’s family in completing the 
residence. For purposes of the pre-
ceding sentence, the family of an indi-
vidual shall include only the individ-
ual’s brothers and sisters (whether by 
the whole or half blood), spouse, ances-
tors, and lineal descendants. For exam-
ple, where the mortgagor builds a home 
alone or with the help of family mem-
bers, the acquisition cost includes the 
cost of materials provided and work 
performed by subcontractors (whether 
or not related to the mortgagor) but 
does not include the imputed cost of 
any labor actually performed by the 
mortgagor or a member of the mortga-
gor’s family in constructing the resi-
dence. Similarly, where the mortgagor 
purchases an incomplete residence the 
acquisition cost includes the cost of 
material and labor paid by the mort-
gagor to complete the residence but 
does not include the imputed value of 

the mortgagor’s labor or the labor of 
the mortgagor’s family in completing 
the residence. 

(C) The cost of land which has been 
owned by the mortgagor for at least 2 
years prior to the date on which con-
struction of the residence begins. 

(iii) The following examples illus-
trate the provisions of subparagraph 
(8): 

Example (1). A contracts with B, a builder 
of single-family residences, for the purchase 
of a residence. Under the terms of the con-
tract, B will deliver a residential unit to A 
that contains an uncompleted recreation 
room and an unfinished third floor and which 
lacks a garage. Normally, a completed recre-
ation room, a finished third floor and a ga-
rage are provided as part of the residence 
built by B. The contract price for the resi-
dence is $58,000. At the same time, A con-
tracts with C, an affiliate of B, to complete 
the recreation room and third floor and to 
construct the garage for a contract price of 
$10,000. C will perform this work after A re-
ceives title to the unit from B. Under 
§ 6a.103A–2(b)(8)(i)(A), the acquisition cost of 
A’s completed residential unit is $68,000, 
which represents the contract price of the 
residence plus the cost of completion of the 
recreation room and third floor and con-
struction of the garage. 

Example (2). E owns a single-family resi-
dence which E has listed for sale. D con-
tracts to purchase E’s residence, and the 
contract provides for a selling price of 
$30,000. D also agrees to pay an unsecured 
debt in the amount of $5,000, which E owes to 
X, a local bank. D further agrees to purchase 
from E the refrigerator, stove, washer, and 
dryer located in E’s residence for $500. Such 
amount is equal to the fair market value of 
such personalty. D also agrees to purchase 
the light fixtures, curtain rods, and wall-to- 
wall carpeting for a fair market value price 
of $700. Under § 6a.103A–2(b)(8)(i)(A), the ac-
quisition cost of D’s completed residential 
unit is $35,700. Such amount includes the 
$5,000 unsecured debt paid off by D. The $500 
paid for the refrigerator, stove, washer, and 
dryer are not included because such items 
are not included within the definition of a 
residence under § 6a.103A–2(d)(4). Such defini-
tion does include, however, the light fix-
tures, curtain rods, and wall-to-wall car-
peting purchased by D. 

Example (3). F contracts with G to purchase 
G’s home for $40,000. After purchasing the 
residence, F pays a party unrelated to G 
$3,000 for painting, minor repairs, and refin-
ishing the floors. Under § 6a.103A– 
2(b)(8)(i)(A), the acquisition cost of the resi-
dence is $40,000. Such fix-up expenses are not 
treated as part of the acquisition costs. If G 
had incurred such fix-up expenses, however, 
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F may not reduce his acquisition cost of the 
residence by such amounts. 

(9) Qualified home improvement loan. 
(i) The term ‘‘qualified home improve-
ment loan’’ means the financing 
(whether or not secured by a mort-
gage), in an amount which does not ex-
ceed $15,000 with respect to any resi-
dence, of alterations, repairs, and im-
provements on, or in connection with, 
an existing single-family, owner-occu-
pied residence by the owner thereof, 
but only if such items substantially 
protect or improve the basic livability 
or energy efficiency of the residence. 

(ii) Alterations, repairs, or improve-
ments that satisfy the requirement of 
subdivision (i) of this subparagraph in-
clude the renovation of plumbing or 
electric systems, the installation of 
improved heating or air conditioning 
systems, the addition of living space, 
or the renovation of a kitchen area. 
Items that will not be considered to 
substantially protect or improve the 
basic livability of the residence include 
swimming pools, tennis courts, saunas, 
or other recreational or entertainment 
facilities. 

(iii) If— 
(A) Two or more qualified home im-

provement loans are provided for the 
same residence, whether or not by the 
same lender, and 

(B) Any person who had a present 
ownership interest in such residence at 
the time the previous qualified home 
improvement loan or loans were made 
has a present ownership interest in the 
residence at the time the subsequent 
qualified home improvement loan is 
made, 
Then the allowable amount of the sub-
sequent qualified home improvement 
loan shall be reduced by the amount, at 
origination, of any previous qualified 
home improvement loan, so that the 
sum of such loans does not exceed 
$15,000. 

(iv) The following example illustrates 
the provisions of subparagraph (9): 

Example. A and B jointly own a residence 
located in Town M. They obtain a qualified 
home improvement loan for $10,000 from 
Town M. A acquires B’s interest in the resi-
dence. A applies to State X for a qualified 
home improvement loan. The maximum 
amount of a qualified home improvement 
loan which may be made by State X is $5,000, 

the amount that when added to the $10,000 
previous loan from Town M does not exceed 
$15,000. 

(10) Qualified rehabilitation loans. (i) 
The term ‘‘qualified rehabilitation 
loan’’ means any owner financing pro-
vided in connection with— 

(A) A qualified rehabilitation, or 
(B) The acquisition of a residence 

with respect to which there has been a 
qualified rehabilitation, 

But only if the mortgagor to whom 
such financing is provided is the first 
resident of the residence after comple-
tion of the rehabilitation. Where there 
are two or more mortgagors of a reha-
bilitation loan, the first residency re-
quirement is met if any of the mortga-
gors meets the first residency require-
ment. 

(ii) The term ‘‘qualified rehabilita-
tion’’ means any rehabilitation of a 
residence if— 

(A) There is a period of at least 20 
years between the date on which the 
building was first used and the date on 
which physical work on such rehabili-
tation begins, 

(B) 75 percent or more of the existing 
external walls of such building are re-
tained in place as external walls in the 
rehabilitation process, and 

(C) The expenditures for such reha-
bilitation are 25 percent or more of the 
mortgagor’s adjusted basis in the resi-
dence (including the land on which the 
residence is located). 

(iii) For purposes of (A) and (B), the 
rules applicable to the investment tax 
credit for qualified rehabilitated build-
ings under section 48(g)(1) (A)(iii) and 
(B) shall apply. However, unlike sec-
tion 48(g)(1)(B), once a building meets 
the 20-year test, more than one reha-
bilitation of that building within a 20- 
year period may qualify as a qualified 
rehabilitation. 

(iv) The adjusted basis to the mort-
gagor is the mortgagor’s adjusted basis 
for purposes of determining gain or loss 
on the sale or exchange of a capital 
asset (as defined in section 1221). The 
mortgagor’s adjusted basis shall be de-
termined as of the date of completion 
of the rehabilitation, or, if later, the 
date the mortgagor acquires the resi-
dence, i.e., the date on which the mort-
gagor includes in basis any amounts 
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expended for rehabilitation that are ex-
pended for capital assets. 

(v) The amounts expended by the 
mortgagor for rehabilitation include 
all amounts expended for rehabilita-
tion regardless of whether the amounts 
expended were financed from the pro-
ceeds of the loan or from other sources, 
and regardless of whether the expendi-
ture is a capital expenditure, so long as 
the expenditure is made during the re-
habilitation of the residence and is rea-
sonably related to the rehabilitation of 
the residence. The value of services 
performed by the mortgagor or mem-
bers of the mortgagor’s family (as used 
in § 6a.103A–2(b)(8)(ii)(B)) in rehabili-
tating the residence will not be in-
cluded in determining the rehabilita-
tion expenditures for purposes of the 
25-percent test. 

(vi) Where a mortgagor purchases a 
residence that has been substantially 
rehabilitated, the 25-percent test is de-
termined by comparing the total ex-
penditures made by the seller for the 
rehabilitation of the residence with the 
acquisition cost of the residence to the 
mortgagor. The total expenditures 
made by the seller for rehabilitation do 
not include the cost of acquiring the 
building or land but do include all 
amounts directly expended by the sell-
er in rehabilitating the building (ex-
cluding overhead and other indirect 
charges). 

(c) Good faith compliance efforts—(1) 
Mortgage eligibility requirements. An 
issue of qualified mortgage bonds 
which fails to meet one or more of the 
requirements of paragraphs (d), (e), (f), 
and (j) of this section shall be treated 
as meeting such requirements if each 
of the following provisions is met. 

(i) The issuer in good faith attempted 
to meet all such requirements before 
the mortgages were executed. Good 
faith requires that the trust indenture, 
participation agreements with loan 
originators, and other relevant instru-
ments contain restrictions that permit 
the financing of mortgages only in ac-
cordance with such requirements. In 
addition, the issuer must establish rea-
sonable procedures to ensure compli-
ance with such requirements. Such pro-
cedures include reasonable investiga-
tions by the issuer or its agent to de-

termine that the mortgages satisfy 
such requirements. 

(ii) Ninety-five percent or more of 
the lendable proceeds (as defined in 
§ 6a.103A–2(b)(1)) that were devoted to 
owner financing were devoted to resi-
dences with respect to which, at the 
time the mortgages were executed or 
assumed, all such requirements were 
met. In determining whether the pro-
ceeds are devoted to owner financing 
which meets such requirements, the 
issuer may rely on an affidavit of the 
mortgagor that the property is located 
within the issuer’s jurisdiction and an 
affidavit of the mortgagor and the sell-
er that the requirements of § 6a.103A– 
2(f) are met. The issuer may also rely 
on his own or his agent’s examination 
of copies of income tax returns which 
were filed with the Internal Revenue 
Service and which are provided by the 
mortgagor or obtained by the issuer or 
loan originator in accordance with the 
procedures set forth in § 301.6103(c)–1 
which indicate that, during the pre-
ceding 3 years, the mortgagor did not 
claim deductions for taxes or interest 
on indebtness with respect to real prop-
erty constituting his principal resi-
dence, in addition to an affidavit of the 
mortgagor that the requirements of 
§ 6a.103A–2(e) are met. The mortgagor 
may also provide the issuer or his 
agent with an affidavit that the mort-
gagor was not required to file such re-
turn in accordance with section 6012 
during one or all of the preceding 3 
years. Where a particular mortgage 
fails to meet more than one of these re-
quirements, the amount of the mort-
gage will be taken into account only 
once in determining whether the 95- 
percent requirement is met. However, 
all of the defects in the mortgage must 
be corrected pursuant to paragraph 
(c)(1)(iii) of this section. 

(iii) Any failure to meet such require-
ments is corrected within a reasonable 
period after such failure is discovered. 
For example, where a mortgage fails to 
meet one or more of such requirements 
those failures can be corrected by call-
ing the nonqualifying mortgage or by 
replacing the nonqualifying mortgage 
with a qualifying mortgage. 

(iv) Examples. The following examples 
illustrate the application of paragraph 
(c)(1) of this section: 
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Example (1). State X issues obligations to 
be used to provide mortgages for owner-occu-
pied residences. X contracts with bank M to 
originate and service the mortgages. The 
trust indenture and participation agreement 
require that the mortgages meet the mort-
gage eligibility requirements referred to in 
paragraph (c)(1). In addition, pursuant to 
procedures established by X, M obtains a 
signed affidavit from each applicant that the 
applicant intends to occupy the property as 
his or her principal residence within 60 days 
after the final closing and thereafter to 
maintain the property as his or her principal 
residence. Further, M obtains from each ap-
plicant copies certified by the Internal Rev-
enue Service of the applicant’s Federal tax 
returns for the preceding 3 years and exam-
ines each statement to determine whether 
the applicant has claimed a deduction for 
taxes on real property which was the appli-
cant’s principal residence pursuant to sec-
tion 164(a)(1) or a deduction pursuant to sec-
tion 163 for interest paid on a mortgage se-
cured by real property which was the appli-
cant’s principal residence. Also in accord-
ance with X’s procedures, M obtains from 
each applicant a signed affidavit as to facts 
that are sufficient for M to determine wheth-
er the residence is located within X’s juris-
diction and affidavits from the seller and the 
buyer that the purchase price and the new 
mortgage requirements have been met, and 
neither M nor X knows or has reason to be-
lieve that such affidavits are false. The 
mortgage instrument provides that the 
mortgage may not be assumed by another 
person unless X determines that the prin-
cipal residence, 3-year, and purchase price 
requirements are met at the time of the as-
sumption. These facts are sufficient evidence 
of the good faith of the issuer and meet the 
requirements of paragraph (c)(1)(i). Further, 
if 95 percent of the lendable proceeds are de-
voted to owner financing which according to 
these procedures meet the requirements of 
paragraphs (d), (e), (f), and (i), then the issue 
meets the requirements of paragraph 
(c)(1)(ii). 

Example (2). State Y issues obligations to 
be used to provide mortgages for owner-occu-
pied residences. Y contracts with bank N to 
originate and service the mortgages. The 
trust indenture and participation agreement 
require that the mortgagor certify compli-
ance with the requirements referred to in 
paragraph (c)(1). By itself, this certification 
is not sufficient evidence of the good faith of 
the issuer to meet the requirements referred 
to in paragraph (c)(1). 

Example (3). The facts are the same as in 
Example 1, except that M discovers through 
a verification procedure required by X that, 
at the time of closing, A fraudulently exe-
cuted the residencey affidavit. Instead of oc-
cupying the property as a principal resi-
dence, A leased the property to B for one 

year. A did not use the property as his resi-
dence during the lease term. Thus, at the 
time that A’s mortgage was executed the 
residence failed to meet the requirements of 
paragraph (d) of this section. 

More than 95 percent of the lendable pro-
ceeds of the issue were devoted to residences 
which met all the requirements referred to 
in paragraph (c)(1) at the time the mortgages 
were executed. Furthermore, pursuant to a 
provision in the mortgage instrument M 
called the loan. Any failures with respect to 
other mortgages are corrected by M. Based 
on these facts, the issue meets the require-
ments of subparagraph (c)(1). 

Example (4). The facts are the same as in 
Example (1), except that the issuer requires 
copies of the applicant’s signed tax returns 
that were filed with the Internal Revenue 
Service for the preceding 3 years but does 
not require that such returns be certified. If 
95 percent of the lendable proceeds are de-
voted to owner financing which according to 
these procedures meet the requirements of 
paragraphs (d), (e), (f), and (i), then the issue 
meets the requirements of paragraph 
(c)(1)(ii). 

(2) Nonmortgage eligibility require-
ments. An issue of qualified mortgage 
bonds which fails to meet one or more 
of the requirements of paragraphs (g), 
(h), and (i) of this section and § 6a.103A– 
1(a)(5) shall be treated as meeting such 
requirements if each of the following 
provisions is met. 

(i) The issuer in good faith attempted 
to meet all such requirements. This 
good faith requirement will be met if 
all reasonable steps are taken by the 
issuer to ensure that the issue complies 
with these requirements. 

(ii) Any failure to meet such require-
ments is due to inadvertent error, e.g., 
mathematical error, after taking rea-
sonable steps to comply with such re-
quirements. 

(iii) The following examples illus-
trate the application of this subpara-
graph (2): 

Example (1). City X issues obligations to fi-
nance owner-occupied residences. However, 
despite taking all reasonable steps to deter-
mine accurately the size of the market share 
limitation, as provided in paragraph (g)(3), 
the limit is exceeded because the amount of 
the mortgages originated in the area during 
the past 3 years is incorrectly computed as a 
result of mathematical error. Such facts are 
sufficient evidence of the good faith of the 
issuer to meet the requirements of paragraph 
(c)(2). 
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Example (2). City Y issues $25 million of 
bonds to finance single-family, owner-occu-
pied homes. Attorney A gives an opinion 
that the bonds satisfy the arbitrage require-
ments of § 6a.103A–2(i) and § 6a.103A–1(a)(3). In 
fact, however, the legal conclusion reached 
by A is erroneous, and the bonds do not meet 
the requirements of § 6a.103A–2(i). The issue 
does not meet the requirements of subpara-
graph (c)(2) because the erroneous opinion 
does not constitute inadvertent error. 

(d) Residence requirements—(1) In gen-
eral. An issue meets the requirements 
of this paragraph only if all of the resi-
dences for which owner financing is 
provided under the issue meet the re-
quirements of this paragraph. A resi-
dence meets the requirements of this 
paragraph only if— 

(i) It is a single-family residence (as 
defined in § 6a.103A–1(b)(6)) which, at 
the time the mortgage is executed or 
assumed, can reasonably be expected 
by the issuer to become the principal 
residence of the mortgagor within a 
reasonable time after the financing is 
provided; and 

(ii) It is located within the jurisdic-
tion of the authority issuing the obli-
gation. 

(2) Affidavit. The requirements of sub-
paragraph (1)(i) of this paragraph may 
normally be met if the mortgagor exe-
cutes an affidavit of his intent to use 
the residence as his principal residence 
within a reasonable time (e.g., 60 days) 
after the financing is provided. 

(3) Principal residence. Whether a resi-
dence is used as a principal residence 
depends upon all the facts and cir-
cumstances of each case, including the 
good faith of the mortgagor. A resi-
dence which is primarily intended to be 
used in a trade or business shall not 
satisfy the requirements of this para-
graph. For purposes of the preceding 
sentence, any use of a residence which 
does not qualify for a deduction allow-
able for certain expenses incurred in 
connection with the business use of a 
home under section 280A shall not be 
considered as a use in a trade or busi-
ness. Except for certain owner-occupied 
residences described in paragraph (b)(6) 
of § 6a.103A–1, a residence more than 15 
percent of the total area of which is 
reasonably expected to be used pri-
marily in a trade or business does not 
satisfy the requirements of this sub-
paragraph. Further, a residence used as 

an investment property or a rec-
reational home does not satisfy the re-
quirements of this subparagraph. 

(4) Residence. (i) The term ‘‘resi-
dence’’ includes stock held by a tenant- 
stockholder in a cooperative housing 
corporation (as those terms are defined 
in section 216(b) (1) and (2)). It does not 
include property such as an appliance, 
a piece of furniture, a radio, etc., 
which, under applicable local law, is 
not a fixture. The term also includes 
factory-made housing which is perma-
nently fixed to real property. The de-
termination of whether factory-made 
housing is permanently fixed to real 
property shall be made on the basis of 
the facts and circumstances of each 
particular case. 

(ii) Land. Land appurtenant to a resi-
dence shall be considered as part of the 
residence only if such land reasonably 
maintains the basic livability of the 
residence and does not provide, other 
than incidentally, a source of income 
to the mortgagor. 

(5) Examples. The following examples 
illustrate the application of this para-
graph (d): 

Example (1). A contracts to purchase a new 
residence from B. Since B is unable to move 
from the residence until 1 month after the 
scheduled closing date, A agrees to lease the 
residence to B for 1 month at a rent equal to 
the fair rental value. A applies for a mort-
gage to be provided from the proceeds of a 
qualified mortgage bond. In light of all the 
facts and circumstances in the case, the fact 
that A temporarily leases the residence to B 
does not prevent the residence from being 
considered as property that can reasonably 
be expected to be used as A’s principal resi-
dence within a reasonable period of time 
after financing is provided. 

Example (2). C contracts to purchase a new 
residence located on 2 acres of land in city X. 
City X has a zoning regulation which pre-
vents the subdividing of any lot in that part 
of the city for use as a private residence into 
parcels of less than 2 acres. In light of all the 
facts and circumstances in the case, the fact 
that the residence is located on 2 acres of 
land appurtenant to the residence does not 
prevent the entire property from being con-
sidered as property to be used by C as a resi-
dence. 

Example (3). D contracts to purchase a new 
residence located on 40 acres of land that D 
intends to farm. Any financing provided for 
the purchase of that portion of the property 
intended to be farmed will not be considered 
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as financing provided for an owner-occupied 
residence. 

(e) 3-year requirement—(1) In general. 
An issue meets the requirements of 
this paragraph only if each of the 
mortgagors to whom owner financing 
is provided under the issue meets the 
requirements of this paragraph. A 
mortgagor meets the requirements of 
this paragraph only if the mortgagor 
had no present ownership interest in a 
principal residence at any time during 
the 3-year period prior to the date on 
which the mortgage is executed. For 
purposes of the preceding sentence, the 
mortgagor’s interest in the residence 
with respect to which the financing is 
being provided shall not be taken into 
account. 

(2) Exceptions. Subparagraph (1) shall 
not apply with respect to— 

(i) Any financing provided with re-
spect to a targeted area residence (as 
defined in § 6a.103A–2(b)(3)), 

(ii) Any qualified home improvement 
loan (as defined in § 6a103A–2(b)(9)), and 

(iii) Any qualified rehabilitation loan 
(as defined in § 6a.103A–2(b)(10)). 

(3) Multiple mortgagors. In the event 
that there is more than one mortgagor 
with respect to a particular residence, 
each of such mortgagors must meet the 
3-year requirement. A person who is 
liable under a note secured by the 
mortgage but who does not have a 
present ownership interest in a resi-
dence subject to the mortgage need not 
meet the 3-year requirement. For ex-
ample, where a parent of a home pur-
chaser cosigns the note for a child but 
the parent takes no interest in the res-
idence, it is not necessary that the par-
ent meet the 3-year requirement since 
the parent is not a mortgagor of the 
residence. 

(4) Included interests. Examples of in-
terests which constitute present own-
ership interests are the following: 

(i) A fee simple interest; 
(ii) A joint tenancy, a tenancy in 

common, or tenancy by the entirety; 
(iii) The interest of a tenant-share-

holder in a cooperative; 
(iv) A life estate; 
(v) A land contract (i.e., a contract 

pursuant to which possession and the 
benefits and burdens of ownership are 
transferred although legal title is not 
transferred until some later time); and 

(vi) An interest held in trust for the 
mortgagor (whether or not created by 
the mortgagor) that would constitute a 
present ownership interest if held di-
rectly by the mortgagor. 

(5) Excluded interests. Examples of in-
terests which do not constitute present 
ownership interests are the following: 

(i) A remainder interest; 
(ii) A lease with or without an option 

to purchase; 
(iii) A mere expectancy to inherit an 

interest in a principal residence; 
(iv) The interest that a purchaser of 

a residence acquires on the execution 
of a purchase contract; and 

(v) An interest in other than a prin-
cipal residence during the previous 3 
years. 

(f) Purchase price requirements—(1) In 
general. An issue meets the require-
ments of this paragraph only if the ac-
quisition cost (as defined in § 6a.103A– 
2(b)(8)) of each residence, other than a 
targeted area residence, for which 
owner financing is provided does not 
exceed 90 percent of the average area 
purchase price applicable to such resi-
dence. In the case of a targeted area 
residence (as defined in § 6a.103A– 
2(b)(3)), the acquistion cost may not ex-
ceed 110 percent of the average area 
purchase price applicable to such resi-
dence. 

(2) Exception. Paragraph (1) shall not 
apply with respect to any qualified 
home improvement loan (as defined in 
§ 6a.103A–2(b)(9)). 

(3) Average area purchase price. The 
term ‘‘average area purchase price’’ 
means, with respect to any residence, 
the average purchase price of all sin-
gle-family residences in the statistical 
area (as defined in § 6a.103A–2(b)(7)) in 
which the residence being financed is 
located for the most recent 12-month 
period for which sufficient statistical 
information is available. The deter-
mination whether a particular resi-
dence meets the purchase price re-
quirement shall be made as of the date 
on which the commitment to provide 
the financing is made or, if earlier, the 
date of purchase of the residence. 

(4) Special rules. (i) In the case of a 
qualified rehabilitation loan, the re-
quirements of this paragraph are met if 
the mortgagor’s adjusted basis in the 
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property as of the completion of the re-
habilitation (including the cost of the 
rehabilitation) meets the requirements 
of paragraph (f)(1). For this purpose, a 
rehabilitated residence is to be treated 
as a residence which has been pre-
viously occupied. 

(ii) The determination of average 
area purchase price shall be made sepa-
rately with respect to— 

(A) Residences which have not been 
previously occupied; 

(B) Residences which have been pre-
viously occupied; and 

(C) One-family, two-family, three- 
family, and four-family residences. 

(5) Safe harbor limitation. (i) For pur-
poses of meeting the requirements of 
this paragraph, an issuer may rely 
upon average area purchase price limi-
tations published by the Treasury De-
partment for the statistical area in 
which a residence is located. These safe 
harbor limitations will be effective for 
the period stated at the time of publi-
cation. An issuer may use a limitation 
different from such safe harbor limita-
tion for any statistical area (as defined 
in § 6a.103A–2(b)(7)) for which the issuer 
has more accurate and comprehensive 
data. 

(ii) The following example illustrates 
the application of subparagraph (5)(i): 

Example. The average area purchase price 
safe harbor limitation for new single-family 
residences published by the Treasury Depart-
ment for the second half of 1981 for the juris-
diction of governmental unit X is $41,500. 
However, on July 1, 1981, X determines that 
its average area purchase price for new sin-
gle-family residences is actually $43,000. 
Such determination is based on a com-
prehensive survey of residential housing 
sales in the jurisdiction over the previous 
calendar year. The data accumulated are 
based on records maintained by the county 
clerk’s office in X’s jurisdiction, which en-
ables X to compute average area purchase 
prices separately for new and used residences 
and for one-, two-, three-, and four-family 
residences. X cannot reasonably update such 
data more often than once a year. X may use 
average area purchase prices computed from 
these data for mortgages made from July 1, 
1981, through June 30, 1982, rather than the 
safe harbor published by the Treasury De-
partment. 

(g) Limitation on aggregate amount of 
qualified mortgage bonds issued during 
any calendar year—(1) In general. An 
issue meets the requirements of this 

section only if the aggregate amount of 
bonds issued pursuant thereto, when 
added to the sum of (i) the aggregate 
amount of qualified mortgage bonds 
previously issued by the issuing au-
thority during the calendar year and 
(ii) the amount of qualified mortgage 
bonds which the issuing authority pre-
viously elected not to issue under sec-
tion 25(c)(2)(A)(ii) and the regulations 
thereunder during the calendar year, 
does not exceed the applicable limit 
(‘‘market limitation’’) for such author-
ity for such calendar year. 

(2) State housing finance agency. Ex-
cept as provided in paragraph (g)(4) of 
this section, the market limitation for 
any State housing finance agency for 
any calendar year shall be 50 percent of 
the State ceiling for such year. For 
purposes of the preceding sentence, if 
any State has more than one housing 
finance agency all such agencies shall 
be treated as a single agency. 

(3) Other issuers. Except as provided 
in paragraph (g)(4), the market limita-
tion for any issuing authority (other 
than a State housing finance agency) 
for any calendar year is an amount 
equal to that authority’s proportionate 
share of 50 percent of the State ceiling 
amount for such calendar year. The 
proportionate share is an amount 
which bears the same ratio to 50 per-
cent of the State ceiling for such year 
as— 

(i) The average annual aggregate 
principal amount of mortgages exe-
cuted during the immediately pre-
ceding 3 calendar years for single-fam-
ily, owner-occupied residences located 
within the jurisdiction of such issuing 
authority, bears to 

(ii) An average determined in the 
same way for the entire State. 

(4) Constitutional home rule city. (i) In 
determining the market limitation for 
any constitutional home rule city (as 
defined in paragraph (b)(2) of this sec-
tion), subparagraph (3) shall be applied 
by substituting ‘‘100 percent’’ for ‘‘50 
percent.’’ 

(ii) In a State with one or more con-
stitutional home rule cities, in com-
puting the market limitation for 
issuers other than constitutional home 
rule cities, the State ceiling amount 
for any calendar year shall be reduced 
by the aggregate market limitation for 
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such year for all constitutional home 
rule cities in the State. 

(5) Overlapping jurisdictions. (i) For 
purposes of subparagraph (3) of this 
paragraph, if an area is within the ju-
risdiction of two or more governmental 
units, such area shall be treated as 
only within the jurisdiction of the unit 
having jurisdiction over the smallest 
geographical area. However, the gov-
ernmental unit with jurisdiction over 
the smallest geographical area may 
enter into a written agreement to allo-
cate all or a designated portion of such 
overlapping area to the governmental 
unit having jurisdiction over the next 
smallest geographical area. 

(ii) Where two governmental units 
have authority to issue mortgage sub-
sidy bonds and both governmental 
units have jurisdiction over the iden-
tical geographical area, the aggregate 
principal amount of mortgages on resi-
dences located within that area shall 
be allocated to the governmental unit 
having broader sovereign powers. 

(6) State ceiling. (i) Except as provided 
in paragraph (g)(6)(v), the State ceiling 
applicable to any State for any cal-
endar year shall be the greater of— 

(A) 9 percent of the average annual 
aggregate principal amount of mort-
gages executed during the immediately 
preceding 3 calendar years for single- 
family, owner-occupied residences lo-
cated within the jurisdiction of such 
State, or 

(B) $200,000,000. 
Only single-family owner-occupied 
residences (without regard to the defi-
nition of such term under § 6a.103A– 
1(b)(6)) may be used in determining the 
market limitation regardless of wheth-
er or not residences with up to four 
family units are to be financed by the 
program. First and second mortgages 
or mortgages used to refinance an ex-
isting mortgage shall be used in mak-
ing such determination. Liens, special 
assessments, and similar encumbrances 
may not be taken into consideration. 

(ii) For mortgages on residences with 
more than one family unit, the full 
amount of the mortgage shall be ap-
plied toward the market limitation and 
not merely that portion allocable to 
the owner-occupied unit. 

(iii) For purposes of determining the 
State ceiling amount applicable to any 

State for any calendar year an issuer 
may rely upon the State ceiling 
amount published by the Treasury De-
partment for such calendar year. An 
issuer may rely on a different State 
ceiling amount than such safe-harbor 
limitation where the issuer has made a 
more accurate and comprehensive de-
termination of such amount. 

(iv) The following example illustrates 
the application of subparagraphs (3) 
and (6) of this paragraph (g): 

Example. Pursuant to the allocation rule 
provided in subparagraph (3), City Y deter-
mines that its maximum market limitation 
in 1981 is $15,000,000. This determination is 
based on records maintained by the county 
clerk’s office from which data for the pre-
ceding 3 years have been accumulated by 
City Y as to the number of sales of single- 
family homes in City Y’s jurisdiction, the 
purchase price in each such sales trans-
action, the number of such sales that were fi-
nanced by mortgages and the volume of sec-
ond mortgages and refinancing on previously 
purchased owner-occupied single-family resi-
dences. This information, combined with es-
timates made by City Y of the average mort-
gage-loan-to-purchase-price ratio and the 
ratio of sales of single-family, owner-occu-
pied residences to all sales of single-family 
residences from a representative sample of 
sales transactions, enables Y to estimate the 
preceding 3 years’ annual aggregate mort-
gage volume by using the following formula: 

v w x y z ai i i i i= ( ) +1 3/ . . . . ,   
t -1

i = t - 3
   uiΣ

where 
v=The preceding 3 years’ average annual ag-

gregate volume of mortgages on single- 
family, owner-occupied residences in City 
Y, 

ui=Number of sales of single-family resi-
dences, 

wi=Average purchase price of all sales, 
xi=Percent of all sales transactions that were 

financed with mortgages, 
yi=Estimated average mortgage-loan-to-pur-

chase-price ratio, 
zi=Estimated percent of sales that were 

owner-occupied residences, 
ai=Total volume of second mortgages and re-

financing on previously purchased owner- 
occupied, single-family residences, 

i=The annual period of calculation, and 
t=The current year. 
City Y determines its applicable limit for 
1981 based on the following formula: 
L=0.5 (v/s) r, where 
L=Market limitation for City Y for the cur-

rent year, 
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s=The preceding 3 years’ average annual ag-
gregate volume of mortgages on single- 
family, owner-occupied residences in State 
X, and 

r=Ceiling for State X (i.e., r=the greater of 
.09s or $200,000,000). 

City Y may use the Treasury estimate of s 
which will be published with the mortgage 
volume safe harbor limitation. City Y may 
rely on its determination of its market limi-
tation for obligations issued during 1981. 

(v) Reduction in State ceiling. If for 
any calendar year an issuer of mort-
gage credit certificates, as defined in 
section 25 and the regulations there-
under, fails to meet the requirements 
of section 25 (d)(2) and the regulations 
thereunder, relating to the limit on the 
aggregate amount of mortgage credit 
certificates that may be issued, the ap-
plicable State ceiling under paragraph 
(g)(6)(i) of this section for the State in 
which the program operates will be re-
duced by 1.25 times the correction 
amount (as defined in section 25 (f)(2) 
and the regulations thereunder) with 
respect to that failure for the calendar 
year following the calendar year in 
which the Commissioner determines 
the correction amount with respect to 
that failure. 

(7) Excess obligations. Where an issue 
of obligations when added to the aggre-
gate amount of bonds issued by the 
same issuing authority in the same cal-
endar year exceeds the market limita-
tion determined in accordance with 
this paragraph (g), no portion of the 
issue will be treated as a qualified 
mortgage bond issue, and interest on 
such obligations shall be subject to 
Federal income taxation. However, pre-
viously issued qualified mortgage bond 
issues which met the market limita-
tion at the time of their issuance will 
not cease to be qualified mortgage 
bond issues even though a subsequent 
issue causes the aggregate amount of 
obligations to exceed such limitation 
for a calendar year. 

(8) Transitional rule obligations. In ap-
plying this paragraph (g) to any cal-
endar year, there shall not be taken 
into account any bond which, by rea-
son of section 1104 of the Mortgage 
Subsidy Bond Tax Act of 1980 (94 Stat. 
2670) (relating to transitional rules), re-
ceives the same tax treatment as bonds 
issued on or before April 24, 1979. 

(9) Procedure for providing a different 
allocation. (i) A State may, by law en-
acted after December 5, 1980, provide a 
different formula for allocating the 
State ceiling amount among the gov-
ernmental units in such State (other 
than constitutional home rule jurisdic-
tions) having authority to issue quali-
fied mortgage bonds. 

(ii) The governor of any State may 
proclaim a different formula than pro-
vided in subparagraphs (g)(2) and (g)(3) 
for allocating the State ceiling amount 
among the governmental units in such 
State having authority to issue quali-
fied mortgage bonds. The authority of 
the governor to proclaim a different 
formula shall not apply after the ear-
lier of— 

(A) The 1st day of the 1st calendar 
year beginning after the 1st calendar 
year after 1980 during which the legis-
lature of the State met in regular ses-
sion, or 

(B) The effective date of any State 
legislation dealing with such ceiling 
enacted after December 5, 1980. 
If, on or before either date, the gov-
ernor of any State exercises the au-
thority to provide a different alloca-
tion, such allocation shall be effective 
until the date specified in (B). 

(iii) Unless otherwise provided in a 
State constitutional amendment or by 
law changing the home rule provisions 
adopted in the manner provided by the 
State constitution, the allocation of 
that portion of the State ceiling which 
is allocated to any constitutional home 
rule city may not be changed by the 
governor or State legislature unless 
such city agrees to such different allo-
cation. 

(iv) Where a State elects to make a 
different allocation in accordance with 
subdivision (i) or (ii) of this subpara-
graph, the determination as to whether 
a particular bond issue meets the re-
quirements of paragraph (g) of this sec-
tion will be based upon the allocation 
in effect at the time such bonds were 
issued. Moreover, the authority to pro-
vide for a different allocation may not 
be used directly or indirectly to in-
crease the State ceiling amount. 

(v) An issuing authority located in a 
State with one or more constitutional 
home rule cities may use an alter-
native method to those provided in 
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subparagraphs (2), (3), and (4) for deter-
mining such issuing authority’s mar-
ket limitation if, prior to issuing any 
obligations for the calendar year, it 
demonstrates to the satisfaction of the 
Commissioner that— 

(A) The use of the methods provided 
in subparagraph (2), (3), or (4) would 
impose an unreasonable hardship on 
the issuing authority, and 

(B) Such alternative method is rea-
sonable. 

(h) Portion of loans required to be 
placed in targeted areas—(1) In general. 
An issue meets the requirements of 
this paragraph only if— 

(i) The portion of the lendable pro-
ceeds (as defined in § 6a.103A–2(b)(1)) of 
the issue specified in subparagraph (2) 
is made available for owner financing 
of targeted area residences (as defined 
in § 6a.103A–2(b)(3)) for at least 1 year 
after the date on which owner financ-
ing is first made available with respect 
to targeted area residences, and 

(ii) The issuer attempts with reason-
able diligence to place such proceeds in 
qualified mortgages. 
Proceeds are considered first made 
available with respect to targeted area 
residences on the date on which any fi-
nancing of mortgages with the lendable 
proceeds of an issue first becomes 
available. Reasonable diligence re-
quires that the issuer and the loan 
originators use reasonable efforts in 
trying to place mortgages in targeted 
areas, such as by advertising that 
mortgage funds are available for tar-
geted areas. Reasonable diligence is 
not shown by merely providing in the 
governing instruments that the re-
quired amount be set aside for targeted 
areas. 

(2) Specified portion. The specified 
portion of lendable proceeds of an issue 
required to be made available in tar-
geted areas is the lesser of— 

(i) 20 percent of the lendable pro-
ceeds, or 

(ii) 40 percent of the average annual 
aggregate principal amount of mort-
gages executed during the immediately 
preceding 3 calendar years for single- 
family, owner-occupied residences in 
targeted areas within the jurisdiction 
of the issuing authority. 

(3) Safe harbor. For purposes of com-
puting the required portion of proceeds 

specified in subparagraph (2)(ii) of this 
paragraph, where such provision is ap-
plicable, an issuer may rely upon the 
amount produced by the following for-
mula: 

P =.2 X/Y Z×( ),
where 

P=Required portion to be made available in 
targeted areas, 

X=Average annual aggregate principal 
amount of mortgages executed during the 
immediately preceding 3 calendar years for 
single-family, owner-occupied residences 
within the State in which the issuing juris-
diction is located, 

Y=The total population within the State, 
based on the most recent decennial census 
for which data are available, and 

Z=The total population in the targeted areas 
located within the issuer’s jurisdiction, 
based on the most recent decennial census 
for which data are available. 

The issuing jurisdiction may use the 
Treasury Department estimate of X 
which will be published with the mort-
gage volume safe harbor limitation. 

(4) Minimum amount. (i) The specified 
portion required to be made available 
in targeted areas is a minimum 
amount. More than the minimum 
amount may be (but need not be) made 
available in targeted areas. 

(ii) With respect to any proceeds not 
required to be made available in tar-
geted areas, the requirements of this 
paragraph do not abrogate the require-
ment of the arbitrage rules that due 
diligence be used in placing lendable 
proceeds into mortgages. 

(i) Arbitrage and investment gain—(1) 
In general. An issue meets the require-
ments of this paragraph only if such 
issue meets the requirements of sub-
paragraphs (2), (3), and (4) of this para-
graph. For purposes of these require-
ments, all determinations of yield, ef-
fective interest rates, and amounts re-
quired to be paid or credited to mortga-
gors under paragraph (i)(4)(i) of this 
section shall be made on an actuarial 
basis taking into account the present 
value of money. The requirements of 
section 103A(i) and this paragraph are 
applicable in addition to the require-
ments of section 103(c) and §§ 1.103–13, 
1.103–14, and 1.103–15. 

(2) Effective rate of mortgage interest 
not to exceed bond yield by more than 1 
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percentage point—(i) Maximum yield. An 
issue of qualified mortgage bonds shall 
be treated as meeting the requirements 
of this subparagraph only if the excess 
of— 

(A) The effective rate of interest on 
the mortgages financed by the issue, 
over 

(B) The yield on the issue, 
is not greater over the term of the 
issue than 1 percentage point. 

(ii) Effective rate of interest. (A) In de-
termining the effective rate of interest 
on any mortgage for purposes of this 
subparagraph, there shall be taken into 
account all fees, charges, and other 
amounts borne by the mortgagor which 
are attributable to the mortgage or to 
the bond issue. Such amounts include 
points, commitment fees, origination 
fees, servicing fees, and prepayment 
penalties paid by the mortgagor. 

(B) Items that shall be treated as 
borne by the mortgagor and shall be 
taken into account in calculating the 
effective rate of interest also include— 

(1) All points, commitment fees, 
origination fees, or similar charges 
borne by the seller of the property; 

(2) The excess of any amounts re-
ceived from any person other than the 
mortgagor by any person in connection 
with the acquisition of the mortgagor’s 
interest in the property over the usual 
and reasonable costs incurred by a per-
son acquiring like property where 
owner financing is not provided 
through the use of qualified mortgage 
bonds. 

(C) The following items shall not be 
treated as borne by the mortgagor and 
shall not be taken into account in cal-
culating the effective rate of interest: 

(1) Any expected rebate of arbitrage 
profit (as required by § 6a.103A–2(i)(4)). 

(2) Any application fee, survey fee, 
credit report fee, insurance fee or simi-
lar settlement or financing cost to the 
extent such amount does not exceed 
amounts charged in such area in cases 
where owner financing is not provided 
through the use of qualified mortgage 
bonds. For example, amounts paid for 
FHA, VA, or similar private mortgage 
insurance on an individual’s mortgage 
need not be taken into account so long 
as such amounts do not exceed the 
amounts charged in the area with re-
spect to a similar mortgage that is not 

financial with qualified mortgage 
bonds. Premiums charged for pool 
mortgage insurance will be considered 
amounts in excess of the usual and rea-
sonable amounts charged for insurance 
in cases where owner financing is not 
provided through the use of qualified 
mortgage bonds. 

(D)(1) Where amounts other than 
those derived from the proceeds of a 
mortgage subsidy bond are used to fi-
nance single-family residences such 
amounts will not be treated as the pro-
ceeds of a qualified mortgage bond 
issue and will not be subject to the lim-
itations set forth in subparagraphs (2), 
(3), and (4) of this paragraph (i). Such 
amounts may, however, be treated as 
proceeds for purposes of the require-
ments of section 103(c) and the regula-
tions thereunder. Thus, the portion of 
the mortgage pool financed by the pro-
ceeds of a qualified mortgage bond 
issue will be subject to the limitations 
of subparagraphs (2), (3), and (4) of this 
paragraph (i), while the portion not 
provided with bond proceeds will not be 
subject to such limitations. The inter-
est rate, points, origination fees, serv-
icing fees, and other amounts charged 
with respect to that portion of a mort-
gage loan financed with non-bond 
amounts may not exceed the reason-
able and customary amount which 
would be charged where financing is 
not provided through a qualified mort-
gage bond issue. Where the charge does 
exceed such reasonable and customary 
amount, any excess will be taken into 
account in computing the effective in-
terest rate on the portion of the loan 
provided with the proceeds of the quali-
fied mortgage bond issue. Furthermore, 
where such fees and other charges are 
less than the reasonable and customary 
charges, the issuer may not allocate 
that portion of the charges on the loan 
amounts made with bond proceeds 
which is equal to such differential to 
loan amounts made with non-bond pro-
ceeds. 

(2) If any mortgage is allocated to 
two or more sources of funds, the re-
ceipt of amounts which are described in 
paragraph (i)(2)(ii) (A) and (B) of this 
section, repayments of principal, or 
payments of interest on such mortgage 
must be allocated to each source of 
funds. 
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(E) The effective rate of interest on 
any mortgage shall be determined in a 
manner consistent with actuarial 
methods and shall take into account 
the discounted value of all amounts 
from the time received to an amount 
equal to the ‘‘purchase price’’ of the 
mortgage. Such discount rate is the ef-
fective rate of interest on the mort-
gages. The ‘‘purchase price’’ of a mort-
gage means the net amount loaned to 
the mortgagor. For example, if a mort-
gage loan is in the amount of $30,000 
and the mortgagor is charged one point 
($300) as an origination fee which 
amount is deducted from loan proceeds 
available to the mortgagor, the pur-
chase price is $29,700. If interest on an 
issue is paid semiannually, all regular 
monthly mortgage payments and pre-
payments of principal may be treated 
as being received at the end of each 
semiannual debt service period. 

(1) If interest on an issue is paid 
semiannually, all regular monthly 
mortgage payments may be treated as 
being received at the end of each semi-
annual debt service period. 

(2) Prepayments of principal shall be 
treated as being received on the last 
day of the month in which the issuer 
reasonably expects to receive such pre-
payments. 

(F) The rate shall be determined on a 
composite basis for all mortgages fi-
nanced by the issue. 

(iii) Example. The following example 
illustrate the provisions of subpara-
graph (2)(ii) of this paragraph: 

Example. Purchaser A contracts with seller 
B, who is represented by real estate agent C, 
for the purchase of B’s residence for $65,000. 
A applies to County X for a mortgage pro-
vided by the proceeds of a qualified mortgage 
bond. County X requires that agent C pro-
vide it with a principal residence affidavit as 
well as verify the purchase price of the resi-
dence and the location of the purchasers pre-
vious residences. Due to the increased ad-
ministrative burden imposed on agent C by 
County X, C charges B a real estate commis-
sion of 8 percent ($5,200), rather than 6 per-
cent ($3,900). The normal real estate commis-
sion is 6 percent. Since the 8 percent com-
mission charged by C and paid by B is in ex-
cess of the usual and reasonable real estate 
commission where owner financing is not 
provided through the use of qualified mort-
gage bonds, 2 percent ($1,300) shall be treated 
as borne by A and taken into account in cal-

culating the effective rate of interest on the 
mortgage. 

(iv) Prepayment assumption In deter-
mining the affective rate of interest on 
mortgages, it shall be assumed that the 
mortagage prepayment rate for mort-
gages made out of both original pro-
ceeds and mortgages that the issuer ex-
pects with reasonable certainty to be 
made out of prepayments of principal 
will be equal to 100 percent of the rate 
set forth in the most recent mortgage 
maturity experience table for mort-
gages having the same term insured 
under section 203 of the National Hous-
ing Act and published by the Federal 
Housing Administration in ‘‘Survivor-
ship and Decrement Tables for HUD/ 
FHA Home MORTGAGE Insurance Pro-
gram’’ for the region, or, if available, 
the State in which the residence is lo-
cated. For purposes of applying these 
tables, either the original balance 
method or the declining balance meth-
od of calculating mortgage loan pre-
payments may be used. For proceeds 
used to finance qualified home im-
provement loans or shorter term quali-
fied rehabilitation loans for which 
there are no comparable FHA mortgage 
maturity experience tables, the as-
sumption used by the issuer as to the 
rate of prepayment shall be based upon 
the reasonable expectations of the 
issuer, as reflected, where applicable, 
by the issuer’s prior experience with 
such loans. 

(v) Net losses. The projected net losses 
on the mortgage pool (after foreclosure 
and payment of insurance proceeds), 
based on the most recent default expe-
rience for the area in which the resi-
dences are located, shall be taken into 
consideration in calculating the effec-
tive rate of interest on the mortgages. 
However, where mortgages provided 
under an issue are insured with FHA, 
VA, or private mortgage insurance, in 
conjunction with pool mortgage insur-
ance, the expected net losses will be 
presumed to be zero. In the event that 
the actual losses on the mortgage pool 
exceed the projected net losses which 
were taken into consideration in calcu-
lating the effective rate of interest on 
the mortgages, investment proceeds 
earned from nonmortgage assets may 
be used to recover the excess losses and 
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need not be paid or credited to the 
mortgagors under § 6a.103A–2(i)(4). 

(vi) Yield on the issue. (A) The yield 
on an issue of qualified mortgage bonds 
shall be calculated on the basis of— 

(1) The issue price, and 
(2) An expected maturity for the 

bonds which is consistent with the pre-
payment assumption required under 
subparagraph (2)(iv) of this paragraph. 
The expected maturity will be consid-
ered consistent with such prepayment 
assumption if all prepayments are as-
sumed to be used to call bonds propor-
tionately (i.e., a ‘‘strip’’ call). The pre-
ceding sentence shall not apply to pre-
payments of mortgages provided from 
original proceeds to the extent such 
prepayments are used to provide mort-
gages. 

(B) For purposes of (1) of this subdivi-
sion (vi), the term ‘‘issue price’’ shall 
have the same meaning as in section 
1232(b)(2). Thus, in general, such term 
means the initial offering price to the 
public, not including bond houses and 
brokers, or similar persons or organiza-
tions acting in the capacity of under-
writers or wholesalers, at which price a 
substantial amount of such obligations 
were sold or, if privately placed, the 
price paid by the first buyer of such ob-
ligations or the acquisition cost of the 
first buyer. 

(3) Nonmortgage investments—(i) Max-
imum investment. Except as provided in 
subdivision (ii) of this subparagraph, 
an issue meets the requirements of this 
subparagraph only if— 

(A) At no time during any bond year 
does the aggregate amount invested in 
nonmortgage investments, e.g., reason-
ably required reserve funds, with a 
yield materially higher than the yield 
on the issue exceed 150 percent of the 
debt service on the issue for the cur-
rent bond year, and 

(B) Such aggregate amount invested 
in nonmortgage assets with a yield ma-
terially higher than the yield on the 
issue is promptly and appropriately re-
duced as mortgages are repaid. 
The amount subject to the maximum 
investment rule in subdivision (i)(A) of 
this subparagraph includes the original 
bond proceeds, investment proceeds 
and repayments of principal on the 
mortgages. For purposes of subdivision 
(B), the amount described in subdivi-

sion (A) shall be considered promptly 
and appropriately reduced if beginning 
in the first bond year after the expira-
tion of the temporary period for origi-
nal proceeds described in subdivision 
(ii)(A) of this subparagraph, such 
amount is reduced within 30 days of the 
beginning of each bond year by an 
amount equal to the difference between 
the average scheduled monthly mort-
gage receipts for the bond year (exclud-
ing any receipts that were scheduled 
with respect to mortgages that were 
discharged in the preceding bond year) 
and the average scheduled monthly 
mortgage receipts for the preceding 
bond year. 

(ii) Temporary periods. Subparagraph 
(3)(i) of this paragraph shall not apply 
to— 

(A) Proceeds (including prepayments 
of principal designated to be used to 
acquire additional mortgages) of the 
issue invested for an initial temporary 
period not to exceed 1 year (11⁄2 years 
for proceeds required to be set aside for 
placing mortgages in targeted areas) 
until such proceeds are needed for 
mortgages, and 

(B) Repayments of principal and in-
terest on mortgages that are contrib-
uted to a bona fide debt service fund 
(as defined in § 1.103–13(b)(12)) and in-
vested for a 13-month temporary period 
as provided in § 1.103–14(b)(10). 

(iii) Debt service defined. For purposes 
of subparagraph (3)(i)(A) of this para-
graph, the debt service on the issue for 
any bond year is the scheduled amount 
of interest and amortization of prin-
cipal payable for such year with re-
spect to such issue. There shall not be 
taken into account amounts scheduled 
with respect to any bond which has 
been retired before the beginning of the 
bond year. 

(iv) Nonmortgage investments. A non-
mortgage investment is any invest-
ment other than an investment in a 
qualified mortgage. For example, a 
mortgage-secured certificate or obliga-
tion is a nonmortgage investment. In-
vestment earnings from participation 
fees (described in § 6a.103A–1(b)(5)) are 
treated as investment proceeds on non-
mortgage investments unless such fees 
are used to pay debt service or to fi-
nance owner occupied residences. 
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(v) Bonds issued after June 30, 1993. 
Section 1.148–2(f)(2)(iv) applies to bonds 
issued after June 30, 1993, in lieu of this 
paragraph (i)(3). 

(4) Arbitrage and investment gains to be 
used to reduce costs of owner financing— 
(i) Rebate requirement. An issue shall be 
treated as meeting the requirements of 
this subparagraph only if an amount 
equal to the sum of: 

(A) The excess of— 
(1) The net amount earned on all non-

mortgage investments pursuant to sub-
paragraph (3)(i) and (ii) of this para-
graph (other than investments attrib-
utable to an excess described in this 
subdivision (A)) over 

(2) The amount which would have 
been earned if the investments were in-
vested at a rate equal to the yield on 
the issue, plus 

(B) Any income attributable to the 
excess described in subdivision (A),— 
shall be paid or credited to the mortga-
gors as rapidly as practicable. Such 
amount may be disproportionately dis-
tributed to the mortgagors if the larger 
portion of such amount is distributed 
to lower income mortgagors. The de-
termination of the excess described in 
subdivision (A) shall take into account 
any reinvestment of nonmortgage in-
vestment receipts and any gain or loss 
realized on the disposition of nonmort-
gage investments. In addition, where 
nonmortgage investments are retained 
by the issuer after retirement of an 
issue, any unrealized gains or losses as 
of the date of retirement of such issue 
must be taken into account, in calcu-
lating the amount to be rebated to the 
mortgagors. The amount described in 
subdivision (A)(2) is the amount that 
would have been earned if the invest-
ments in nonmortgage obligations were 
invested at a rate equal to the yield on 
the issue calculated in the same man-
ner as provided in § 6a.103A–2(i)(2)(vi) 
and by using the same compounding 
method. For purposes of subdivision 
(B), any income attributable to the ex-
cess described in subdivision (A) shall 
be taken into account whether or not 
such income exceeds the yield on the 
bonds. 

(ii) Computation period. Whether earn-
ings are amounts described in subdivi-
sion (i) (A) or (B) of this subparagraph 
shall be determined by making com-

putations on an annual basis. For ex-
ample, if at the end of the first year 
the earnings on nonmortgage invest-
ments exceed the amount that could 
have been earned if such investments 
were invested at the bond yield, the 
amount of earnings equal to such dif-
ference constitutes an excess described 
in subdivision (i)(A) of this subpara-
graph. In the following year, invest-
ment proceeds earned on such excess 
must be taken into account, whether 
or not such earnings exceed the yield 
on the bonds, and may not be treated 
as ‘‘negative arbitrage’’. 

(iii) Paid or credited. For purposes of 
subdivision (i) of this subparagraph, 
amounts are paid or credited to mort-
gagors as rapidly as practicable if such 
amounts are paid or credited to such 
mortgagors at the time the mortgagor 
discharges the mortgage, for example, 
through prepayment of the entire prin-
cipal amount or through making the 
last regular payment on the mortgage. 
The amount paid or credited to the 
mortgagors must have a present value 
at least equal to the present value of 
the amount described in subdivision (i) 
of this subparagraph, using the yield 
on the bonds as the discount rate. In 
the case of prepayments, the cumu-
lative amount required to be rebated 
under subparagraph (4)(i) of this para-
graph may be determined as of a date 
before the actual prepayment but not 
more than 1 year earlier than the date 
of prepayment. Except as provided in 
subparagraph (2)(v) or subparagraph 
(4)(iv) of this paragraph, such amount 
may not be subject to the claim of any 
party, e.g., a bondholder, and may not 
be paid over to any party other than 
the mortgagor or the United States. 

(iv) Reduction where issuer does not use 
full 1 percentage point. (A) The amount 
required to be paid or credited to mort-
gagors under subparagraph (4)(i) of this 
paragraph shall be reduced by the 
amount which (if it were treated as an 
interest payment made by mortgagors) 
would result in the excess referred to 
in subparagraph (2)(i) of this paragraph 
being equal to 1 percentage point. Such 
amount shall be fixed and determined 
as of the yield determination date. 
This fixed dollar amount may be re-
ceived by the issuer at any time but 
may not be adjusted for the time of 
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payment. Such fixed dollar amount 
shall be equal to the difference between 
the purchase price of mortgages fi-
nanced by the proceeds of the issue and 
the present value of expected payments 
of principal and interest on such mort-
gages, using a discount rate equal to 
the bond yield plus 1 percentage point. 

(B) The following example illustrates 
the provisions of subparagraph 
(4)(iv)(A) of this paragraph: 

Example. In 1981, County X issues obliga-
tions to provide mortgages for owner-occu-
pied residences. The yield paid on the obliga-
tions is 10 percent, and the effective rate of 
interest on the mortgages provided by the 
proceeds of such obligations is 9.75 percent. 
X maintains a reasonably required reserve 
fund which is invested at 15 percent and in-
tends to recover that additional amount 
computed in the manner described in sub-
paragraph (4)(iv) which could have been 
earned from investment of the proceeds in 
mortgages with an effective interest rate of 
11 percent from the arbitrage earned from 
the reserve fund nonmortgage assets. X plans 
to recover such amount from the arbitrage 
over a period of 3 years; thus, X will not re-
cover such amount until 1984. X may not ad-
just the amount to be received to account for 
the time when such amount will be received. 

(v) Election to pay United States. Sub-
paragraph (4)(i) of this paragraph shall 
be satisfied with respect to any issue if 
the issuer elects in writing before 
issuing the obligations to pay over to 
the United States— 

(A) Not less frequently than once 
each 5 years after the date of issue, an 
amount equal to 90 percent of the ag-
gregate amount described in subdivi-
sion (i) earned during such period (and 
not theretofore paid to the United 
States), and 

(B) Not later than 30 days after the 
redemption of the last obligation, 100 
percent of such aggregate amount not 
theretofore paid to the United States. 

(j) New mortgages—(1) In general. An 
issue meets the requirements of this 
paragraph only if no part of the pro-
ceeds of such issue is to be used to ac-
quire or replace an existing mortgage. 
All of the lendable proceeds must be 
used to provide mortgage loans to per-
sons who did not have a mortgage 
(whether or not paid off) on the resi-
dence securing the mortgage note at 
any time prior to the execution of the 
mortgage. 

(2) Exceptions. For purposes of this 
paragraph, the replacement of— 

(i) Construction period loans, 
(ii) Bridge loans or similar tem-

porary initial financing, and 
(iii) In the case of a qualified reha-

bilitation, an existing mortgage, 
shall not be treated as the acquisition 
or replacement of an existing mort-
gage. Generally, temporary initial fi-
nancing is any financing which has a 
term of 24 months or less. 

(3) Assumptions. An issue meets the 
requirement of this paragraph only if a 
mortgage with respect to which owner 
financing has been provided under such 
issue may be assumed only if the re-
quirements of paragraphs (d), (e), and 
(f) of this section are met with respect 
to such assumption. The determination 
of whether these requirements are met 
is based upon the facts as they exist at 
the time of the assumption as if the 
loan were being made for the first 
time. For example, the purchase price 
requirement is to be determined by ref-
erence to the average area purchase 
price at the time of the assumption and 
not when the mortgage was originally 
placed. If the bond documents and rel-
evant mortgage instruments provide 
that a mortgage may be assumed only 
if the issuer has determined that the 
conditions stated in this subparagraph 
are satisfied, the good faith and 95-per-
cent requirements of paragraph (c)(1) 
(i) and (ii) of this section will be con-
sidered satisfied with respect to the re-
quirements of this subparagraph at the 
time the mortgages were executed. 
However, any failure to meet the re-
quirements of this subparagraph at the 
time a mortgage is assumed is subject 
to the remedy requirement in para-
graph (c)(1)(iii) of this section. 

(4) Examples. The following examples 
illustrate the application of this para-
graph (j): 

Example (1). In June 1981 mortgagor A ob-
tained a mortgage from a private lending in-
stitution in order to construct a house on 
land which A purchased without a mortgage 
in May 1981. In January 1982 A applies to ob-
tain permanent financing on the residence 
from a program sponsored by State housing 
finance agency Y. Such program is funded 
with the proceeds of qualified mortgage 
bonds. If A meets the other requirements of 
this section, A qualifies for such permanent 
financing since the replacing of construction 
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financing is not treated as the acquisition or 
replacement of an existing mortgage. 

Example (2). In June 1981 mortgagor B pur-
chased a new residence in a targeted area but 
was unable to sell his former residence. 
Therefore, B obtained temporary financing 
for his new residence until his former resi-
dence was sold. In October 1981 B applies to 
County Z to obtain financing from a program 
funded with proceeds of qualified mortgage 
bonds. Such financing is needed by B to re-
place the temporary financing for his new 
residence. If B meets the other requirements 
of this section, the mortgage qualifies for 
such permanent financing since the perma-
nent financing replaces temporary initial fi-
nancing. 

Example (3). In 1979 mortgagor C purchased 
a residence but was unable to obtain financ-
ing from a program sponsored by County W 
because such program prohibited loans from 
the program which were in excess of 80 per-
cent of the fair market value of the property. 
Therefore, in 1979 C obtained financing from 
a private lending institution with the inten-
tion of refinancing when he accumulated suf-
ficient equity in the property. In 1981 C has 
accumulated sufficient equity in the prop-
erty so as to comply with the requirements 
of the program. C applies to County W to re-
finance under the program, which is funded 
with the proceeds of qualified mortgage 
bonds. Even if C met the other requirements 
of this section, the mortgage would fail to 
meet the requirement of paragraph (j) since 
such a mortgage would replace an existing 
mortgage. 

Example (4). In 1969 mortgagor D purchased 
a residence and obtained financing from a 
private lending institution. In 1981 D applies 
to County U for a loan for the rehabilitation 
of the property and for the refinancing of the 
existing mortgage. The program is funded 
with qualified mortgage bonds. If D meets 
the other requirements of this section the 
mortgage qualifies for such permanent fi-
nancing since the replacement of the mort-
gage is not treated as the replacement or ac-
quisition of an existing mortgage. 

Example (5). In 1950 mortgagor E purchased 
a residence, obtaining a mortgage from a pri-
vate lending institution to finance the pur-
chase price. In 1980 E completed repaying the 
mortgage. In 1981 E applies for a loan from a 
program sponsored by State housing finance 
agency X and funded with the proceeds of 
qualified mortgage bonds. The mortgage 
does not meet the requirements of paragraph 
(j) since E had a previous mortgage on his 
residence, even though such mortgage was 
previously released. 

(k) Information reporting requirement. 
See § 1.103A–2(k) for rules relating to 
section 103A(j)(3). 

(l) Policy statement. See § 1.103A–2(l) 
for rules relating to section 103A(j)(5). 

(m) State certification. See § 1.103A– 
2(m) for rules relating to section 
103A(j)(4). 

(98 Stat. 901 (26 U.S.C. 103A(j) (3) and (4)); 68A 
Stat. 917 (26 U.S.C. 7805)) 

[T.D. 7780, 46 FR 34314, July 1, 1981, as amend-
ed by T.D. 7794, 46 FR 55514, Nov. 10, 1981; 
T.D. 7817, 47 FR 22361, May 24, 1982; T.D. 7819, 
47 FR 24701, June 8, 1982; T.D. 7821, 47 FR 
28094, June 29, 1982; T.D. 7995, 49 FR 48293, 
Dec. 12, 1984; T.D. 8023, 50 FR 19355, May 8, 
1985; T.D. 8049, 50 FR 35547, Sept. 3, 1985; T.D. 
8476, 58 FR 33553, June 18, 1993] 

§ 6a.103A–3 Qualified veterans’ mort-
gage bonds. 

(a) In general. A qualified veterans’ 
mortgage bond shall not be treated as 
a mortgage subsidy bond, and the in-
terest shall be exempt from Federal in-
come taxation. 

(b) Qualified veterans’ mortgage bond. 
(1) With respect to obligations issued 
prior to July 19, 1984, the term ‘‘quali-
fied veterans’ mortgage bond’’ means 
any issue of obligations— 

(i) Which meets the requirements of 
§ 6a.103A–1, § 6a.103A–2(j) (1) and (2), and 
this section; 

(ii) Substantially all of the proceeds 
of which are to be used to provide fi-
nancing for single-family, owner-occu-
pied residences (which meet the re-
quirements of § 6a.103A–1(b)(6) and 
§ 6a.103A–2(d)) for veterans; and 

(iii) Payment of the principal and in-
terest on which is secured by a pledge 
of the full faith and credit of the 
issuing State. 

A qualified veterans’ mortgage bond 
does not include any bond that is an in-
dustrial development bond under sec-
tion 103(b). 

(2) With respect to obligations issued 
after July 18, 1984, the term ‘‘qualified 
veterans’ mortgage bond’’ means any 
issue of obligations— 

(i) Which meets the requirements of 
§ 6.103A–1, § 6a.103A–2(d) (relating to res-
idence requirements), (j) (1) and (2) (re-
lating to new mortgage requirement), 
and (k) (relating to information report-
ing requirement), and this section; 

(ii) Substantially all of the proceeds 
of which are to be used to provide fi-
nancing for qualified veterans; and 

(iii) Payment of the principal and in-
terest on which is secured by a pledge 
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of the full faith and credit of the 
issuing State. 
A qualified veterans’ mortgage bond 
does not include any bond that is an in-
dustrial development bond under sec-
tion 103(b). 

(c) Qualified veteran. (1) An issue 
meets the requirements of this para-
graph only if each of the mortgagors to 
whom owner financing is provided is a 
qualified veteran. 

(2) With respect to obligations issued 
prior to July 19, 1984, the term ‘‘quali-
fied veteran’’ means any veteran. 

(3) With respect to obligations issued 
after July 18, 1984, the term ‘‘qualified 
veteran’’ means any veteran who— 

(i) Served on active duty at some 
time before January 1, 1977, and 

(ii) Applied for financing before the 
later of— 

(A) The date 30 years after the date 
on which such veteran left active serv-
ice, or 

(B) January 1, 1985. 
(4) The term ‘‘veteran’’ shall have the 

same meaning as in 38 U.S.C. 101(2), 
that is, a person who served in the ac-
tive military, naval, or air service, and 
who was discharged or released there-
from under conditions other than dis-
honorable. 

(d) Husband and wife. For purposes of 
this section, if a residence is to be 
owned by a husband and wife as joint 
tenants, as tenants by the entirety, or 
as community property, and if one 
spouse is a veteran, then both spouses 
shall be treated as satisfying the re-
quirements of paragraph (c) of this sec-
tion. 

(e) Substantially all. For purposes of 
this section, the term ‘‘substantially 
all’’ shall have the same meaning as in 
§ 1.103–8. 

(f) Qualified home improvement loan. 
The term ‘‘qualified home improve-
ment loan’’ means the financing 
(whether or not secured by a mortgage) 
of alterations, repairs, and improve-
ments on, or in connection with, an ex-
isting single-family, owner-occupied 
residence by a veteran who is the 
owner thereof. The alterations, repairs, 
and improvements, however, must sub-
stantially protect or improve the basic 
livability or energy efficiency of the 
property, such as the renovation of 
plumbing or electric systems, the in-

stallation of improved heating or air 
conditioning systems, the addition of 
living space, or the renovation of a 
kitchen area. Items that will not be 
considered to substantially protect or 
improve the basic livability of the 
property include swimming pools, ten-
nis courts, saunas, or other rec-
reational or entertainment facilities. 

(g) Volume limitation—(1) In general. 
In the case of obligations issued after 
June 22, 1984, an issue meets the re-
quirements of this paragraph only if 
the aggregate amount of obligations 
issued pursuant thereto, when added to 
the aggregate amount of qualified vet-
erans’ mortgage bonds previously 
issued by the State during the calendar 
year, does not exceed the State vet-
erans limit for such calendar year. In 
determining the aggregate amount of 
qualified veterans’ mortgage bonds 
issued in calendar year 1984, obliga-
tions issued prior to June 23, 1984, shall 
not be taken into account. 

(2) State veterans limit. (i) The State 
veterans limit for any State is the 
amount equal to— 

(A) The aggregate amount of quali-
fied veterans’ mortgage bonds issued 
by the State during the period begin-
ning on January 1, 1979, and ending on 
June 22, 1984 (not including the amount 
of any qualified veterans’ mortgage 
bonds actually issued during the cal-
endar year, or the applicable portion of 
1984, in such period for which the 
amount of such bonds was the lowest), 
divided by 

(B) The number (not to exceed 5) of 
calendar years after 1978 and before 
1985 during which the State issued 
qualified veterans’ mortgage bonds. 
In determining the number of calendar 
years after 1978 and before 1985 during 
which the State issued qualified vet-
erans’ mortgage bonds, any qualified 
veterans’ mortgage bonds issued after 
June 22, 1984, shall not be taken into 
account. A State that did not issue 
qualified veterans’ mortgage bonds 
during the period beginning on Janu-
ary 1, 1979, and ending on June 22, 1984, 
may not issue qualified veterans’ mort-
gage bonds after June 22, 1984. 

(ii) In the case of any obligation 
which has a term of 1 year or less and 
which was issued to provide financing 
for property taxes, the amount taken 
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into account under this paragraph with 
respect to such obligation shall be 1⁄15 
of its principal amount. 

(3) Examples. The following examples 
illustrate the provisions of this para-
graph: 

Example (1). State R issued the following 
issues of qualified veterans’ mortgage bonds: 
a $200 million issue on March 31, 1979, a $150 
million issue on May 1, 1980, a $75 million 
issue on September 1, 1981, a $200 million 
issue on June 5, 1982, a $125 million issue on 
March 1, 1983, a $60 million issue on April 1, 
1984, and a $100 million issue on September 1, 
1984. R issued no other issues of qualified 
veterans’ mortgage bonds during the period 
beginning January 1, 1979, and ending on De-
cember 31, 1984. The aggregate amount of 
qualified veterans’ mortgage bonds issued 
during the period January 1, 1984, through 
June 22, 1984 ($60 million), is not taken into 
account in determining R’s State veterans 
limit because that is the lowest aggregate 
amount of qualified veterans’ mortgage 
bonds issued during the calendar year or the 
applicable portion of 1984, in the period be-
ginning on January 1, 1979, and ending on 
June 22, 1984. Thus, R’s State veterans limit 
is $150 million ($750 million (which is the sum 
of $200 million, $150 million, $75 million, $200 
million, and $125 million) divided by 5). The 
September 1, 1984, issue is not included in 
determinig the State veterans limit because 
that issue was issued after June 22, 1984. The 
September 1, 1984, issue of qualified veterans’ 
mortgage bonds meets the requirements of 
§ 6a. 103A–3 (g) since the aggregate amount of 
qualified veterans’ mortgage bonds issued in 
calendar year 1984 (not including obligations 
issued prior to June 23, 1984), does not exceed 
the State veterans limit. 

Example (2). State S issued a $100 million 
issue of qualified veterans’ mortgage bonds 
on March 31, 1984. S issued no other issues of 
qualified veterans’ mortgage bonds during 
the period beginning on January 1, 1979, and 
ending on June 22, 1984. The aggregate 
amount of qualified veterans’ mortgage 
bonds issued in the calendar year, or the ap-
plicable portion of 1984, in the period Janu-
ary 1, 1979, through June 22, 1984, for which 
the amount of bonds was the lowest is zero. 
Thus, the State veterans limit for S is $100 
million (($100 million minus $0) divided by 1). 

(h) Good faith compliance efforts—(1) 
Mortgage eligibility requirements. An 
issue of qualified veterans’ mortgage 
bonds issued after July 18, 1984, which 
fails to meet the requirements of sec-
tion 103A(o)(1), § 6a.103A–2(d) relating 
to residence requirements), and 
§ 6a.103A–2(j) (1) and (2) (relating to new 
mortgage requirements) shall be treat-
ed as meeting such requirements if 

each of the following provisions is com-
plied with: 

(i) The issuer in good faith attempted 
to meet all such requirements before 
the mortgages were executed. Good 
faith requires that the trust indenture, 
participation agreements with loan 
originators, and other relevant instru-
ments contain restrictions that permit 
the financing of residences only in ac-
cordance with such requirements. In 
addition, the issuer must establish rea-
sonable procedures to ensure compli-
ance with such requirements. Such pro-
cedures include reasonable investiga-
tions by the issuer to satisfy such re-
quirements. 

(ii) Ninety-five percent or more of 
the lendable proceeds (as defined in 
§ 6a.103A–2(b)(1)) that were devoted to 
owner-financing were devoted to resi-
dences with respect to which, at the 
time the mortgages were executed, all 
such requirements were met. In deter-
mining whether a person is a qualified 
veteran the issuer may rely on copies 
of the mortgagor’s certificate of dis-
charge indicating that the mortgagor 
served on active duty at some time be-
fore January 1, 1977, and stating the 
date on which the mortgagor left ac-
tive service provided that neither the 
issuer nor its agent knows or has rea-
son to believe that such affidavit is 
false. Where a particular mortgage 
fails to meet more than one of these re-
quirements, the amount of the mort-
gage will be taken into account only 
once in determining whether the 95- 
percent requirement is met. However, 
all of the defects in the mortgage must 
be corrected pursuant to subdivision 
(iii). 

(iii) Any failure to meet such require-
ments is corrected within a reasonable 
period after such failure is discovered. 
For example, failures can be corrected 
by calling the nonqualifying mortgage 
or by replacing the nonqualifying 
mortgage with a qualifying mortgage. 

(2) Nonmortgage eligibility require-
ments. An issue of qualified veterans’ 
mortgage bonds issued after July 18, 
1984, which fails to meet the require-
ments of paragraph (g) of this section 
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shall be treated as meeting such re-
quirements if each of the requirements 
of § 6a.103A–2(c)(2) (i) and (ii) is met. 

(98 Stat. 901(26 U.S.C. 103A(j) (3) and (4)); 68A 
Stat. 917 ( 26 U.S.C. 7805)) 

[T.D. 7780, 46 FR 34314, July 1, 1981; 46 FR 
37890, July 23, 1981, as amended by T.D. 7995, 
49 FR 48297, Dec. 12, 1984] 

§ 6a.6652(g)–1 Failure to make return 
or furnish statement required 
under section 6039C. 

(a) Amount imposed. In the case of 
each failure to meet the requirements 
of— 

(1) Section 6039C, relating to informa-
tion returns with respect to United 
States real property interests, or 

(2) Section 6039C(b)(3), relating to 
statements to be provided to substan-
tial investors in United States real 
property interests, 
on or before the date prescribed there-
for (determined with regard to any ex-
tension of time for filing), the person 
failing to meet such requirement shall 
pay $25 for each day during which such 
failure continues. 

(b) Limitation—(1) Domestic corpora-
tions and nominees. The maximum pen-
alty which may be imposed under para-
graph (a) of this section on a domestic 
corporation or nominee for failure to 
meet the requirements of section 
6039C(a) for any calendar year is 
$25,000. 

(2) Partnerships, trusts, estates and for-
eign corporations. The maximum pen-
alty which may be imposed on a part-
nership, trust, estate or foreign cor-
poration for failure to meet the re-
quirements of section 6039C(b) for any 
calendar year is $25,000. 

(3) Foreign persons holding U.S. real 
property interests and nominees. The 
maximum penalty which may be im-
posed on a foreign person holding a 
U.S. real property interest or on a 
nominee holding a U.S. real property 
interest for a foreign person for failure 
to meet the requirements of section 
6039C(c) for any calendar year is the 
lesser of $25,000 or 5 percent of the ag-
gregate of the fair market value of the 
U.S. real property interests owned by 
such person at any time during such 
calendar year. 

(c) Definitions—(1) Fair market value. 
The term ‘‘fair market value’’ as used 

in this section is defined in § 6a.897–1 
(in the FEDERAL REGISTER 47 FR 41541, 
Sept. 21, 1982). 

(2) Failure. The term ‘‘failure to meet 
the requirements of section 6039C’’ in-
cludes the failure to file a return for 
any calendar year on the date pre-
scribed therefor (determined with re-
gard to any extension of time for such 
filing), or the omission on a return of 
one or more items of information re-
quired by section 6039C and the regula-
tions thereunder to be provided on the 
return. It also includes the failure to 
furnish a statement required by section 
6039C(b)(3). The failure to furnish a re-
turn required under section 6039C(b)(1) 
and the failure to furnish a statement 
to a substantial investor as required by 
section 6039C(b)(3), are separate fail-
ures for purposes of paragraph (a) of 
this section. Also, each failure to pro-
vide a statement to each substantial 
investor is a separate failure for pur-
poses of paragraph (a). Thus, if an enti-
ty has 100 substantial investors as de-
fined in section 6039C and fails to fur-
nish any of the required statements to 
substantial investors, there are 100 sep-
arate failures to furnish the required 
statement. 

(3) Aggregate of the fair market value of 
the United States real property interests. 
The ‘‘aggregate of the fair market 
value of the U.S. real property inter-
ests’’ is the total of the fair market 
values of each U.S. real property inter-
est owned at any time during the cal-
endar year. Fair market value is deter-
mined as of December 31 of such year 
for property held at the end of the year 
and on the date of disposition for prop-
erty disposed of during the year. 

(d) Attribution of ownership. For pur-
poses of calculating the penalty limita-
tion under § 6a.6652(g)–1(b)(3) with re-
spect to failure to meet the require-
ments of section 6039C(c), U.S. real 
property interests held by a partner-
ship, trust, or estate shall be treated as 
owned proportionately by its partners 
or beneficiaries. 

(e) Exceptions—(1) Provision of secu-
rity. If a person otherwise required by 
section 6039C to file a return for a cal-
endar year or furnish a statement to a 
substantial investor complies with the 
requirements of § 6a.6039C–5 relating to 
furnishing security in lieu of filing 
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such return, or is exempt, by virtue of 
§ 6a.6039C–5(f), from filing a return for 
such year with respect to its U.S. real 
property interests held, no penalty will 
be imposed under paragraph (a) of this 
section for failure to file such return or 
furnish such statement. 

(2) Showing of reasonable cause. No 
amount shall be imposed under para-
graph (a) of this section for a failure 
described in such paragraph if it is es-
tablished to the satisfaction of the Di-
rector of the Internal Revenue Service 
Center, 11601 Roosevelt Boulevard, 
Philadelphia, Pennsylvania 19155 or in 
the case of returns concerning the Vir-
gin Islands, the Commissioner of the 
Bureau of Internal Revenue, Tax Divi-
sion, Charlotte Amalie, St. Thomas, 
V.I. 00801, that such failure is due to 
reasonable cause and not to willful ne-
glect. An affirmative showing of rea-
sonable cause must be made in the 
form of a written statement, made 
under the penalties of perjury, con-
taining a declaration by the person 
failing to make a return or furnish a 
statement under section 6039C setting 
forth all the facts alleged as reasonable 
cause. Whether reasonable cause is 
shown may depend upon the subsection 
of section 6039C under which the failure 
occurs. However, the fact that stock of 
a foreign corporation, or any other in-
terest in any entity to which this sec-
tion applies, is registered in bearer 
form does not constitute reasonable 
cause under this paragraph (e)(2) of 
this section for failure to comply with 
the requirements of section 6039C(b). 
Also, the fact that disclosure of owner-
ship would contravene a secrecy law of 
any country does not constitute rea-
sonable cause for failure to comply 
with the requirements of section 
6039C(b). Where a return has been filed 
and there is an omission of one or more 
items of information required by sec-
tion 6039C and the regulations there-
under, one of the facts to be considered 
in determining whether such failure is 
due to reasonable cause is the materi-
ality of the item omitted. 

(3) Spouse or parent already filed with 
respect to same property. If an individual 
files a return with respect to all U.S. 
real property interests held by such in-
dividual in accordance with § 6a.6039C– 
4(b), no penalty shall be imposed under 

this section on such individual’s spouse 
or minor child for failure to file a re-
turn under § 6a.6039C–4 with respect to 
the same property. 

(f) Manner of payment. The amount 
imposed under paragraph (a) of this 
section on any person shall be paid in 
the same manner as tax upon the 
issuance of a notice and demand there-
for. 

(g) Examples. The provisions of this 
section may be illustrated by the fol-
lowing examples: 

Example (1). Domestic corporation X is re-
quired under section 6039C (a) to make a re-
turn for calendar year 1982. X does not file 
such return on or before May 15, 1983 as re-
quired under § 6a.6039C–1(c). The failure to 
file the return for calendar year 1982 con-
tinues throughout calendar years 1983, 1984, 
1985, and 1986. The failure to file is not due to 
reasonable cause and no security has been 
furnished in lieu of filing. The maximum 
penalty which can be imposed on X for fail-
ure to file the 1982 return is $25,000, deter-
mined as follows: 

Penalty 
incurred 
in given 

year 

Cumulative 
penalty for 

failure to file 
1982 return 

Total penalty incurred in 1983 
($25 per day × 230 days) ........... $5,750 $5,750 

Total penalty incurred in 1984 (a 
leap year): ($25 per day × 366 
days) .......................................... 9,150 14,900 

Total penalty incurred in 1985 
($25 per day × 365 days) ........... 9,125 24,025 

Total penalty incurred in 1986 
(lesser of $25 per day × 365 
days or $975 (remaining penalty 
which may be imposed)) ........... 975 25,000 

Example (2). The facts are the same as in 
example (1) except that X also fails to file a 
return under section 6039C (a) for calendar 
year 1983. The failure to file its return for 
calendar year 1983 continues throughout cal-
endar years 1984, 1985, 1986 and 1987. The total 
penalty which may be imposed on X for fail-
ure to file its return for calendar year 1983 is 
$25,000. The amount of penalty which can be 
imposed on X in calendar years 1984, 1985, 
1986 and 1987 is determined as follows: 

Penalty 
for 1982 
failure 

Penalty 
for 1983 
failure 

Total 
penalty 

for given 
year 

Penalty incurred in 1984 (a 
leap year): 
For failure to file 1982 re-

turn ($25 per day × 366 
days) ............................. $9,150 .............. ..............
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Penalty 
for 1982 
failure 

Penalty 
for 1983 
failure 

Total 
penalty 

for given 
year 

For failure to file 1983 re-
turn ($25 per day × 230 
days) ............................. .............. $5,750 ..............

Total ............................. .............. .............. $14,900 

Penalty incurred in 1985: 
For failure to file 1982 re-

turn ($25 per day × 365 
days) ............................. 9,125 .............. ..............

For failure to file 1983 re-
turn ($25 per day × 365 
days) ............................. .............. 9,125 ..............

Total ............................. .............. .............. 18,250 

Penalty incurred in 1986: 
For failure to file 1982 re-

turn (lesser of $25 per 
day × 365 days or $975 
(remaining penalty 
which may be im-
posed)) ......................... 975 .............. ..............

For failure to file 1983 re-
turn ($25 per day × 365 
days) ............................. .............. 9,125 ..............

Total ............................. .............. .............. 10,100 

Penalty incurred in 1987: 
For failure to file 1983 re-
turn (lesser of $25 per 
day × 365 days or $1,000 
(remaining penalty which 
may be imposed)) ............ 1,000 ..............

Total ............................. .............. .............. 1,000 

Example (3). Foreign corporation Y is re-
quired under section 6039C(b)(1) to make a re-
turn for calendar year 1982. In addition, Y is 
required under section 6039C(b)(3) to furnish 
statements to each substantial investor in 
U.S. real property interests. Y has 10 such 
substantial investors. Y does not file such re-
turn on or before May 15, 1983 as required 
under § 6a.6039C–1(c), nor does it furnish the 
required statements on or before January 31, 
1983 as required under § 6a.6039C–3(h). The 
failure to file the return for calendar year 
1982 and to furnish the required statements 
for 1982 continues throughout calendar years 
1984 and 1985. The failure to meet the re-
quirements of section 6039C(b) are not due to 
reasonable cause and no security has been 
furnished in lieu of filing. The total penalty 
which can be imposed on Y for failure to file 
the return and statements required under 
section 6039C(b) for calendar year 1982 is 
$25,000. The amount of penalty incurred by Y 
in calendar year 1983 for failure to file the re-
turn and statements for calendar year 1982 is 
$25,000, determined as follows: 
Penalty incurred in 1982: 

For failure to file return ($25 per day×230 days) $5,750 

For each failure to furnish a statement required 
by section 6039C(b)(3) ($25 per day×10 state-
ments×the 334 days from February 1, 1983 to 
December 31, 1983 ($83,500) but not more 
than $19,250 (which when added to $5,750 
would total $25,000)) ........................................ 19,250 

Total .................................................................. 25,000 

Since Y has incurred the maximum penalty 
for failure to file its return and statements 
required for 1982 by the end of calendar year 
1983, no further penalty for these failures is 
imposed. 

Example (4). Under section 6039C(c) foreign 
person Y is required to make a return for 
calendar year 1982. Y does not file such re-
turn on May 15, 1983 and the failure is not 
due to reasonable cause. No security has 
been furnished in lieu of filing. All properties 
owned by Y in 1982 are U.S. real property in-
terests. Y purchased property M in January 
1982 when its fair market value was $10,000. 
In March, Y purchased property N when its 
fair market value was $15,000. In November, 
Y sold property M for $20,000. The fair mar-
ket value of property N on December 31, 1982, 
was $20,000. The total of the fair market val-
ues of M and N (M as of the date of its sale 
and N as of December 31, 1982) is $40,000. The 
maximum penalty which may be imposed on 
Y for failure to meet the requirements of 
section 6093C(c) for any calendar year is the 
lesser of $25,000 or 5 percent of the aggregate 
of the fair market values of the U.S. real 
property interests owned by Y at any time 
during such calendar year. Since $2,000 (5 
percent of $40,000) is less than $5,750 ($25 
times 230 days, the number of days in cal-
endar year 1983 for which the failure con-
tinues), the maximum penalty which may be 
imposed on Y in 1983 is $2,000. Since the max-
imum penalty for the failure to file the 1982 
return is incurred in 1983, no amount may be 
imposed for Y’s continuing failure to file the 
return for calendar year 1982 during calendar 
years after 1983. 

(h) Effective date. This section shall 
apply to 1980 and subsequent calendar 
years. The calendar year 1980 shall be 
treated as beginning on June 19, 1980 
and ending on December 31, 1980. 

[T.D. 7866, 48 FR 648, Jan. 6, 1983] 

PART 7—TEMPORARY INCOME TAX 
REGULATIONS UNDER THE TAX 
REFORM ACT OF 1976 

Sec. 
7.48–1 Election to have investment credit 

for movie and television films deter-
mined in accordance with previous liti-
gation. 

7.48–2 Election of forty-percent method of 
determining investment credit for movie 
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and television films placed in service in a 
taxable year beginning before January 1, 
1975. 

7.48–3 Election to apply the amendments 
made by sections 804 (a) and (b) of the 
Tax Reform Act of 1976 to property de-
scribed in section 50(a) of the Code. 

7.57(d)–1 Election with respect to straight 
line recovery of intangibles. 

7.105–1 Questions and answers relating to 
exclusions of certain disability income 
payments. 

7.105–2 Substantial gainful activity. 
7.465–1 Amounts at risk with respect to ac-

tivities begun prior to effective date; in 
general. 

7.465–2 Determination of amount at risk. 
7.465–3 Allocation of loss for different tax-

able years. 
7.465–4 Insufficient records. 
7.465–5 Examples. 
7.704–1 Partner’s distributive share. 
7.936–1 Qualified possession source invest-

ment income. 
7.999–1 Computation of the international 

boycott factor. 
7.6039A–1 Information regarding carryover 

basis property acquired from a decedent. 
7.6041–1 Return of information as to pay-

ments of winnings from bingo, keno, and 
slot machines. 

AUTHORITY: 26 U.S.C. 7805, unless otherwise 
stated. 

§ 7.48–1 Election to have investment 
credit for movie and television 
films determined in accordance 
with previous litigation. 

(a) Generally. Under section 804(c)(3) 
of the Tax Reform Act of 1976 (Pub. L. 
94–455, 90 Stat. 1595), any taxpayer who 
filed an action in any court of com-
petent jurisdiction before January 1, 
1976, for a determination of such tax-
payer’s rights to investment credit 
under section 38 of the Internal Rev-
enue Code of 1954 with respect to any 
film placed in service in any taxable 
year beginning before January 1, 1975, 
may elect to have investment credit on 
all films placed in service in taxable 
years beginning before January 1, 1975, 
(except those subject to an election 
under section 804(e)(2) of the Act), de-
termined as though section 804 of the 
Act (except section 804(c)(3) of the Act) 
had not been enacted. 

(b) Manner of making the election. The 
election allowed by section 804(c)(3) of 
the Act may be made by a notification 
in the form of a letter signed by the 
taxpayer or an authorized representa-
tive of the taxpayer stating: 

(1) The taxpayer’s name, address, and 
identification number; 

(2) The taxable years in which the 
films were placed in service with re-
spect to which the election shall apply; 
and 

(3) The court in which the litigation 
was commenced and information ade-
quate to identify the particular litiga-
tion, for example, the names of the liti-
gants, the date the suit was com-
menced, and the court case or docket 
number of the litigation. 
The letter should be sent to the Deputy 
Commissioner of Internal Revenue, At-
tention: CC:RL:Br2, Room 4617, 1111 
Constitution Avenue, N.W., Wash-
ington, DC 20224. 

(c) Time for making the election. The 
election under section 804(c)(3) of the 
Act must be made not later than Janu-
ary 3, 1977. If mailed, the cover con-
taining the notification of such elec-
tion must be postmarked not later 
than January 3, 1977. 

(d) Revocation of election. An election 
under section 804(c)(3) of the Act, once 
made, shall be irrevocable. 

[T.D. 7449, 41 FR 56629, Dec. 29, 1976] 

§ 7.48–2 Election of forty-percent meth-
od of determining investment credit 
for movie and television films 
placed in service in a taxable year 
beginning before January 1, 1975. 

(a) General rule. Under section 
804(c)(2) of the Tax Reform Act of 1976 
(90 Stat. 1595), taxpayers who placed 
movie or television films (here- inafter 
referred to as films and tapes) in serv-
ice during taxable years beginning be-
fore January 1, 1975, may elect to have 
their investment credit on all such 
films and tapes determined under sec-
tion 46(c) of the Code using an amount 
equal to 40 percent of aggregate pro-
duction costs in lieu of the basis of 
such property. If the election is made, 
100 percent is the applicable percentage 
used in determining qualified invest-
ment under section 46(c) of the Code re-
gardless of actual useful life. The elec-
tion can be made only with respect to 
qualified films and tapes that are new 
section 38 property and the investment 
credit is allowed only to the extent 
that a taxpayer has an ownership inter-
est in the film or tape. No investment 
credit is allowed under section 804(c)(2) 
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of the Act on any film or tape that is 
not section 38 property or that was pro-
duced and shown exclusively outside of 
the United States. Thus, no election 
may be made under this section with 
respect to a film or tape which is sus-
pension period property to which sec-
tion 48(h) applies or to a film or tape 
which is termination period property 
to which section 49(a) applies. Any in-
vestment credit taken on any film or 
tape subject to the election is not sub-
ject to recapture because of an early 
disposition or because a film or tape 
otherwise ceases to be section 38 prop-
erty under section 47(a) of the Code. 
Thus, there will be no recapture be-
cause a film or tape is used outside the 
United States under section 48(a)(2) of 
the Code or section 804(c)(1)(C) of the 
Act, or because of any disposition 
under section 47(a)(7)(B) of the Code. 

(b) Time and manner of making an elec-
tion—(1) Time for making the election. 
The election under section 804(c)(2) of 
the Act must be made not later than 
April 25, 1977. 

(2) Manner of making the election. An 
election under this section must be 
made by filing amended income tax re-
turns for each taxable year beginning 
before January 1, 1975, in which films 
and tapes subject to the election were 
placed in service, together with a 
statement signed by the taxpayer con-
taining the information described 
below. The amended returns and the 
statement must be filed with the dis-
trict director having audit jurisdiction 
over the last return filed to which the 
election relates. Each amended return 
shall contain a schedule listing by 
name all films and tapes placed in serv-
ice during the year to which the 
amended return relates and setting 
forth all computations necessary to de-
termine the aggregate production costs 
of each such film or tape listed and the 
ownership interest of the taxpayer in 
each film or tape listed. In the case of 
a taxpayer which is a partner, share-
holder of an electing small business 
corporation, or beneficiary of a trust or 
estate, such computations must be ade-
quate to determine the ownership in-
terest of the partnership, electing 
small business corporation, or trust or 
estate in each such film or tape, (a tax-
payer which is a partner, shareholder, 

or beneficiary may satisfy the require-
ments of the preceding sentence by at-
taching to his amended return a copy 
of an amended return, if one is filed, of 
the partnership, electing small busi-
ness corporation, or trust or estate 
which sets forth computations nec-
essary to determine the ownership in-
terest of the entity in each such film or 
tape.) No amended return need be filed 
for a taxable year if application of the 
election to films and tapes placed in 
service during that year would not af-
fect tax liability for any taxable year. 

The statement shall contain the fol-
lowing information: 

(i) The taxpayer’s name and taxpayer 
identification number (under section 
6109 of the Code). 

(ii) A statement that the taxpayer is 
making the election under section 
804(c)(2) of the Act. 

(iii) A statement that the taxpayer 
agrees that the period for assessment 
and collection under section 6501 of the 
Code will remain open until December 
31, 1978, solely with respect to adjust-
ments of tax liability attributable to 
investment credit allowed on films and 
tapes placed in service in each year 
covered by the election. Unless the dis-
trict director notifies the taxpayer 
within 7 days of receipt of the state-
ment that such extension is denied, it 
will be presumed that the district di-
rector consents to such extension. Of 
course, the period covered by this 
statement may be extended beyond De-
cember 31, 1978 by mutual agreement. 
This statement does not shorten the 
regular statutory period for any year 
or take precedence over a previous or 
subsequent agreement with the Inter-
nal Revenue Service extending the 
statutory period for any year. 

(iv) A list of the addresses used by 
the taxpayer on each return filed dur-
ing each taxable year subject to the 
election. 

(v) A statement that the taxpayer 
consents to join in judicial proceedings 
to determine the investment credit al-
lowable and entitlement to investment 
credit on any film or tape subject to 
the election, which meets all of the re-
quirements set forth in paragraph (b)(3) 
of this section. 

(vi) A statement as to whether an 
election has been made by the taxpayer 
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under section 804(e)(2) of the Act for 
films and tapes which are property de-
scribed in section 50(a) of the Code 
which were placed in service in taxable 
years beginning before January 1, 1975. 

(vii) A list by name of all films or 
tapes placed in service during the years 
to which the election relates. 

(viii) With respect to each film or 
tape listed in paragraph (b)(2)(vii) of 
this section, a list of all producers, dis-
tributors, and persons with a participa-
tion interest (with addresses where 
available). 

(ix) In the case of an election made 
by a partner, shareholder of an electing 
small business corporation (as defined 
in section 1371(b) of the Code), or bene-
ficiary, a statement indicating the 
name, taxpayer identification number, 
and address for tax return purposes of 
the respective partnership, electing 
small business corporation, or trust or 
estate. 

(3) Consent to join in judicial pro-
ceedings. No election may be made by 
any taxpayer unless the statement 
made under paragraph (b)(2)(v) of this 
section provides that the taxpayer 
shall: 

(i) Treat the determination of the in-
vestment credit allowable on each film 
or tape subject to an election as a sepa-
rate cause of action; 

(ii) Make all reasonable efforts nec-
essary to join in or intervene in any ju-
dicial proceeding in any court for de-
termining the person entitled to, and 
the amount of, the investment credit 
allowable with respect to any film or 
tape covered by the election after re-
ceiving notice from the Commissioner 
of Internal Revenue or his delegate in-
dicating that a conflicting claim to the 
investment credit for such film or tape 
is being asserted in such court by an-
other person; and 

(iii) Consent to revocation of the 
election by the Commissioner of Inter-
nal Revenue or his delegate with re-
spect to all films and tapes placed in 
service in taxable years for which the 
election applies, if the taxpayer fails to 
make all reasonable efforts necessary 
to join in or intervene in any judicial 
proceeding under paragraph (b)(3)(ii) of 
this section. 

(4) Who makes the election. The elec-
tion must be made separately by each 

person who has an ownership interest. 
However, where a film or tape is owned 
by a partnership, electing small busi-
ness corporation (as defined in section 
1371(b) of the Code), or trust or estate, 
the election must be made separately 
by each partner, shareholder or bene-
ficiary. The election is not to be made 
by a partnership or electing small busi-
ness corporation, and is to be made by 
a trust or estate only if the trust or es-
tate in determining its tax liability 
would be allowed investment credit on 
a film or tape subject to the election. 
The election of any partner, share-
holder, beneficiary or trust or estate 
shall be effective regardless of whether 
any related partner, shareholder, bene-
ficiary, or trust or estate makes the 
election. 

(5) Additional time to perfect election. A 
taxpayer that by April 25, 1977, files a 
statement containing the information 
described in paragraph (b)(2) (i) 
through (v) of this section shall be 
deemed to have made a timely election 
under paragraph (b)(2) of this section if 
by July 5, 1977, the taxpayer has com-
plied with all of the requirements of 
paragraph (b)(2) of this section. If a 
taxpayer demonstrates to the satisfac-
tion of the district director that it is 
unable to meet the July 5, 1977, date 
even though it has made a good faith 
effort to do so, the district director 
may at his discretion extend that date 
to no later than October 4, 1977, for 
that taxpayer. Requests for extensions 
of the July 5, 1977, date should be ad-
dressed to the district director with 
whom the statement was filed. 

(c) Revocation of election—(1) Revoca-
tion by taxpayer. (i) Except as provided 
in paragraph (c)(1)(ii) of this section, 
an election made under section 804(c)(2) 
of the Act may not be revoked by a 
taxpayer unless consent to revoke the 
election is obtained from the Commis-
sioner of Internal Revenue or his dele-
gate. Application for consent to revoke 
the election will be accepted only if 
permanent regulations are issued 
which contain rules which may not 
reasonably have been anticipated by 
taxpayers at the time the election was 
made. Any permanent regulations will 
provide a reasonable period of time 
within which taxpayers will be per-
mitted to apply for consent to revoke 
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the election and will allow revocation 
(where revocation is not barred by the 
limitations on credit or refund inspec-
tion 6511 of the Code) in the event of a 
determination by the Commissioner of 
Internal Revenue or his delegate that 
such permanent regulations contain 
provisions that may not reasonably 
have been anticipated by taxpayers at 
the time of making such election. 

(ii) An election properly made under 
section 804(e)(2) of the Act, to have sec-
tions 48(k) and 47 (a)(7) of the Code 
apply to films and tapes which are 
property described in section 50(a) of 
the Code and which were placed in 
service in taxable years beginning be-
fore January 1, 1975, shall automati-
cally revoke any election under section 
804(c)(2) of the Act with respect to such 
films and tapes. Such revocation does 
not require the consent of the Commis-
sioner of Internal Revenue or his dele-
gate. 

(2) Revocation by Commissioner. The 
Commissioner of Internal Revenue or 
his delegate shall revoke an election 
made under section 804(c)(2) of the Act 
if a taxpayer fails to make all reason-
able efforts necessary to join in or in-
tervene, in a judicial proceeding for de-
termination of the person entitled to, 
and the amount of, the investment 
credit allowable with respect to any 
film or tape covered by the election 
after receiving notice from the Com-
missioner or his delegate which indi-
cates that a conflicting claim to the in-
vestment credit for such film or tape is 
being asserted in court by another per-
son. 

(d) Furnishing of supplementary infor-
mation required. If these regulations are 
revised to require the furnishing of in-
formation in addition to that which 
was furnished with the amended re-
turns and statement of election filed 
pursuant to paragraph (b) (2) and (3) of 
this section, the taxpayer must furnish 
such additional information in a state-
ment addressed to the district director 
with whom the amended return and 
statement of election were filed. 

((68A Stat. 917; 26 U.S.C. 7804); sec. 804(c)(2) 
(C) and (D) of the Tax Reform Act of 1976 (90 
Stat. 1595)) 

[T.D. 7474, 42 FR 17123, Mar. 31, 1977; T.D. 
7480, 42 FR 19479, Apr. 14, 1977] 

§ 7.48–3 Election to apply the amend-
ments made by sections 804 (a) and 
(b) of the Tax Reform Act of 1976 to 
property described in section 50(a) 
of the Code. 

(a) General rule. Under section 
804(e)(2) of the Tax Reform Act of 1976 
(90 Stat. 1596), taxpayers may elect to 
apply the amendments made by section 
804 (a) and (b) of the Act to movie and 
television films that are property de-
scribed in section 50(a) of the Code and 
that were placed in service in taxable 
years beginning before January 1, 1975. 

(b) Time for and manner of making elec-
tion—(1) Time for making election. The 
election under section 804(e)(2) the Act 
must be made not later than October 4, 
1977. 

(2) Manner of making election. The 
election under section 804(e)(2) shall be 
made by applying the same rules appli-
cable under section 804(c)(2) as de-
scribed in § 7.48–2(b) (2), (3), and (4) ex-
cept that § 7.48–2(b)(2)(ii) shall be read 
to require a statement that the tax-
payer is making an election under sec-
tion 804(e)(2) of the Act, and § 7.48– 
2(b)(2)(vi) shall not apply. An election 
properly made under section 804(e)(2) of 
the Act may not be revoked after Octo-
ber 4, 1977. 

(Sec. 804(e)(2), Tax Reform Act of 1976 (90 
Stat. 1596)) 

[T.D. 7509, 42 FR 47828, Sept. 22, 1977] 

§ 7.57(d)–1 Election with respect to 
straight line recovery of intangi-
bles. 

(a) Purpose. This section prescribes 
rules for making the election per-
mitted under section 57(d)(2), as added 
by the Tax Reform Act of 1976. Under 
this election taxpayers may use cost 
depletion to compute straight line re-
covery of intangibles. 

(b) Election. The election under sec-
tion 57(d) is subject to the following 
rules: 

(1) The election is made within the 
time prescribed by law (including ex-
tensions thereof) for filing the return 
for the taxable year in which the intan-
gible drilling costs are paid or incurred 
or, if later, by July 25, 1978. 

(2) The election is made separately 
for each well. Thus, a taxpayer may 
make the election for only some of his 
or her wells. 
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(3) The election is made by using, for 
the well or wells to which the election 
applies, cost depletion to compute 
straight line recovery of intangibles for 
purposes of determining the amount of 
the preference under section 57(a)(11). 

(4) The election may be made wheth-
er or not the taxpayer uses cost deple-
tion in computing taxable income. 

(5) The election is made by a partner-
ship rather than by each partner. 

(c) Computation of cost depletion. For 
purposes of computing straight line re-
covery of intangibles through cost de-
pletion, both depletable and depre-
ciable intangible drilling and develop-
ment costs for the taxable year are 
taken into account. They are treated 
as if capitalized, added to basis, and re-
covered under § 1.611–2(a). Costs paid or 
incurred in other taxable years are not 
taken into account. 

(Secs. 57(d) and 7805 of the Internal Revenue 
Code of 1954 (90 Stat. 1551; 68A Stat. 917; 26 
U.S.C. 57(d), 7805)) 

[T.D. 7541, 43 FR 17816, Apr. 26, 1978; 43 FR 
18993, May 3, 1978] 

§ 7.105–1 Questions and answers relat-
ing to exclusions of certain dis-
ability income payments. 

The following questions and answers 
relate to the exclusion of certain dis-
ability income payments under section 
105(d) of the Internal Revenue Code of 
1954, as amended by sections 505 (a) and 
(c) of the Tax Reform Act of 1976 (90 
Stat. 1566): 

Q–1: What effect on the sick pay exclusion 
does the new law have? 

A–1: The ‘‘sick pay’’ provisions of prior law 
(which allowed a limited exclusion from 
gross income of sick pay received before 
mandatory retirement age by active employ-
ees temporarily absent from work because of 
sickness or injury, as well as by disability 
retirees) have been replaced by provisions of 
the new law (which provide for a limited ex-
clusion of disability payments but restrict 
its application to individuals retired on dis-
ability who meet certain requirements as to 
permanent and total disability, age, etc.) (Q– 
4). As a result of the more restrictive provi-
sions of the new law, many taxpayers who 
qualified for the exclusion in previous tax-
able years will not be eligible to claim the 
disability payments exclusion beginning 
with the effective date of the new law. 

Q–2: What is the effective date of the new law 
relating to disability exclusion? 

A–2: The disability income exclusion and 
related annuity provisions of the Tax Reform 
Act of 1976 are effective for taxable years be-
ginning on or after January 1, 1977. In addi-
tion, the Tax Reduction and Simplification 
Act of 1977 allows certain taxpayers to begin 
excluding pension or annuity costs in tax-
able years beginning in 1976. In the case of a 
retiree who uses the cash receipts and dis-
bursements method of accounting, the new 
law applies to payments received on or after 
the effective date even if the payment is for 
a period before the effective date. Thus, a 
payment for December 1976 that is received 
in January 1977 by a calendar-year, cash- 
basis taxpayer is controlled by the new law. 

Q–3: What are disability payments? 
A–3: In general, disability payments are 

amounts constituting wages or payments in 
lieu of wages made under provisions of a plan 
providing for the payment of such amounts 
to an employee for a period during which the 
employee is absent from work on account of 
permanent and total disability. Amounts 
paid to such an employee after mandatory 
retirement age is attained are not wages or 
payments in lieu of wages for purposes of the 
disability income exclusion. 

Q–4: Who is eligible to exclude disability pay-
ments? 

A–4: A taxpayer who receives disability 
payments in lieu of wages under a plan pro-
viding for the payment of such amounts may 
qualify for the exclusion provided all of the 
following requirements are met: 

(1) The taxpayer has not reached age 65 
(see Q–9) before the end of the taxable year; 

(2) The taxpayer has not reached manda-
tory retirement age (see Q–8) before the be-
ginning of the taxable year; 

(3) The taxpayer retired on disability (see 
Q–10) (or if retired prior to January 1, 1977 
and did not retire on disability, would have 
been eligible to retire on disability at the 
time of such retirement); 

(4) The taxpayer was permanently and to-
tally disabled (see Q–11) when the taxpayer 
retired (or if the taxpayer retired before Jan-
uary 1, 1977, was permanently and totally 
disabled on January 1, 1976, or January 1, 
1977); and 

(5) The taxpayer has not made an irrev-
ocable election not to claim the disability 
income exclusion (see Q–17 through Q–19). 

Q–5: What limitations are placed on the 
amounts excludable? 

A–5: The amount of disability income that 
is excludable: 

(a) Cannot exceed the amount of the dis-
ability income payments received for any 
pay period; 

(b) Cannot exceed a maximum weekly rate 
of $100 per taxpayer. Thus, the maximum dis-
ability income exclusion allowable on a joint 
return (see Q–7) in the usual case where one 
spouse receives disability payments, gen-
erally, would be $5,200, and if both spouses 
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received disability payments the maximum 
exclusion, generally, would be $10,400 ($5,200 
for each spouse); 

(c) Cannot exceed, in the case of a dis-
ability income payment for a period of less 
than a week, a prorated portion of the 
amount otherwise excludable for that week 
(see Q–6); and 

(d) Cannot exceed, for the entire taxable 
year, the total amount otherwise excludable 
for such taxable year reduced, dollar for dol-
lar, by the amount by which the taxpayer’s 
adjusted gross income (determined without 
regard to the disability income exclusion) 
exceeds $15,000. Where a disability income 
exclusion is claimed by either or both 
spouses on a joint return, the taxpayer’s ad-
justed gross income means the total adjusted 
gross income of both spouses combined (de-
termined without regard to the disability in-
come exclusion) (see also Q–7). 

Q–6: On what occasion is a taxpayer likely to 
receive part-week disability payments? How do 
you prorate such payments? 

A–6: Such part-week payments may be re-
ceived when one of the following events oc-
curs after the first day of the taxpayer’s nor-
mal workweek: (a) the disability retirement 
commences: (b) the taxpayer reaches manda-
tory retirement age in a taxable year prior 
to the taxable year in which such taxpayer 
attains age 65; or (c) the taxpayer dies. To 
prorate a part-week disability income pay-
ment for purposes of the exclusion, the tax-
payer must: 

(1) Determine the ‘‘daily exclusion,’’ which 
is the lesser of— 

(a) The taxpayer’s daily rate of disability 
pay, or 

(b) $100 divided by the number of days in 
the taxpayer’s normal workweek. 

(2) Multiply the daily exclusion by the 
number of days for which the part-week pay-
ment was made. 

Thus, for a taxpayer whose normal work-
week was Monday through Friday and whose 
retirement on permanent and total disability 
began on Wednesday, the first disability in-
come payment would include a payment for 
a part-week consisting of three days. Assum-
ing that the daily exclusion determined in 
(1), above, is $20, the taxpayer’s exclusion for 
the first week would be $60 ($20×3). 

Q–7: What filing restrictions apply to a mar-
ried taxpayer who claims a disability income ex-
clusion? 

A–7: A taxpayer married at the close of the 
taxable year who lived with his or her spouse 
at any time during such taxable year must 
file a joint return in order to claim the dis-
ability income exclusion. However, a tax-
payer married at the close of the taxable 
year who lived apart from his or her spouse 
for the entire taxable year may claim the ex-
clusion on either a joint or separate return. 

Q–8: What is ‘‘mandatory retirement age’’? 

A–8: Generally, mandatory retirement age 
is the age at which the taxpayer would have 
been required to retire under the employer’s 
retirement program, had the taxpayer not 
become disabled. 

Q–9: Does a taxpayer reach age 65 on the day 
before his or her 65th birthday for purposes of 
the disability income exclusion, as is the case for 
purposes of the exemption for age and the credit 
for the elderly? 

A–9: No. For purposes of the disability in-
come exclusion, a taxpayer reaches age 65 on 
the day of his or her 65th birthday anniver-
sary. Thus, a taxpayer whose 65th birthday 
occurs on January 1, 1978, is not considered 
to reach age 65 during 1977, for purposes of 
the disability income exclusion. 

Q–10: What does ‘‘retired on disability’’ mean? 
A–10: Generally, it means that an employee 

has ceased active employment in all respects 
because of a disability and has retired under 
a disability provision of a plan for employ-
ees. However, an employee who has actually 
ceased active employment in all respects be-
cause of a disability may be treated as ‘‘re-
tired on disability’’ even though the em-
ployee has not yet gone through formal ‘‘re-
tirement’’ procedures, as for example, where 
an employer carries the disabled employee in 
a non-retired status under the disability pro-
visions of the plan solely for the purpose of 
continuing such employee’s eligibility for 
certain employer-provided fringe benefits. In 
addition, such an employee may be treated 
as ‘‘retired on disability’’ even though the 
initial period immediately following his or 
her ceasing of employment on account of a 
disability must first be used against accumu-
lated ‘‘sick leave’’ or ‘‘annual leave’’ prior to 
the employee being formally placed in dis-
ability retirement status. 

Q–11: What is permanent and total disability? 
A–11: It is the inability to engage in any 

substantial gainful activity by reason of any 
medically determinable physical or mental 
impairment that: 

(a) Can be expected to result in death; 
(b) Has lasted for a continuous period of 

not less than 12 months; or 
(c) Can be expected to last for a continuous 

period of not less than 12 months. The sub-
stantial gainful activity referred to is not 
limited to the activity, or a comparable ac-
tivity, in which the individual customarily 
engaged prior to such individual’s retirement 
on disability. 

See § 7.105–2 for additional information re-
lating to substantial gainful activity. 

Q–12: If a taxpayer retired on disability but it 
is not clear until the following taxable year that 
the disability as of the date of such retirement 
was permanent and total (so that the employee 
did not exclude any amount as disability income 
in the earlier taxable year), may the taxpayer 
file an amended return to claim the disability 
income exclusion for the taxable year in which 
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such taxpayer retired on disability which was 
permanent and total? 

A–12: Yes. 
Q–13: What proof must a taxpayer furnish to 

establish the existence of permanent and total 
disability? 

A–13: If retired on disability before Janu-
ary 1, 1977: A certificate from a qualified 
physician attesting that— 

(a) The taxpayer was permanently and to-
tally disabled on January 1, 1976 or January 
1, 1977; or 

(b) The records of the Veterans Adminis-
tration show that the taxpayer was perma-
nently and totally disabled as defined in 38 
CFR 3.340 or 3.342 on January 1, 1976 or Janu-
ary 1, 1977. 

If retired on disability during 1977 or there-
after: A certificate from a qualified physi-
cian attesting that— 

(a) The taxpayer was permanently and to-
tally disabled on the date he or she retired; 
or 

(b) The records of the Veterans Adminis-
tration show that the taxpayer was perma-
nently and totally disabled as defined in 38 
CFR 3.340 or 3.342 on the date he or she re-
tired. 

In either case, the taxpayer must attach 
the certificate or a copy of the certificate to 
his or her income tax return. The certificate 
shall give the physician’s name and address. 
No certificate from any employer is required 
with regard to the determination of perma-
nent and total disability. 

Q–14: For what period does a taxpayer eligible 
(see Q–4) for the disability income exclusion 
(without regard to the $15,000 income phaseout 
explained in Q–5) continue to be eligible for 
such exclusion? 

A–14: Unless the taxpayer earlier makes 
the irrevocable election not to claim the dis-
ability income exclusion described in Q–17 
through Q–19, such taxpayer continues to be 
eligible until the earlier of: 

(a) The beginning of the taxable year in 
which the taxpayer reaches age 65; and 

(b) The day on which the taxpayer reaches 
mandatory retirement age. 

Q–15: May a taxpayer while eligible (see Q–4) 
for the disability income exclusion under the 
new law, exclude any applicable pension or an-
nuity costs? 

A–15: No. This is true even though while el-
igible for the disability income exclusion, 
such taxpayer is unable to exclude any 
amount of the disability income payments 
because of the $15,000 income phaseout (see 
Q–5). 

Q–16: When will a taxpayer who is eligible 
(see Q–4) to exclude disability income payments 
(without regard to the $15,000 phaseout ex-
plained in Q–5) under the new law be able to ex-
clude any applicable pension or annuity costs? 

A–16: In general, such a taxpayer will begin 
to exclude any of his or her pension or annu-
ity costs under applicable rules of the Code 

beginning on the first day of the taxable 
year in which he or she attains age 65 or, if 
mandatory retirement age is attained in an 
earlier taxable year, beginning on the day 
the taxpayer attains mandatory retirement 
age. 

Q–17: May a taxpayer who is eligible (see Q– 
4) to exclude disability income payments (with-
out regard to the $15,000 phaseout explained in 
Q–5) under the new law begin to exclude appli-
cable pension or annuity costs in an earlier tax-
able year? 

A–17: Yes, but such a taxpayer must make 
the election described in Q–18 and Q–19 in 
which case the taxpayer would no longer be 
eligible for the disability income exclusion. 

Q–18: What is an election not to claim the dis-
ability income exclusion? 

A–18: It is an irrevocable election for the 
taxable year for which the election is made, 
and each taxable year thereafter. If such an 
election is made the taxpayer will begin to 
recover tax-free, out of the payments, his or 
her annuity costs as provided under the ap-
plicable provision of the Code. 

Q–19: How does a taxpayer who is eligible to 
exclude disability income payments (without re-
gard to the $15,000 phaseout explained in Q–5) 
under the new law make this election? 

A–19: The election is made by means of a 
statement attached to the taxpayer’s income 
tax return (or amended return) for the tax-
able year in which the taxpayer wishes to 
have the applicable annuity rule apply. The 
statement shall set forth the taxpayers 
qualifications to make the election (i.e., that 
the taxpayer is eligible (see Q–4) to exclude 
disability income payments (without regard 
to the $15,000 income phaseout explained in 
Q–5)) and that such taxpayer irrevocably 
elects not to claim the benefit of excluding 
disability income payments under section 
105(d), as amended, for such taxable year and 
each taxable year thereafter. The election 
cannot be made for any taxable year begin-
ning before January 1, 1976. 

Q–20: Did the changes made by the Tax Re-
duction and Simplification Act provide any re-
lief to taxpayers eligible for the sick pay exclu-
sion in taxable years beginning in 1976? 

A–20: Yes. As originally enacted, the more 
restrictive provisions of the disability in-
come exclusion applied to taxable years be-
ginning in 1976. The Tax Reduction and Sim-
plification Act postponed the effective date 
of these provisions for 1 year. Thus, tax-
payers may claim the sick pay exclusion in 
taxable years beginning in 1976. 

(Secs. 105(d) and 7805 of the Internal Revenue 
Code of 1954 (90 Stat. 1566; 68A Stat. 917; 26 
U.S.C. 105(d); 7805)) 

[T.D. 7450, 41 FR 56630, Dec. 29, 1976, as 
amended at 42 FR 2954, Jan. 14, 1977; T.D. 
7544, 43 FR 19655, May 8, 1978] 
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§ 7.105–2 Substantial gainful activity. 
(a) Purpose. This section defines sub-

stantial gainful activity for purposes of 
section 105(d) and § 7.105–1, prescribes 
rules for determining whether a tax-
payer has the ability to engage in sub-
stantial gainful activity, and provides 
examples of the application of the defi-
nition and rules in specific factual situ-
ations. 

(b) Definition. Substantial gainful ac-
tivity is the performance of significant 
duties over a reasonable period of time 
in work for remuneration or profit (or 
in work of a type generally performed 
for remuneration or profit). 

(c) General rules. (1) Full-time work 
under competitive circumstances gen-
erally indicates ability to engage in 
substantial gainful activity. 

(2) Work performed in self-care or the 
taxpayer’s own household tasks, and 
nonremunerative work performed in 
connection with hobbies, institutional 
therapy or training, school attendance, 
clubs, social programs, and similar ac-
tivities is not substantial gainful activ-
ity. However, the nature of the work 
performed may be evidence of ability 
to engage in substantial gainful activ-
ity. 

(3) The fact that a taxpayer is unem-
ployed for any length of time is not, of 
itself, conclusive evidence of inability 
to engage in substantial gainful activ-
ity. 

(4) Regular performance of duties by 
a taxpayer in a full-time, competitive 
work situation at a rate of pay at or 
above the minimum wage will conclu-
sively establish the taxpayer’s ability 
to engage in substantial gainful activ-
ity. For purposes of paragraphs (c)(4) 
and (c)(5) of this section, the minimum 
wage is the minimum wage prescribed 
by section 6(a)(1) of the Fair Labor 
Standards Act of 1938, as amended, 29 
U.S.C. 206(a)(1). 

(5) Regular performance of duties by 
a taxpayer in a part-time, competitive 
work situation at a rate of pay at or 
above the minimum wage will conclu-
sively establish the taxpayer’s ability 
to engage in substantial gainful activ-
ity, if the duties are performed at the 
employer’s convenience. 

(6) In situations other than those de-
scribed in paragraphs (c)(4) and (c)(5) of 
this section, other factors, such as the 

nature of the duties performed, may es-
tablish a taxpayer’s ability to engage 
in substantial gainful activity. 

(d) Examples. The following examples 
illustrate the application of the defini-
tion in paragraph (b) of this section 
and the rules in paragraph (c) of this 
section in specific factual situations. 
In examples 1 through 5, the facts es-
tablish that the taxpayers are able to 
engage in substantial gainful activity 
and, therefore, are not entitled to 
claim the disability income exclusion 
of section 105(d). In examples 6 through 
9, the facts do not, of themselves, es-
tablish the taxpayers’ ability or inabil-
ity to engage in substantial gainful ac-
tivity. In these situations, all the facts 
and circumstances must be examined 
to determine whether the taxpayers 
are able to engage in substantial gain-
ful activity. 

Example (1). Before retirement on dis-
ability, taxpayer worked for a hotel as night 
desk clerk. After retirement, the taxpayer is 
hired by another hotel as night desk clerk at 
a rate of pay exceeding the minimum wage. 
Since the taxpayer regularly performs duties 
in a full-time competitive work situation at 
a rate of pay at or above the minimum wage, 
he or she is able to engage in substantial 
gainful activity. 

Example (2). A taxpayer who retired on dis-
ability from employment as a sales clerk is 
employed as a full-time babysitter at a rate 
of pay equal to the minimum wage. Since the 
taxpayer regularly performs duties in a full- 
time, competitive work situation at a rate of 
pay at or above the minimum wage, he or 
she is able to engage in substantial gainful 
activity. 

Example (3). A taxpayer retired on dis-
ability from employment as a teacher be-
cause of terminal cancer. The taxpayer’s 
physician recommended continuing employ-
ment for therapeutic reasons and taxpayer 
accepted employment as a part-time teacher 
at a rate of pay in excess of the minimum 
wage. The part-time teaching work is done 
at the employer’s convenience. Even though 
the taxpayer’s illness is terminal, the em-
ployment was recommended for therapeutic 
reasons, and the work is part-time, the fact 
that the work is done at the employer’s con-
venience demonstrates that the taxpayer is 
able to engage in substantial gainful activ-
ity. 

Example (4). A taxpayer who retired on dis-
ability, is employed full-time in a competi-
tive work situation that is less demanding 
than his or her former position. The rate of 
pay exceeds the minimum wage but is about 
half of the taxpayer’s rate of pay in the 
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former position. It is immaterial that the 
new work activity is less demanding or less 
gainful than the work in which the taxpayer 
was engaged before his or her retirement on 
disability. Since the taxpayer regularly per-
forms duties in a full-time, competitive work 
situation at a rate of pay at or above the 
minimum wage, he or she is able to engage 
in substantial gainful activity. 

Example (5). A taxpayer who retired on dis-
ability from employment as a bookkeeper 
drives trucks for a charitable organization at 
the taxpayer’s convenience. The taxpayer re-
ceives no compensation, but duties of this 
nature generally are performed for remu-
neration or profit. Some weeks the taxpayer 
works 10 hours, some weeks 40 hours, and 
over the year the taxpayer works an average 
of 20 hours per week. Even though the tax-
payer receives no compensation, works part- 
time, and at his or her convenience, the na-
ture of the duties performed and the average 
number of hours worked per week conclu-
sively establish the taxpayer’s ability to en-
gage in substantial gainful activity. 

Example (6). A taxpayer who retired on dis-
ability was instructed by a doctor that unin-
terrupted bedrest was vital to the treatment 
of his or her disability. However, because of 
financial need, the taxpayer secured new em-
ployment in a sedentary job. After attempt-
ing the new employment for approximately 
two months, the taxpayer was physically un-
able to continue the employment. The fact 
that the taxpayer attempted to work and 
did, in fact, work for two months, does not, 
of itself, conclusively establish the tax-
payer’s ability to engage in substantial gain-
ful activity. 

Example (7). A taxpayer who retired on dis-
ability accepted employment with a former 
employer on a trial basis. The purpose of the 
employment was to determine whether the 
taxpayer was employable. The trial period 
continued for an extended period of time and 
the taxpayer was paid at a rate equal to the 
minimum wage. However, because of the tax-
payer’s disability only light duties of a non-
productive make-work nature were assigned. 
Unless the activity is both substantial and 
gainful, the taxpayer is not engaged in sub-
stantial gainful activity. The activity was 
gainful because the taxpayer was paid at a 
rate at or above the minimum wage. How-
ever, the activity was not substantial be-
cause the duties were of a nonproductive, 
make-work nature. Accordingly, these facts 
do not, of themselves, establish the tax-
payer’s ability to engage in substantial gain-
ful activity. 

Example (8). A taxpayer who retired on dis-
ability from employment as a bookkeeper 
lives with a relative who manages several 
motel units. The taxpayer assisted the rel-
ative for one or two hours a day by per-
forming duties such as washing dishes, an-
swering phones, registering guests, and 

bookkeeping. The taxpayer can select the 
times during the day when he or she feels 
most fit to perform the tasks undertaken. 
Work of this nature, performed off and on 
during the day at the taxpayer’s conven-
ience, is not activity of a ‘‘substantial and 
gainful’’ nature even if the individual is paid 
for the work. The performance of these du-
ties does not, of itself, show that the tax-
payer is able to engage in substantial gainful 
activity. 

Example (9). A taxpayer who retired on dis-
ability because of a physical or mental im-
pairment accepts sheltered employment in a 
protected environment under an institu-
tional program. Sheltered employment is of-
fered in sheltered workshops, hospitals and 
similar institutions, homebound programs, 
and Veterans Administration domiciliaries. 
Typically, earnings are lower in sheltered 
employment than in commercial employ-
ment. Consequently, impaired workers nor-
mally do not seek sheltered employment if 
other employment is available. The accept-
ance of sheltered employment by an im-
paired taxpayer does not necessarily estab-
lish his or her ability to engage in substan-
tial gainful activity. 

(Secs. 105(d) and 7805 of the Internal Revenue 
Code of 1954 (90 Stat. 1566; 68A Stat. 917; 26 
U.S.C. 105(d); 7805)) 

[T.D. 7544, 43 FR 19656, May 8, 1978] 

§ 7.465–1 Amounts at risk with respect 
to activities begun prior to effective 
date; in general. 

Section 465 provides that a taxpayer 
(other than a corporation which is not 
a subchapter S corporation or a per-
sonal holding company) engaged in cer-
tain activities may not deduct losses 
from such activity to the extent the 
losses exceed the amount the taxpayer 
is at risk with respect to the activity. 
For the types of activities to which 
section 465 applies and for determining 
what constitutes a separate activity, 
see section 465(c). Section 465 generally 
applies to losses attributable to 
amounts paid or incurred in taxable 
years beginning after December 31, 
1975. For the purposes of applying the 
at risk limitation to activities begun 
before the effective date of the provi-
sion (and which were not excepted from 
application of the provision), it is nec-
essary to determine the amount at risk 
as of the first day of the first taxable 
year beginning after December 31, 1975. 
The amount at risk in an activity as of 
the first day of the first taxable year of 
the taxpayer beginning after December 
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31, 1975, (for the purposes of § 7.465–1 
through 7.465–5 such first day shall be 
referred to as the effective date) shall 
be determined according to the rules 
provided in §§ 7.465–2 through 7.465–5. 

[T.D. 7504, 42 FR 42197, Aug. 22, 1977] 

§ 7.465–2 Determination of amount at 
risk. 

(a) Initial amount. The amount a tax-
payer is at risk on the effective date 
with respect to an activity to which 
section 465 applies shall be determined 
in accordance with this section. The 
initial amount the taxpayer is at risk 
in the activity shall be the taxpayer’s 
initial basis in the activity as modified 
by disregarding amounts described in 
section 465(b) (3) or (4) (relating gen-
erally to amounts protected against 
loss or borrowed from related persons). 

(b) Succeeding adjustments. For each 
taxable year ending before the effective 
date, the initial amount at risk shall 
be increased and decreased by the 
items which increased and decreased 
the taxpayer’s basis in the activity in 
that year as modified by disregarding 
the amounts described in section 465(b) 
(3) or (4). 

(c) Application of losses and with-
drawals. (1) Losses described in section 
465(d) which are incurred in taxable 
years beginning prior to January 1, 1976 
and deducted in such taxable years, 
will be treated as reducing first that 
portion of the taxpayer’s basis which is 
attributable to amounts not at risk. On 
the other hand, withdrawals made in 
taxable years beginning before January 
1, 1976, will be treated as reducing the 
amount which the taxpayer is at risk. 

(2) Therefore, if in a taxable year be-
ginning prior to January 1, 1976 there is 
a loss described in section 465(d), it 
shall reduce the amount at risk only to 
the extent it exceeds the amount of the 
taxpayer’s basis which is not at risk. 
For the purposes of this paragraph the 
taxpayer’s basis which is not at risk is 
that portion of the taxpayer’s basis in 
the activity (as of the close of the tax-
able year and prior to reduction for the 
loss) which is attributable to amounts 
described in section 465(b) (3) or (4). 

(d) Amount at risk shall not be less than 
zero. If, after determining the amount 
described in paragraph (a), (b), and (c) 
of this section, the amount at risk (but 

for this paragraph) would be less than 
zero, the amount at risk on the effec-
tive date shall be zero. 

[T.D. 7504, 42 FR 42197, Aug. 22, 1977] 

§ 7.465–3 Allocation of loss for dif-
ferent taxable years. 

If the taxable year of the entity con-
ducting the activity differs from that 
of the taxpayer, the loss attributable 
to the activity for the first taxable 
year of the entity ending after the be-
ginning of the first taxable year of the 
taxpayer beginning after December 31, 
1975, shall be allocated in the following 
manner. That portion of the loss from 
the activity for such taxable year of 
the entity which bears the same ratio 
as the number of days in such taxable 
year before January 1, 1976, divided by 
the total number of days in the taxable 
year, shall be attributable to taxable 
years of the taxpayer beginning before 
January 1, 1976. Consequently, that 
portion shall be treated in accordance 
with § 7.465–2. 

[T.D. 7504, 42 FR 42198, Aug. 22, 1977] 

§ 7.465–4 Insufficient records. 
If sufficient records do not exist to 

accurately determine under § 7.465–2 
the amount which a taxpayer is at risk 
on the effective date, the amount at 
risk shall be the taxpayer’s basis in the 
activity reduced (but not below zero) 
by the taxpayer’s share of amounts de-
scribed in section 465(b) (3) or (4) with 
respect to the activity on the day be-
fore the effective date. 

[T.D. 7504, 42 FR 42198, Aug. 22, 1977] 

§ 7.465–5 Examples. 
The provisions of § 7.465–1 and § 7.465– 

2 may be illustrated by the following 
examples: 

Example (1). J and K, as equal partners, 
form partnership JK on January 1, 1975. 
Partnership JK is engaged solely in an activ-
ity described in section 465(c)(1). On January 
1, 1975, each partner contributes $10,000 in 
cash from personal assets to JK. On July 1, 
1975, JK borrows $40,000 (of which J’s share is 
$20,000) from a bank under a nonrecourse fi-
nancing arrangement secured only by the 
new equipment (for use in the activity) pur-
chased with the $40,000. On September 1, 1975, 
JK reduces the amount due on the loan to 
$36,000 (of which J’s share is $18,000). On Oc-
tober 1, 1975, JK distributes $3,000 to each 
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partner. For taxable year 1975, JK has no in-
come or loss. Although J’s basis in the activ-
ity is $25,000 ($10,000+$18,000—$3,000) J’s 
amount at risk on the effective date is $7,000 
determined as follows: 
Initial amount at risk ................................................ $10,000 
Plus: Items which increased basis other than 

amounts described in sec. 465(b) (3) or (4) ........ 0 

Total .............................................................. 10,000 
Less: Distribution ..................................................... 3,000 

J’s amount at risk on effective date ........................ 7,000 

Example (2). Assume the same facts as in 
Example (1) except that JK has a loss (as de-
scribed in section 465(d) for 1975 of which J’s 
share is $12,000. Although J’s basis in the ac-
tivity is $13,000 ($10,000+$18,000— 
($3,000+$12,000)) J’s amount at risk on the ef-
fective date is $7,000 determined as follows: 
Initial amount at risk ................................................ $10,000 
Plus: Items which increased basis other than 

amounts described in sec. 465(b) (3) or (4) ........ 0 

Total .............................................................. 10,000 

Less: Distribution ..................................................... 3,000 
Portion of loss ($12,000) in excess of portion of 

basis not at risk ($18,000) ................................... 0 

Total .............................................................. 3,000 

J’s amount at risk on effective date ........................ 7,000 

Example (3). Assume the same facts as in 
Example (1) except that JK has a loss (as de-
scribed in section 465(d) for 1975, and J’s 
share is $23,000. J’s basis in the activity is 
$2,000 ($10,000+$18,000—($3,000+$23,000)). The 
amount at risk on the effective date is deter-
mined as follows: 
Initial amount at risk ................................................ $10,000 
Plus: Items which increased basis other than 

amounts described in sec. 465(b) (3) or (4) ........ 0 

Total .............................................................. 10,000 

Less: Distribution ..................................................... 3,000 
Portion of loss ($23,000) in excess of portion of 

basis not at risk ($18,000) ................................... 5,000 

Total .............................................................. 8,000 

J’s amount at risk on the effective date .................. 2,000 

[T.D. 7504, 42 FR 42198, Aug. 22, 1977] 

§ 7.704–1 Partner’s distributive share. 
(a)–(c) [Reserved] 
(d) Limitation on allowance of losses. 

(1)–(2) [Reserved] 
(3)(i) Section 213(e) of the Tax Re-

form Act of 1976 amended section 704(d) 
of the Internal Revenue Code relating 
to the deductions by partners of losses 
incurred by a partnership. A partner is 
entitled to deduct the share of partner-
ship loss to the extent of the adjusted 
basis of the partner’s interest in the 

partnership. As amended, section 704(d) 
provides, in general, that the adjusted 
basis of a partner’s interest in the part-
nership for the purpose of deducting 
partnership losses shall not include 
any portion of a partnership liability 
for which the partner has no personal 
liability. This restriction, however, 
does not apply to any activity to the 
extent that section 465 of the Code ap-
plies nor to any partnership whose 
principal activity is investing in real 
property, other than mineral property. 
Section 465 does not apply to corpora-
tions other than a subchapter S cor-
poration or a personal holding com-
pany. 

(ii) The restrictions in the amend-
ment to section 704(d) will not apply to 
any corporate partner with respect to 
liabilities incurred in an activity de-
scribed in section 465(c)(1). In all other 
respects the restrictions in the amend-
ment will apply to all corporate part-
ners unless the partnership’s principal 
activity is investment in real property, 
other than mineral property. 

[T.D. 7445, 41 FR 55344, Dec. 20, 1976] 

§ 7.936–1 Qualified possession source 
investment income. 

For purposes of this section, interest 
earned after September 30, 1976 (less 
applicable deductions), by a domestic 
corporation, engaged in the active con-
duct of a trade or business in Puerto 
Rico, which elects the application of 
section 936 with respect to deposits 
with certain Puerto Rican financial in-
stitutions will be treated as qualified 
possession source investment income 
within the meaning of section 936(d)(2) 
if (1) the interest qualifies for exemp-
tion from Puerto Rican income tax 
under regulations issued by the Sec-
retary of the Treasury of Puerto Rico, 
as in effect on September 28, 1976, 
under the authority of section 2(j) of 
the Puerto Rico Industrial Incentive 
Act of 1963, as amended, (2) the interest 
is from sources within Puerto Rico 
(within the meaning of section 
936(d)(2)(A)), and (3) the funds with re-
spect to which the interest is earned 
are derived from the active conduct of 
a trade or business in Puerto Rico or 
from investment of funds so derived. 

[T.D. 7452, 41 FR 56794, Dec. 30, 1976] 
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§ 7.999–1 Computation of the inter-
national boycott factor. 

(a) In general. Sections 908(a), 
952(a)(3), and 995(b)(1)(F) provide that 
certain benefits of the foreign tax cred-
it, deferral of earnings of foreign cor-
porations, and DISC are denied if a per-
son or a member of a controlled group 
(within the meaning of section 
993(a)(3)) that includes that person par-
ticipates in or cooperates with an 
international boycott (within the 
meaning of section 999(b)(3)). The loss 
of tax benefits may be determined by 
multiplying the otherwise allowable 
tax benefits by the ‘‘international boy-
cott factor.’’ Section 999(c)(1) provides 
that the international boycott factor is 
to be determined under regulations 
prescribed by the Secretary. The meth-
od of computing the international boy-
cott factor is set forth in paragraph (c) 
of this section. A special rule for com-
puting the international boycott factor 
of a person that is a member of two or 
more controlled groups is set forth in 
paragraph (d). Transitional rules for 
making adjustments to the inter-
national boycott factor for years af-
fected by the effective dates are set 
forth in paragraph (e). The definitions 
of the terms used in this section are set 
forth in paragraph (b). 

(b) Definitions. For purposes of this 
section: 

(1) Boycotting country. In respect of a 
particular international boycott, the 
term ‘‘boycotting country’’ means any 
country described in section 999(a)(1) 
(A) or (B) that requires participation in 
or cooperation with that particular 
international boycott. 

(2) Participation in or cooperation with 
an international boycott. For the defini-
tion of the term ‘‘participation in or 
cooperation with an international boy-
cott’’, see section 999(b)(3) and Parts H 
through M of the Treasury Depart-
ment’s International Boycott Guide-
lines. 

(3) Operations in or related to a boy-
cotting country. For the definitions of 
the terms ‘‘operations’’, ‘‘operations in 
a boycotting country’’, ‘‘operations re-
lated to a boycotting country’’, and 
‘‘operations with the government, a 
company, or a national of a boycotting 
country’’, see Part B of the Treasury 

Department’s International Boycott 
Guidelines. 

(4) Clearly demonstrating clearly sepa-
rate and identifiable operations. For the 
rules for ‘‘clearly demonstrating clear-
ly separate and identifiable oper-
ations’’, see Part D of the Treasury De-
partment’s International Boycott 
Guidelines. 

(5) Purchase made from a country. The 
terms ‘‘purchase made from a boy-
cotting country’’ and ‘‘purchases made 
from any country other than the 
United States’’ mean, in respect of any 
particular country, the gross amount 
paid in connection with the purchase 
of, the use of, or the right to use: 

(i) Tangible personal property (in-
cluding money) from a stock of goods 
located in that country, 

(ii) Intangible property (other than 
securities) in that country, 

(iii) Securities by a dealer to a bene-
ficial owner that is a resident of that 
country (but only if the dealer knows 
or has reason to know the country of 
residence of the beneficial owner), 

(iv) Real property located in that 
country, or 

(v) Services performed in, and the 
end product of services performed in, 
that country (other than payroll paid 
to a person that is an officer or em-
ployee of the payor). 

(6) Sales made to a country. The terms 
‘‘sales made to a boycotting country’’ 
and ‘‘sales made to any country other 
than the United States’’ mean, in re-
spect of any particular country, the 
gross receipts from the sale, exchange, 
other disposition, or use of: 

(i) Tangible personal property (in-
cluding money) for direct use, con-
sumption, or disposition in that coun-
try, 

(ii) Services performed in that coun-
try, 

(iii) The end product of services 
(wherever performed) for direct use, 
consumption, or disposition in that 
country, 

(iv) Intangible property (other than 
securities) in that country, 

(v) Securities by a dealer to a bene-
ficial owner that is a resident of that 
country (but only if the dealer knows 
or has reason to know the country of 
residence of the beneficial owner), or 
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(vi) Real property located in that 
country. 
To determine the country of direct use, 
consumption, or disposition of tangible 
personal property and the end product 
of services, see paragraph (b)(10) of this 
section. 

(7) Sales made from a country. The 
terms ‘‘sales made from a boycotting 
country’’ and ‘‘sales made from any 
country other than the United States’’ 
mean, in respect of a particular coun-
try, the gross receipts from the sale, 
exchange, other disposition, or use of: 

(i) Tangible personal property (in-
cluding money) from a stock of goods 
located in that country, 

(ii) Intangible property (other than 
securities) in that country, or 

(iii) Services performed in, and the 
end product of services performed in, 
that country. 
However, gross receipts from any such 
sale, exchange, other disposition, or 
use by a person that are included in the 
numerator of that person’s inter-
national boycott factor by reason of 
paragraph (b)(6) of this section shall 
not again be included in the numerator 
by reason of this subparagraph. 

(8) Payroll paid or accrued for services 
performed in a country. The terms 
‘‘payroll paid or accrued for services 
performed in a boycotting country’’ 
and ‘‘payroll paid or accrued for serv-
ices performed in any country other 
than the United States’’ mean, in re-
spect of a particular country, the total 
amount paid or accrued as compensa-
tion to officers and employees, includ-
ing wages, salaries, commissions, and 
bonuses, for services performed in that 
country. 

(9) Services performed partly within and 
partly without a country—(i) In general. 
Except as provided in paragraph 
(b)(9)(ii) of this section, for purposes of 
allocating to a particular country: 

(A) The gross amount paid in connec-
tion with the purchase or use of, 

(B) The gross receipts from the sale, 
exchange, other disposition or use of, 
and 

(C) The payroll paid or accrued for 
services performed, or the end product 
of services performed, partly within 
and partly without that country, the 
amount paid, received, or accrued to be 
allocated to that country, unless the 

facts and circumstances of a particular 
case warrant a different amount, will 
be that amount that bears the same re-
lation to the total amount paid, re-
ceived, or accrued as the number of 
days of performance of the services 
within that country bears to the total 
number of days of performance of serv-
ices for which the total amount is paid, 
received, or accrued. 

(ii) Transportation, telegraph, and 
cable services. Transportation, tele-
graph, and cable services performed 
partly within one country and partly 
within another country are allocated 
between the two countries as follows: 

(A) In the case of a purchase of such 
services performed from Country A to 
Country B, fifty percent of the gross 
amount paid is deemed to be a pur-
chase made from Country A and the re-
maining fifty percent is deemed to be a 
purchase made from Country B. 

(B) In the case of a sale of such serv-
ices performed from Country A to 
Country B, fifty percent of the gross 
receipts is deemed to be a sale made 
from Country R and the remaining 
fifty percent is deemed to be a sale 
made to Country B. 

(10) Country of use, consumption, or 
disposition. As a general rule, the coun-
try of use, consumption, or disposition 
of tangible personal property (includ-
ing money) and the end product of 
services (wherever performed) is 
deemed to be the country of destina-
tion of the tangible personal property 
or the end product of the services. 
(Thus, if legal services are performed 
in one country and an opinion is given 
for use by a client in a second country, 
the end product of the legal services is 
used, consumed, or disposed of in the 
second country.) The occurrence in a 
country of a temporary interruption in 
the shipment of the tangible personal 
property or the delivery of the end 
product of services shall not constitute 
such country the country of destina-
tion. However, if at the time of the 
transaction the person providing the 
tangible personal property or the end 
product of services knew, or should 
have known from the facts and cir-
cumstances surrounding the trans-
action, that the tangible personal prop-
erty or the end product of services 
probably would not be used, consumed, 
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or disposed of in the country of des-
tination, that person must determine 
the country of ultimate use, consump-
tion or disposition of the tangible per-
sonal property or the end product of 
services. Notwithstanding the pre-
ceding provisions of this subparagraph, 
a person that sells, exchanges, other-
wise disposes of, or makes available for 
use, tangible personal property to any 
person all of whose business except for 
an insubstantial part consists of selling 
from inventory to retail customers at 
retail outlets all within one country 
may assume at the time of such sale to 
such person that the tangible personal 
property will be used, consumed, or dis-
posed of within such country. 

(11) Controlled group taxable year. The 
term ‘‘controlled group taxable year’’ 
means the taxable year of the con-
trolled group’s common parent cor-
poration. In the event that no common 
parent corporation exists, the members 
of the group shall elect the taxable 
year of one of the members of the con-
trolled group to serve as the controlled 
group taxable year. The taxable year 
election is a binding election to be 
changed only with the approval of the 
Secretary of his delegate. The election 
is to be made in accordance with the 
procedures set forth in the instructions 
to Form 5713, the International Boy-
cott Report. 

(c) Computation of international boy-
cott factor—(1) In general. The method 
of computing the international boycott 
factor of a person that is not a member 
of a controlled group is set forth in 
paragraph (c)(2) of this section. The 
method of computing the international 
boycott factor of a person that is a 
member of a controlled group is set 
forth in paragraph (c)(3) of this section. 
For purposes of paragraphs (c) (2) and 
(3), purchases and sales made by, and 
payroll paid or accrued by, a partner-
ship are deemed to be made or paid or 
accrued by a partner in that proportion 
that the partner’s distributive share 
bears to the purchases and sales made 
by, and the payroll paid or accrued by, 
the partnership. Also for purposes of 
paragraphs (c) (2) and (3), purchases 
and sales made by, and payroll paid or 
accrued by, a trust referred to in sec-
tion 671 are deemed to be made both by 
the trust (for purposes of determining 

the trust’s international boycott fac-
tor), and by a person treated under sec-
tion 671 as the owner of the trust (but 
only in that proportion that the por-
tion of the trust that such person is 
considered as owning under sections 671 
through 679 bears to the purchases and 
sales made by, and the payroll paid and 
accrued by, the trust). 

(2) International boycott factor of a per-
son that is not a member of a controlled 
group. The international boycott factor 
to be applied by a person that is not a 
member of a controlled group (within 
the meaning of section 993(a)(3)) is a 
fraction. 

(i) The numerator of the fraction is 
the sum of the— 

(A) Purchases made from all boy-
cotting countries associated in car-
rying out a particular international 
boycott. 

(B) Sales made to or from all boy-
cotting countries associated in car-
rying out a particular international 
boycott, and 

(C) Payroll paid or accrued for serv-
ices performed in all boycotting coun-
tries associated in carrying out a par-
ticular international boycott by that 
person during that person’s taxable 
year, minus the amount of such pur-
chases, sales, and payroll that is clear-
ly demonstrated to be attributable to 
clearly separate and identifiable oper-
ations in connection with which there 
was no participation in or cooperation 
with that international boycott. 

(ii) The denominator of the fraction 
is the sum of the— 

(A) Purchases made from any coun-
try other than the United States, 

(B) Sales made to or from any coun-
try other than the United States, and 

(C) Payroll paid or accrued for serv-
ices performed in any country other 
than the United States by that person 
during that person’s taxable year. 

(3) International boycott factor of a per-
son that is a member of a controlled 
group. The international boycott factor 
to be applied by a person that is a 
member of a controlled group (within 
the meaning of section 993(a)(3)) shall 
be computed in the manner described 
in paragraph (c)(2) of this section, ex-
cept that there shall be taken into ac-
count the purchases and sales made by, 
and the payroll paid or accrued by, 
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each member of the controlled group 
during each member’s own taxable year 
that ends with or within the controlled 
group taxable year that ends with or 
within that person’s taxable year. 

(d) Computation of the international 
boycott factor of a person that is a mem-
ber of two or more controlled groups. The 
international boycott factor to be ap-
plied under sections 908(a), 952(a)(3), 
and 995(b)(1)(F) by a person that is a 
member of two or more controlled 
groups shall be determined in the man-
ner described in paragraph (c)(3), ex-
cept that the purchases, sales, and pay-
roll included in the number and denom-
inator shall include the purchases, 
sales, and payroll of that person and of 
all other members of the two or more 
controlled groups of which that person 
is a member. 

(e) Transitional rules—(1) Pre-November 
3, 1976 boycotting operations. The inter-
national boycott factor to be applied 
under sections 908(a), 952(a)(3), and 
995(b)(1)(F) by a person that is not a 
member of a controlled group, for that 
person’s taxable year that includes No-
vember 3, 1976, or a person that is a 
member of a controlled group, for the 
controlled group taxable year that in-
cludes November 3, 1976, shall be com-
puted in the manner described in para-
graphs (c)(2) and (c)(3), respectively, of 
this section. However, that the fol-
lowing adjustments shall be made: 

(i) There shall be excluded from the 
numerators described in paragraphs 
(c)(2)(i) and (c)(3)(i) of this section pur-
chases, sales, and payroll clearly dem-
onstrated to be attributable to clearly 
separate and identifiable operations— 

(A) That were completed on or before 
November 3, 1976, or 

(B) In respect of which it is dem-
onstrated that the agreements consti-
tuting participation in or cooperation 
with the international boycott were re-
nounced, the renunciations were com-
municated on or before November 3, 
1976, to the governments or persons 
with which the agreements were made 
and the agreements have not been re-
affirmed after November 3, 1976, and 

(ii) The international boycott factor 
resulting after the numerator has been 
modified in accordance with paragraph 
(e)(1)(i) of this section shall be further 
modified by multiplying it by a frac-

tion. The numerator of that fraction 
shall be the number of days in that per-
son’s taxable year (or, if applicable, in 
that person’s controlled group taxable 
year) remaining after November 3, 1976, 
and the denominator shall be 366. 

The principles of this subparagraph are 
illustrated in the following example: 

Example. Corporation A, a calendar year 
taxpayer, is not a member of a controlled 
group. During the 1976 calendar year, Cor-
poration DA had three operations in a boy-
cotting country under three separate con-
tracts, each of which contained agreements 
constituting participation in or cooperation 
with an international boycott. Each contract 
was entered into on or after September 2, 
1976. Operation (1) was completed on Novem-
ber 1, 1976. The sales made to a boycotting 
country in connection with Operation (1) 
amounted to $10. Operation (2) was not com-
pleted during the taxable year, but on No-
vember 1, 1976, Corporation A communicated 
a renunciation of the boycott agreement cov-
ering that operation to the government of 
the boycotting country. The sales made to a 
boycotting country in connection with Oper-
ation (2) amounted to $40. Operation (3) was 
not completed during the taxable year, nor 
was any renunciation of the boycott agree-
ment made. The sales made to a boycotting 
country in connection with Operation (3) 
amounted to $25. Corporation A had no pur-
chases made from, sales made from, or pay-
roll paid or accrued for services performed 
in, a boycotting country. Corporation A had 
$500 of purchases made from, sales made 
from, sales made to, and payroll paid or ac-
crued for services performed in, countries 
other than the United States. Company A’s 
boycott factor for 1976, computed under para-
graph (c)(2) of this section (before the appli-
cation of this subparagraph) would be: 

$10 $40 $25 / $500 $75 / $500+ +( ) = ( )
However, the $10 is eliminated from the nu-

merator by reason of paragraph (e)(1)(i)(A) of 
this section, and the $40 is eliminated from 
the numerator by reason of paragraph 
(e)(1)(i)(B) of this section. Thus, before the 
application of paragraph (e)(1)(ii) of this sec-
tion, Corporation A’s international boycott 
factor is $25/$500. After the application of 
paragraph (e)(1)(ii), Corporation A’s inter-
national boycott factor is: 

$25 / $500 /( ) × ( )58 366

(2) Pre-December 31, 1977 boycotting op-
erations. The international boycott fac-
tor to be applied under sections 908(a), 
952(a)(3), and 995(b)(1)(F) by a person 
that is not a member of a controlled 
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group, for that person’s taxable year 
that includes December 31, 1977, or by a 
person that is a member of a controlled 
group, for the controlled group taxable 
year that includes December 31, 1977, 
shall be computed in the manner de-
scribed in paragraphs (c)(2) and (c)(3), 
respectively, of this section. However, 
the following adjustments shall be 
made: 

(i) There shall be excluded from the 
numerators described in paragraphs 
(c)(2)(i) and (c)(3)(i) of this section pur-
chases, sales, and payroll clearly dem-
onstrated to be attributable to clearly 
separate and identifiable operations 
that were carried out in accordance 
with the terms of binding contracts en-
tered into before September 2, 1976, 
and— 

(A) That were completed on or before 
December 31, 1977, or 

(B) In respect of which it is dem-
onstrated that the agreements consti-
tuting participation in or cooperation 
with the international boycott were re-
nounced, the renunciations were com-
municated on or before December 31, 
1977, to the governments or persons 
with which the agreements were made, 
and the agreements were not re-
affirmed after December 31, 1977, and 

(ii) In the case of clearly separate 
and identifiable operations that are 
carried out in accordance with the 
terms of binding contracts entered into 
before September 2, 1976, but that do 
not meet the requirements of para-
graph (e)(2)(i) of this section, the nu-
merators described in paragraphs 
(c)(2)(i) and (c)(3)(i) of this section shall 
be adjusted by multiplying the pur-
chases, sales, and payroll clearly dem-
onstrated to be attributable to those 
operations by a fraction, the numer-
ator of which is the number of days in 
such person’s taxable year (or, if appli-
cable, in such person’s controlled group 
taxable year) remaining after Decem-
ber 31, 1977, and the denominator of 
which is 365. 
The principles of this subparagraph are 
illustrated in the following example: 

Example. Corporation A is not a member of 
a controlled group and reports on the basis 
of a July 1–June 30 fiscal year. During the 
1977–1978 fiscal year, Corporation A had 2 op-
erations carried out pursuant to the terms of 
separate contracts, each of which had a 

clause that constituted participation in or 
cooperation with an international boycott. 
Neither operation was completed during the 
fiscal year, nor were either of the boycotting 
clauses renounced. Operation (1) was carried 
out in accordance with the terms of a con-
tract entered into on November 15, 1976. Op-
eration (2) was carried out in accordance 
with the terms of a binding contract entered 
into before September 2, 1976. Corporation A 
had sales made to a boycotting country in 
connection with Operation (1) in the amount 
of $50, and in connection with Operation (2) 
in the amount of $100. Corporation A had 
sales made to countries other than the 
United States in the amount of $500. Cor-
poration A had no purchases made from, 
sales made from, or payroll paid or accrued 
for services performed in, any country other 
than the United States. In the absence of 
this subparagraph, Corporation A’s inter-
national boycott factor would be 

$50 $100 / $500.+( )
However, by reason of the application of this 
subparagraph, Corporation A’s international 
boycott factor is reduced to 

$50 $100 / / $500+( )( )[ ]181 365

(3) Incomplete controlled group taxable 
year. If, at the end of the taxable year 
of a person that is a member of a con-
trolled group, the controlled group tax-
able year that includes November 3, 
1976 has not ended, or the taxable year 
of one or more members of the con-
trolled group that includes November 
3, 1976 has not ended, then the inter-
national boycott factor to be applied 
under sections 908(a), 952(a)(3) and 
995(b)(1)(F) by such person for the tax-
able year shall be computed in the 
manner described in paragraph (c)(3) of 
this section. However, the numerator 
and the denominator in that paragraph 
shall include only the purchases, sales, 
and payroll of those members of the 
controlled group whose taxable years 
ending after November 3, 1976 have 
ended as the end of the taxable year of 
such person. 

(f) Effective date. This section applies 
to participation in or cooperation with 
an international boycott after Novem-
ber 3, 1976. In the case of operations 
which constitute participation in or co-
operation with an international boy-
cott and which are carried out in ac-
cordance with the terms of a binding 
contract entered into before September 
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2, 1976, this section applies to such par-
ticipation or cooperation after Decem-
ber 31, 1977. 

[T.D. 7467, 42 FR 11833, Mar. 1, 1977] 

§ 7.6039A–1 Information regarding car-
ryover basis property acquired 
from a decedent. 

(a) Information for Internal Revenue 
Service. In the case of a decedent who 
dies after December 31, 1976, the execu-
tor (as defined in section 2203) shall 
furnish to the Internal Revenue Serv-
ice the following information, as appli-
cable— 

(1) If an estate tax return is required 
to be filed under section 6018 of the In-
ternal Revenue Code of 1954, as amend-
ed, and if the return form contains 
questions relating to carryover basis 
property, the executor must answer 
those questions. 

(2) If no estate tax return is required 
to be filed under section 6018 of the In-
ternal Revenue Code of 1954, as amend-
ed, or if a return is required to be filed 
but the return form used does not con-
tain questions relating to carryover 
basis property, the executor must file 
the form prescribed by the Commis-
sioner. This form may be attached to 
the estate tax return or the decedent’s 
final individual income tax return. If 
this form is not attached to the estate 
tax return or the decedent’s final indi-
vidual income tax return, it must be 
filed with the Internal Revenue Service 
office where the decedent’s final in-
come tax return would be filed if one 
were required within 9 months after 
the date of the decedent’s death or by 
December 31, 1978, whichever is later. 

(b) Information to be furnished to bene-
ficiaries. Any executor required under 
paragraph (a) of this section to furnish 
information to the Internal Revenue 
Service relating to carryover basis 
property must furnish in writing to the 
distributee of each piece of carryover 
basis property— 

(1) A description of the property, 
(2) The adjusted basis of the property 

as computed under section 1023 (a), (c), 
and (d), 

(3) The amount of the increase in the 
basis of the property determined under 
section 1023(h), 

(4) The value of the property for Fed-
eral estate tax purposes, and 

(5) A notice that the beneficiary 
should keep this information as part of 
permanent records. 

(c) Time for furnishing information to 
beneficiaries. The information which an 
executor is required to furnish to the 
beneficiaries under this paragraph 
must be furnished on or before the lat-
est of— 

(1) The date the property is distrib-
uted to the beneficiary, 

(2)(i) In the case of an executor who 
is required to file an estate tax return, 
6 months after the due date (including 
extensions) of such return, 

(ii) In the case of an executor who is 
not required to file an estate tax re-
turn, 15 months from the date of death 
of the decedent, or 

(3) December 31, 1978. 
(d) Subsequent adjustments to carryover 

basis. In the event subsequent adjust-
ments are made which relate to the 
carryover basis of any piece of property 
included in a decedent’s gross estate, 
whether by reason of an adjustment re-
sulting from an examination of the es-
tate tax return or otherwise, any ex-
ecutor required under paragraph (a) of 
this section to furnish information to 
the Internal Revenue Service shall, 
within 3 months of a determination, as 
defined in section 1313 (a), of such ad-
justments, provide to the recipient of 
each item of carryover basis property 
the information set forth in paragraph 
(b) of this section recomputed as re-
quired by such adjustments. 

(e) Effective date. This section is ef-
fective in respect of decedents dying 
after December 31, 1976. 

(Secs. 7805 and 6039A of the Internal Revenue 
Code of 1954 (68A Stat. 917, 90 Stat. 1878; 26 
U.S.C. 7805, 6039A)) 

[T.D. 7540, 43 FR 16735, Apr. 20, 1978, as 
amended by T.D. 7559, 43 FR 36244, Aug. 16, 
1978] 

§ 7.6041–1 Return of information as to 
payments of winnings from bingo, 
keno, and slot machines. 

(a) In general. On or after May 1, 1977, 
every person engaged in a trade or 
business and making a payment in the 
course of such trade or business of 
winnings (including winnings which are 
exempt from withholding under section 
3402(q)(5)) of $1,200 or more from a 
bingo game or slot machine play or of 

VerDate Aug<04>2004 11:29 Apr 28, 2005 Jkt 205096 PO 00000 Frm 00168 Fmt 8010 Sfmt 8010 Y:\SGML\205096.XXX 205096



159 

Internal Revenue Service, Treasury § 8.1 

$1,500 or more from a keno game shall 
make an information return with re-
spect to such payment. 

(b) Special rules. For purposes of para-
graph (a) of this section, in deter-
mining whether such winnings equal or 
exceed the $1,200 or $1,500 amount— 

(1) In the case of a bingo game or slot 
machine play, the amount of winnings 
shall not be reduced by the amount wa-
gered; 

(2) In the case of a keno game, the 
amount of winnings from one game 
shall be reduced by the amount wa-
gered in that one game; 

(3) Winnings shall include the fair 
market value of a payment in any me-
dium other than cash; 

(4) All winnings by the winner from 
one bingo or keno game shall be aggre-
gated; and 

(5) Winnings and losses from any 
other wagering transaction by the win-
ner shall not be taken into account. 

(c) Prescribed form. The return re-
quired by paragraph (a) of this section 
shall be made on Form W–2G and shall 
be filed with the Internal Revenue 
Service Center serving the district in 
which is located the principal place of 
business of the person making the re-
turn on or before February 28 of the 
calendar year following the calendar 
year in which the payment of winnings 
is made. Each Form W–2G shall contain 
the following: 

(1) Name, address, and employer iden-
tification number of the person making 
the payment; 

(2) Name, address, and social security 
number of the winner; 

(3) General description of two types 
of identification (e.g., ‘‘driver’s li-
cense’’, ‘‘social security card’’, or 
‘‘voter registration card’’) furnished to 
the maker of the payment for 
verification of the winner’s name, ad-
dress, and social security number; 

(4) Date and amount of the payment; 
and 

(5) Type of wagering transaction. 

In addition, in the case of a bingo or 
keno game, Form W–2G shall show any 
number, color, or other designation as-
signed to the game with respect to 
which the payment is made. In the case 
of a slot machine play, Form W–2G 

shall show the identification number of 
the slot machine. 

[T.D. 7457, 42 FR 1471, Jan. 7, 1977, as amend-
ed by T.D. 7492, 42 FR 33286, June 30, 1977] 

PART 8—TEMPORARY INCOME TAX 
REGULATIONS UNDER SECTION 3 
OF THE ACT OF OCTOBER 26, 
1974 (PUB. L. 93–483) 

AUTHORITY: Secs. 2055(e)(3) and 7805 of the 
Internal Revenue Code of 1954 (68A Stat. 917; 
26 U.S.C. 7805). 

§ 8.1 Charitable remainder trusts. 

(a) Certain wills and trusts in existence 
on September 21, 1974. In the case of a 
will executed before September 21, 1974, 
or a trust created (within the meaning 
of applicable local law) after July 31, 
1969, and before September 21, 1974, 
which is amended pursuant to section 
2055(e)(3) and § 24.1 of this chapter 
(Temporary Estate Tax Regulations), a 
charitable remainder trust resulting 
from such amendment will be treated 
as a charitable remainder trust from 
the date it would be deemed created 
under § 1.664–1(a) (4) and (5) of this 
chapter (Income Tax Regulations), 
whether or not such date is after Sep-
tember 20, 1974. 

(b) Certain transfers to trusts created 
before August 1, 1969. Property trans-
ferred to a trust created (within the 
meaning of applicable local law) before 
August 1, 1969, whose governing instru-
ment provides that an organization de-
scribed in section 170(c) receives an ir-
revocable remainder interest in such 
trust shall be deemed transferred to a 
trust created on the date of such trans-
fer, provided that the transfer occurs 
after July 31, 1969 and prior to October 
18, 1971, and pursuant to an amendment 
provided in § 24.1 of this chapter (Tem-
porary Estate Tax Regulations), the 
transferred property and any undistrib-
uted income therefrom is severed and 
placed in a separate trust as of the date 
of the amendment. 

[T.D. 7393, 40 FR 58853, Dec. 19, 1975] 
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PART 9—TEMPORARY INCOME TAX 
REGULATIONS UNDER THE TAX 
REDUCTION ACT OF 1975 

Sec. 
9.1 Investment credit—public utility prop-

erty elections. 
9.2 [Reserved] 
9.3 Temporary TRASOP requirements for 1- 

percent additional investment credit. 

§ 9.1 Investment credit—public utility 
property elections. 

(a) Applicability of prior election under 
section 46(f)—(1) In general. Except as 
provided in paragraph (a)(2) of this sec-
tion, an election made before March 10, 
1972 (hereinafter referred to as a 1972 
election) under section 46(f) (redesig-
nated from section 46(e) by the Tax Re-
duction Act of 1975) applies to the cred-
it allowable for a taxable year with re-
spect to public utility property de-
scribed in section 46(f)(5) by reason of 
sections 301 and 302 of the Tax Reduc-
tion Act of 1975. 

(2) 1972 immediate flow-through elec-
tion. A 1972 election under section 
46(f)(3) (hereinafter referred to as an 
election for immediate flow-through) 
does not apply to the additional credit 
allowed under section 38 with respect 
to limited property (public utility 
property described in section 46(c)(3)(B) 
to which section 167(1)(2)(C) applies, 
other than nonregulated communica-
tion property of the type described in 
the last sentence of section 46(c)(3)(B) 
by reason of the Tax Reduction Act of 
1975. However, a 1972 election for imme-
diate flow-through does apply to the 
additional credit allowed for a taxable 
year with respect to property described 
in section 46(f)(5)(B). See paragraph (b) 
of this section for a new election under 
section 46(f)(3) with regard to the addi-
tional credit with respect to limited 
property allowed by reason of the Tax 
Reduction Act of 1975. See paragraph 
(a)(3) of this section for determination 
of additional credit. For purposes of 
this section the phrase ‘‘determined as 
if the Tax Reduction Act had not been 
enacted’’ means the following amend-
ments shall be disregarded in deter-
mining credit allowable or allowed: 

(i) The increase in the amount of 
credit from 7 percent to 10 or 11 percent 
under section 46(a)(1) (A), (B), and (D), 

(ii) The increase in the amount of 
qualified investment from 4/7 to 7/7 
under section 46(a)(1)(C) and (c)(3)(A), 

(iii) The increase in the dollar limita-
tion from $50,000 to $100,000 on used 
property under section 48(c)(2), and 

(iv) The increase in the limitation 
based on tax under section 46(a)(6) for 
certain public utilities. 

In determining the amount of credit 
attributable to limited property pos-
sible disallowance under section 46(f) 
shall be disregarded. 

(3) Additional credit allowed—(i) Credit 
earned in taxable year. The amount of 
additional credit allowed for credit 
earned for limited property for taxable 
year is an amount equal to the excess 
of— 

(A) The credit allowed by section 38 
for the taxable year (determined with-
out regard to section 46(b)) multiplied 
by a fraction, the numerator of which 
is the amount of credit earned for lim-
ited property for the taxable year and 
the denominator of which is the 
amount of credit earned for all section 
38 property for the taxable year, over 

(B) The amount of normal credit al-
lowed for limited property for the tax-
able year (determined without regard 
to section 46(b)). The amount of normal 
credit allowed for limited property is 
the amount of credit that would be al-
lowed for the taxable year determined 
as if the Tax Reduction Act had not 
been enacted multiplied by a fraction, 
the numerator of which is the amount 
of credit earned for limited property 
for the taxable year determined as if 
the Tax Reduction Act had not been 
enacted and the denominator of which 
is the credit earned for all section 38 
property for the taxable year deter-
mined as if the Tax Reduction Act had 
not been enacted. 

(ii) Carryover or carryback to taxable 
year. The amount of additional credit 
allowed for limited property attrib-
utable to a carryover or a carryback of 
any unused credit to any taxable year 
in an amount equal to the excess of— 

(A) The amount of credit allowed by 
section 38 for the taxable year by rea-
son of section 46(b) multiplied by the 
fraction contained in paragraph 
(a)(3)(i)(A) of this section for the un-
used credit year, over 
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(B) The amount of unused normal 
credit allowed for limited property for 
the taxable year. The amount of un-
used normal credit allowed for limited 
property is the amount of unused cred-
it that would be allowed for the taxable 
year under section 38 by reason of sec-
tion 46(b), taking into account the 
amount of unused credit that would be 
allowed for any preceding year, deter-
mined as if the Tax Reduction Act had 
not been enacted, multiplied by the 
fraction contained in paragraph 
(a)(3)(i)(B) of this section for the un-
used credit year. 

(b) New election—(1) In general. A tax-
payer who made a 1972 election for 
immedite flow-through under section 
46(f)(3) with respect to limited property 
may elect to apply section 46(f)(3) to 
the additional credit allowed by the 
Tax Reduction Act of 1975 with respect 
to such property, or, if eligible, may 
make the election in paragraph (b)(2) 
of this section to apply section 46(f)(2) 
to such additional credit. The election 
to apply section 46(f) (2) or (3) must be 
made before June 28, 1975, in the man-
ner provided in paragraph (c) of this 
section. If the taxpayer does not make 
a new election, section 46(f)(1) shall 
apply to additional credit for limited 
property. However, if the taxpayer 
made a 1972 election under section 
46(f)(2) with respect to property to 
which section 46(f)(3) does not apply, 
then section 46(f)(2) shall apply to such 
additional credit notwithstanding any 
prohibition in section 46(f)(3) to the 
contrary. 

(2) Special section 46(f)(2) election. A 
taxpayer who: 

(i) Made a 1972 election under section 
46(f)(3), 

(ii) Did not make an election to apply 
section 46(f)(2) with respect to property 
to which section 46(f)(3) does not apply, 
and 

(iii) Did not acquire property to 
which section 46(f)(1) applied in any 
taxable year ending before January 1, 
1975, may elect to apply section 46(f)(2) 
to the additional credit allowed by the 
Tax Reduction Act of 1975 with respect 
to limited property notwithstanding 
any prohibition in section 46(f)(3) to 
the contrary. 

(c) Method of making election. A tax-
payer may make an election described 

in paragraph (b) of this section by fil-
ing a statement before June 28, 1975, 
with the district director or director of 
the internal revenue service center 
with whom the taxpayer ordinarily 
files its income tax return. For rules 
with respect to taxpayers filing con-
solidated returns, see § 1.1502–77(a) of 
part 1 of this chapter. The statement 
shall contain the following informa-
tion: (1) The name, address, and tax-
payer identification number of the tax-
payer, and (2) the election which the 
taxpayer is making under paragraph 
(b) of this section. If a taxpayer is 
electing flow-through under section 
46(f)(3), the statement shall also con-
tain a written recitation that the elec-
tion is made at the taxpayer’s own op-
tion and without regard to any require-
ment imposed by an agency described 
in section 46(c)(3)(B) having jurisdic-
tion over the taxpayer. The recitation 
shall be verified by a written declara-
tion that it is made under the penalties 
of perjury. 

(Secs. 46(f) and 7805 of the Internal Revenue 
Code of 1954 (85 Stat. 503, 68A Stat. 917; 26 
U.S.C. 46, 7805)) 

[T.D. 7360, 40 FR 25472, June 16, 1975] 

§ 9.2 [Reserved] 

§ 9.3 Temporary TRASOP require-
ments for 1-percent additional in-
vestment credit. 

The provisions listed in § 1.46–8 (a)(4) 
(i)—(ix) (Income Tax Regulations) are 
deemed effective only as temporary 
regulations under this section. 

(Sec. 301(d)(2)(C) and (10) of the Tax Reduc-
tion Act of 1975 and sec. 7805 of the Internal 
Revenue Code of 1954 (89 Stat. 38, 68A Stat. 
917 (26 U.S.C. 7805))) 

[T.D. 7589, 44 FR 4145, Jan. 16, 1979; 44 FR 
6715, Feb. 2, 1979] 

PART 11—TEMPORARY INCOME 
TAX REGULATIONS UNDER THE 
EMPLOYEE RETIREMENT INCOME 
SECURITY ACT OF 1974 

Sec. 
11.401(a)–11 Qualified joint and survivor an-

nuities. 
11.401(a)–19 Nonforfeitability in case of cer-

tain withdrawals. 
11.401(b)–1 Certain retroactive changes in 

plan. 
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11.401(d)(1)–1 Nonbank trustees of trusts 
benefiting owner-employees. 

11.402(e)(4)(A)–1 Lump sum distributions in 
the case of an employee who has sepa-
rated from service. 

11.402(e)(4)(B)–1 Election to treat an amount 
as a lump sum distribution. 

11.404(a)(6)–1 Time when contributions to 
‘‘H.R. 10’’ plans considered made. 

11.408(a)(2)–1 Trustee of individual retire-
ment accounts. 

11.410–1 Election by church to have partici-
pation, vesting, funding, etc., provisions 
apply. 

11.410(b)–1 Minimum coverage require-
ments. 

11.412(c)–7 Election to treat certain retro-
active plan amendments as made on the 
first day of the plan year. 

11.412(c)–11 Election with respect to bonds. 
11.412(c)–12 Extension of time to make con-

tributions to satisfy requirements of sec-
tion 412. 

11.415(c)(4)–1 Special elections for section 
403(b) annuity contracts purchased by 
educational institutions, hospitals and 
home health service agencies. 

AUTHORITY: Sec. 7805 of the Internal Rev-
enue Code of 1954 (68A Stat. 917; 26 U.S.C. 
7805), unless otherwise noted. 

§ 11.401(a)–11 Qualified joint and sur-
vivor annuities. 

(a) In general—(1) General rule. A 
trust, which is a part of a plan pro-
viding for the payment of benefits in 
any form of a life annuity (i.e., an an-
nuity requiring survival of the partici-
pant or his spouse as a condition for 
payment), shall not constitute a quali-
fied trust under section 401(a)(11) and 
this section unless such plan provides 
that these benefits must be paid in a 
form having the effect of a qualified 
joint and survivor annuity. Therefore, 
any benefits which may be paid in any 
form of a life annuity must be paid in 
a form having the effect of a qualified 
joint and survivor annuity unless the 
participant makes the election, de-
scribed in paragraph (c) of this section, 
not to receive benefits in this form. A 
plan will not fail to meet the require-
ments of section 401(a)(11) and this sec-
tion merely because it provides that 
the spouse of a deceased participant 
may elect to have benefits paid in a 
form other than a qualified joint and 
survivor annuity. Section 401(a)(11) and 
this section shall apply only in the 
case of a plan to which section 411 (re-
lating to minimum vesting standards) 

applies without regard to section 
411(e)(2). Without regard to the election 
provided under paragraph (d)(3) of this 
section, unless an election has been 
made under paragraph (c) of this sec-
tion, a plan to which this section ap-
plies must provide that a survivor an-
nuity shall be payable on the death of 
an active participant after normal re-
tirement age. 

(2) Illustration. The provisions of this 
paragraph may be illustrated by the 
following example: 

Example. The X Corporation Defined Con-
tribution Plan was established in 1960. As in 
effect on January 1, 1974, the plan provided 
that, upon his retirement, a participant 
could elect to receive the balance of his indi-
vidual account in the form of (1) a lump-sum 
cash payment, (2) a lump-sum distribution 
consisting of X Corporation stock, (3) five 
equal annual cash payments, (4) a life annu-
ity, or (5) a combination of options (1) 
through (4). The plan also provided that, if a 
participant did not elect another form of dis-
tribution, the balance of his individual ac-
count would be distributed to him in the 
form of a lump-sum cash payment upon his 
retirement. Assume that section 401(a)(11) 
and this section first become applicable to 
the plan as of its plan year beginning Janu-
ary 1, 1976, with respect to persons who were 
active participants in the plan on such date 
(see paragraph (h) of this section). Unless the 
X Corporation Defined Contribution Plan ei-
ther discontinues the life annuity payment 
option or is amended to provide that the bal-
ance of a participant’s individual account 
will be paid to him in a form having the ef-
fect of a qualified joint and survivor annuity 
unless the participant elects another form of 
benefit payment, the trust established under 
the plan will fail to qualify under section 
401(a). 

(b) Definitions. As used in this sec-
tion— 

(1) Qualified joint and survivor annu-
ity. The term ‘‘qualified joint and sur-
vivor annuity’’ means an annuity for 
the life of the participant with a sur-
vivor annuity for the life of his spouse 
which is neither (i) less than one-half 
of, nor (ii) greater than, the amount of 
the annuity payable during the joint 
lives of the participant and his spouse. 
A qualified joint and survivor annuity 
must be at least the actuarial equiva-
lent of the normal form of annuity or 
any optional form of benefit offered 
under the plan. Equivalence may be de-
termined, on the basis of consistently 
applied reasonable actuarial factors, 
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for each participant or for all partici-
pants or reasonable groupings of par-
ticipants, if such determination does 
not result in discrimination in favor of 
employees who are officers, share-
holders, or highly compensated. An an-
nuity is not a qualified joint and sur-
vivor annuity if payments to the 
spouse of a deceased participant are 
terminated because of such spouse’s re-
marriage. 

(2) Annuity starting date. The term 
‘‘annuity starting date’’ means the 
first day of the first period with re-
spect to which an amount is received 
as an annuity, whether by reason of re-
tirement or by reason of disability. 

(3) Earliest retirement age. The term 
‘‘earliest retirement age’’ means the 
earliest date on which, under the plan, 
the participant could elect to receive 
retirement benefits, including any ben-
efit the participant is entitled to re-
ceive on account of disability. 

(c) Election not to take joint and sur-
vivor annuity form—(1) In general. A 
plan shall not be treated as satisfying 
the requirements of this section unless 
each participant has the right to elect 
in writing not to take a joint and sur-
vivor annuity during a reasonable pe-
riod before the annuity starting date. 
However, if a plan provides that a 
qualified joint and survivor annuity is 
the only form of benefit payable under 
the plan, no election need be provided. 

(2) Information to be provided to the 
participant. (i) The plan administrator 
must furnish to the participant a writ-
ten notification, in nontechnical 
terms, of the availability of the elec-
tion provided by this paragraph, within 
a reasonable amount of time after the 
first day of the election period. This 
notification shall also inform the par-
ticipant of the availability of the infor-
mation specified in subdivision (ii) of 
this subparagraph. 

(ii) The plan administrator must fur-
nish to the participant a written expla-
nation in nontechnical language of the 
terms and conditions of the joint and 
survivor annuity and the financial ef-
fect upon the participant’s annuity (in 
terms of dollars per annuity payment) 
of making an election under this para-
graph. This explanation must be pro-
vided to the participant within a rea-
sonable amount of time from the date 

of the participant’s request during the 
election period. 

(3) Form of election. The election shall 
be in writing and clearly indicate that 
the participant is electing to receive 
his benefits under the plan in a form 
other than that of a joint and survivor 
annuity. 

(4) Election is revocable. This election 
may be revoked in writing during the 
election period. After an election is re-
voked another election under this para-
graph may be made during the election 
period. 

(d) Plans providing for early retire-
ment—(1) Period during which qualified 
joint and survivor annuity not required. 
Notwithstanding the provisions of 
paragraph (a) of this section, in the 
case of a plan which provides for the 
payment of benefits before the normal 
retirement age (as defined in section 
411(a)(8)), the plan is not required to 
provide for the payment of annuity 
benefits in a form having the effect of 
a qualified joint and survivor annuity 
during the period beginning on the date 
on which the employee enters into the 
plan as a participant and ending on the 
later of— 

(i) The date the employee reaches the 
earliest retirement age under the plan 
(as defined in paragraph (b)(3) of this 
section), or 

(ii) The first day of the 120th month 
beginning before the date on which the 
employee reaches normal retirement 
age. 

(2) Period during which qualified joint 
and survivor annuity required. (i) If a 
participant terminates employment 
and begins to receive retirement bene-
fits during the period described in sub-
paragraph (1) of this paragraph, he and 
his spouse must receive, after the ter-
mination of such period (or after the 
date such period would have termi-
nated if the participant had survived), 
benefits having the effect of a qualified 
joint and survivor annuity, unless the 
participant has made an election under 
paragraph (c) of this section. 

(ii) If a participant terminates em-
ployment and begins to receive retire-
ment benefits after the period de-
scribed in subparagraph (1) of this 
paragraph, he and his spouse must re-
ceive benefits having the effect of a 
qualified joint and survivor annuity, 
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unless the participant has made an 
election under paragraph (c) of this 
section. 

(iii) The provisions of this subpara-
graph may be illustrated by the fol-
lowing example: 

Example. A plan which provides a benefit in 
the form of a life annuity also provides that 
a participant may retire before the normal 
retirement age of 65 and receive a benefit, if 
he has completed 30 years of service. A, an 
employee, became a participant at the age of 
18. A retires and begins to receive retirement 
benefits at the age of 48. Unless A otherwise 
elects, the plan must provide a qualified 
joint and survivor annuity to A and his 
spouse after A reaches age 55 (the later of 
the earliest retirement age (age 48) or 10 
years before normal retirement age (age 55)) 
or after the date A would have reached age 
55, if he had survived. The survivor annuity 
paid to the spouse must satisfy the require-
ments of paragraph (b)(1) of this section. The 
plan may, but is not required to, provide the 
survivor annuity before age 55 if the partici-
pant dies between age 48 and age 55. 

(3) Election of survivor annuity—(i) In 
general. (A) A plan described in sub-
paragraph (1) of this paragraph does 
not meet the requirements of para-
graph (a) of this section unless, under 
the plan, a participant may elect, dur-
ing a reasonable period, a survivor an-
nuity to be payable on his death during 
the period beginning on the date on 
which the period described in subpara-
graph (1) of this paragraph ends and 
ending on the date on which he reaches 
normal retirement age if he continues 
his employment during that period. 
Breaks in service during that period 
will neither invalidate a previous elec-
tion or revocation nor prevent an elec-
tion from being made or revoked dur-
ing the election period. 

(B) If a plan provides that a survivor 
annuity is the only form of benefit pay-
able under the plan, no election need be 
provided. 

(ii) Example. The provisions of sub-
division (i) of this subparagraph may 
be illustrated by the following exam-
ple: 

Example. A plan which provides a life annu-
ity also provides that a participant may re-
tire before the normal retirement age of 65 
and receive a benefit, if he has completed 30 
years of service. Under this plan, an em-
ployee who became a participant at the age 
of 18 will be eligible to receive retirement 
benefits at the age of 48. This plan must 

allow a participant who continues his em-
ployment to elect a survivor annuity, de-
scribed in subdivision (v) of this subpara-
graph, to be payable on the death of the par-
ticipant if death occurs after age 55 (the 
later of the date the participant reaches the 
earliest retirement age (age 48) or 10 years 
before normal retirement age (age 55)) but 
before the date the participant reaches nor-
mal retirement age (age 65). 

(iii) Information to be provided by plan 
administrator. (A) The plan adminis-
trator must furnish to the participant 
a written notification in nontechnical 
terms of the availability of the elec-
tion provided by this subparagraph, 
within a reasonable amount of time 
after the first day of the election pe-
riod. This notification shall also in-
form the participant of the availability 
of the information specified in subdivi-
sion (iii)(B) of this subparagraph. 

(B) During the election period, the 
plan administrator must furnish to the 
participant, within a reasonable 
amount of time from the date of his re-
quest, a written explanation in non-
technical language of the terms and 
conditions of the survivor annuity and 
the financial effect upon the partici-
pant’s annuity (in terms of dollars per 
annuity payment) of an election or of a 
revocation of an election under this 
subparagraph. 

(iv) Payments under the survivor annu-
ity. In order to meet the requirements 
of this subparagraph, if an election is 
made, the payments under the survivor 
annuity must not be less than the pay-
ments which would have been made 
under the joint and survivor annuity to 
which the surviving spouse would have 
been entitled if the participant had 
made the election described in this 
subparagraph immediately prior to his 
retirement and if his retirement had 
occurred on the day before his death 
and within the period during which an 
election can be made. For example, if a 
participant is entitled to a single life 
annuity of $100 per month or a reduced 
amount under a qualified joint and sur-
vivor annuity of $80 per month, regard-
less of when he makes a valid election 
under subparagraph (2) of this para-
graph, his spouse is entitled to a pay-
ment of at least $40, but not more than 
$80 per month, under the survivor an-
nuity. 
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(v) Form of election. The election shall 
be in writing and clearly indicate that 
the participant is electing the joint 
and survivor annuity form. 

(vi) Election is revocable. An election 
under this subparagraph may be re-
voked in writing during the election 
period. After an election has been re-
voked, another election under this sub-
paragraph may be made during the 
election period. See paragraph (c) of 
this section, relating to the right to 
elect not to take the joint and survivor 
annuity form. 

(e) Marriage requirements. (1) A plan 
shall be treated as satisfying the re-
quirements of this section even though 
it requires the participant and his 
spouse to have been married to each 
other on the annuity starting date. 

(2) A plan shall be treated as satis-
fying the requirements of this section 
even though it provides that the spouse 
of the participant is not entitled to re-
ceive a survivor annuity (whether or 
not the election described in paragraph 
(d)(3) of this section has been made) un-
less the participant and his spouse 
have been married to each other 
throughout the 1-year period ending on 
the date of such participant’s death. 

(f) Effect of participant’s death on an 
election or revocation of an election under 
paragraph (c) or (d)(3). A plan shall not 
be treated as not satisfying the re-
quirements of this section merely be-
cause the plan contains a provision 
that any election made under para-
graph (c) or (d)(3) of this section and 
any revocation of any such election 
does not become effective or ceases to 
be effective if the participant dies 
within a period, not in excess of 2 
years, beginning on the date of such 
election or revocation. A plan con-
taining a provision described in the 
preceding sentence shall not satisfy the 
requirements of this section unless it 
also provides that any such election 
and any revocation of any such elec-
tion will be given effect in any case in 
which— 

(1) The participant dies from acci-
dental causes, 

(2) A failure to give effect to the elec-
tion or revocation would deprive the 
participant’s survivor of a survivor an-
nuity, and 

(3) Such election or revocation is 
made before such accident occurred. 

(g) Costs of providing joint and survivor 
annuity form. A plan may take into ac-
count in any equitable manner con-
sistent with generally accepted actu-
arial principles applied on a consistent 
basis any increased costs resulting 
from providing joint and survivor an-
nuity benefits. 

(h) Application and effective date. (1) 
Section 401(a)(11) and this section shall 
apply to a plan only with respect to 
plan years to which section 411 (relat-
ing to minimum vesting standards) is 
applicable to the plan. 

(2) Section 401(a)(11) and this section 
shall apply if— 

(i) The participant’s annuity starting 
date falls within a plan year beginning 
after December 31, 1975, and 

(ii) The participant was an active 
participant in the plan on or after the 
first day of the first plan year begin-
ning after December 31, 1975. 
For purposes of this paragraph, the 
term ‘‘active participant’’ means a par-
ticipant for whom benefits are being 
accrued under the plan on his behalf, 
the employer is obligated to contribute 
to or under the plan on his behalf, or 
the employer would have been obli-
gated to contribute to or under the 
plan on his behalf if any contributions 
were made to or under the plan. 

(Sec. 401(a)(11) of the Internal Revenue Code 
of 1954, 88 Stat. 935 (26 U.S.C. 401(a)(11))) 

[T.D. 7379, 40 FR 45810, Oct. 3, 1975; 40 FR 
49326, Oct. 22, 1975] 

§ 11.401(a)–19 Nonforfeitability in case 
of certain withdrawals. 

(a) Application of section. Section 
401(a)(19) and this section apply to a 
plan to which section 411(a) applies. 
(See section 411(e) and § 11.411(a)–2 for 
applicability of section 411.) 

(b) Prohibited forfeitures—(1) General 
rule. A plan to which this section ap-
plies is not a qualified plan (and a trust 
forming a part of such plan is not a 
qualified trust) if, under such plan, any 
part of a participant’s accrued benefit 
derived from employer contributions is 
forfeitable solely because a benefit de-
rived from the participant’s contribu-
tions under the plan is voluntarily 
withdrawn by him after he has become 
a 50 percent vested participant. 
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(2) 50 percent vested participant. For 
purposes of paragraph (b)(1) of this sec-
tion, a participant is a 50 percent vest-
ed participant when he has a non-
forfeitable right (within the meaning 
of section 411 and the regulations 
thereunder) to at least 50 percent of his 
accrued benefit derived from employer 
contributions. 

(3) Certain forfeitures. Paragraph (b)(1) 
of this section does not apply in the 
case of a forfeiture permitted by sec-
tion 411(a)(3)(D)(iii) and § 11.411(a)– 
4(b)(5)(i) (relating to forfeitures of cer-
tain benefits accrued before September 
2, 1974). 

[T.D. 7387, 40 FR 51421, Nov. 5, 1975] 

§ 11.401(b)–1 Certain retroactive 
changes in plan. 

(a) General rule. (1) Under section 
401(b), a stock bonus, pension, profit- 
sharing or annuity plan or bond pur-
chase plan which does not satisfy the 
requirements of section 401(a) on any 
day solely as a result of a disqualifying 
provision (as defined in paragraph (b) 
of this section) shall be considered to 
have satisfied such requirements on 
such day if there is adopted during the 
remedial amendment period (as deter-
mined under paragraphs (c) and (d) of 
this section) with respect to such dis-
qualifying provision an amendment 
which causes the plan to satisfy all 
such requirements of section 401(a), 
403(a) or 405(a) for the whole of the re-
medial amendment period (including 
extension thereof). 

(2) This section shall not apply to 
any disqualifying provision if the re-
medial amendment period (as deter-
mined under paragraphs (c) and (d)(1) 
of this section determined without re-
gard to paragraph (d)(2) of this section) 
with respect to such disqualifying pro-
vision ends prior to September 2, 1974. 

(b) Disqualifying provisions. For pur-
poses of this section, with respect to a 
plan described in paragraph (a) of this 
section the term ‘‘disqualifying provi-
sion’’ means any provision of— 

(1) A plan as adopted, 
(2) A plan amendment, or 
(3) The Employee Income Security 

Act of 1974 (Pub. L. 93–406, 88 Stat. 829), 
which causes such plan to fail to sat-
isfy the requirements of section 401(a), 
403(a), or 405(a). 

(c) Remedial amendment period. (1) The 
remedial amendment period with re-
spect to a disqualifying provision be-
gins on the effective date of the dis-
qualifying provision. For purposes of 
this section, the effective date of a dis-
qualifying provision is— 

(i) In the case of a disqualifying pro-
vision in a plan as adopted, the date 
the plan is put into effect, 

(ii) In the case of a plan amendment, 
the date the plan amendment is adopt-
ed or put into effect (whichever is ear-
lier), or 

(iii) In the case of a statutory provi-
sion described in paragraph (b)(3) of 
this section, the effective date of such 
provision. 

(2) Unless extended as provided by 
paragraph (d) of this section, the reme-
dial amendment period ends with the 
time prescribed by law (including ex-
tensions) for filing the return of the 
employer for the employer’s taxable 
year in which falls— 

(i) With respect to a disqualifying 
provision in a plan as adopted, or a 
plan amendment, the later of the date 
on which such provision was adopted or 
put into effect. 

(ii) With respect to a statutory provi-
sion described in paragraph (b)(3) of 
this section, the effective date of such 
provision. 

(d) Extension for determination letters— 
(1) In general. If, before the end of the 
remedial amendment period (deter-
mined without regard to this para-
graph) with respect to a disqualifying 
provision, the employer or plan admin-
istrator files a request pursuant to 
§ 601.210(o) of this chapter (Statement 
of Procedural Rules) for a determina-
tion letter with respect to the initial 
qualifications of the plan or the effect 
of such disqualifying provision on the 
qualified status of the plan (or a trust 
which is part of a plan) under section 
401(a), 403(a), or 405(a), then except as 
provided in subparagraph (3) of this 
paragraph, such remedial amendment 
period may be extended for a period not 
to exceed 150 days, beginning on the 
day after the last day of the employers 
taxable year in which falls the dates 
described in subdivisions (i) and (ii) of 
paragraph (c)(2) of this section. The 
150-day period does not include any day 
on which there is pending before the 
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Internal Revenue Service a request for 
a determination letter described in this 
subparagraph. For this purpose, such a 
request is considered to be pending be-
fore the Internal Revenue Service from 
the date it is filed with the Internal 
Revenue Service to the date on which 
notice of the final determination with 
respect to the request is issued by the 
Internal Revenue Service, the request 
is withdrawn, or the request is other-
wise finally disposed of by the Internal 
Revenue Service. 

(2) Special rules. Except as provided in 
subparagraph (3) of this paragraph, the 
period provided by subparagraph (1) of 
this paragraph shall not end prior to 
the later of December 31, 1975, or the 
expiration of 30 days after— 

(i) The date on which a notice of final 
determination with respect to a re-
quest described in that subparagraph is 
issued by the Internal Revenue Service, 
or, where applicable, 

(ii) The date on which a judgment 
pursuant to section 7476 (relating to de-
claratory judgments) by the United 
States Tax Court in a case or con-
troversy involving such determination 
becomes final. 

(3) Overall limitation. The period pro-
vided by subparagraph (1) of this para-
graph shall not expire later than the 
last day (determined under section 
6501) for assessment of any tax imposed 
by the Internal Revenue Code with re-
spect to the taxable year of the em-
ployer immediately preceding the first 
day of such period. 

(Sec. 401(b), Internal Revenue Code of 1954, 88 
Stat. 943 (26 U.S.C. 401(b))) 

[T.D. 7377, 40 FR 44544, Sept. 29, 1975] 

§ 11.401(d)(1)–1 Nonbank trustees of 
trusts benefiting owner-employees. 

(a) Effective dates—(1) General rule. 
For a plan not in existence on January 
1, 1974, this section shall apply to the 
first plan year commencing after Sep-
tember 2, 1974, and all subsequent plan 
years. 

(2) Existing plans. For a plan in exist-
ence on January 1, 1974, this section 
shall apply to the first plan year com-
mencing after December 31, 1975, and 
all subsequent plan years. 

(b) In general. For plan years to 
which this section applies, the trustee 
of a trust described in § 1.401–12(c)(1)(i) 

may (notwithstanding § 1.401–12(c)) be a 
person other than a bank (within the 
meaning of section 401(d)(1)) if he dem-
onstrates to the satisfaction of the 
Commissioner that the manner in 
which he will administer trusts will be 
consistent with the requirements of 
section 401. Such demonstration must 
be made by a written application to the 
Commissioner of Internal Revenue, At-
tention: E:EP, Internal Revenue Serv-
ice, Washington, DC 20224. Such appli-
cation must meet the requirements set 
forth in paragraphs (c) to (g) of this 
section. 

(c) Fiduciary ability. The applicant 
must demonstrate in detail his ability 
to act within the accepted rules of fidu-
ciary conduct. Such demonstration 
must include the following elements of 
proof: 

(1) Continuity. (i) The applicant must 
assure the uninterrupted performance 
of its fiduciary duties notwithstanding 
the death or change of its owners. 
Thus, for example, there must be suffi-
cient diversity in the ownership of the 
applicant to ensure that the death or 
change of its owners will not interrupt 
the conduct of its business. Therefore, 
the applicant cannot be an individual. 

(ii) Sufficient diversity in the owner-
ship of an incorporated applicant 
means that individuals each of whom 
owns more than 20 percent of the vot-
ing stock in the applicant own, in the 
aggregate, no more than 50 percent of 
such stock. 

(iii) Sufficient diversity in the own-
ership of an applicant which is a part-
nership means that— 

(A) Individuals each of whom owns 
more than 20 percent of the profits in-
terest in the partnership own, in the 
aggregate, no more than 50 percent of 
such profits interest, and 

(B) Individuals each of whom owns 
more than 20 percent of the capital in-
terest in the partnership own, in the 
aggregate, no more than 50 percent of 
such capital interest. 

(iv) For purposes of this subpara-
graph, the ownership of stock and of 
capital and profits interests shall be 
determined in accordance with the 
rules for constructive ownership of 
stock provided in section 1563(e) and 
(f)(2). For this purpose, the rules for 
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constructive ownership of stock pro-
vided in section 1563(e) and (f)(2). For 
this purpose, the rules for constructive 
ownership of stock provided in section 
1563(e) and (f)(2) shall apply to a capital 
or profits interest in a partnership as if 
it were a stock interest. 

(2) Established location. The applicant 
must have an established place of busi-
ness in the United States where he is 
accessible during every business day. 

(3) Fiduciary experience. The applicant 
must have fiduciary experience or ex-
pertise sufficient to ensure that he will 
be able to perform his fiduciary duties. 
Evidence of fiduciary experience must 
include proof that a significant part of 
the business of the applicant consists 
of exercising fiduciary powers similar 
to those he will exercise if his applica-
tion is approved. Evidence of fiduciary 
expertise must include proof that the 
applicant employs personnel experi-
enced in the administration of fidu-
ciary powers similar to those he will 
exercise if his application is approved. 

(4) Fiduciary responsibility. The appli-
cant must assure compliance with the 
rules of fiduciary conduct set out in 
paragraph (f) of this section. 

(5) Financial responsibility. The appli-
cant must exhibit a high degree of sol-
vency commensurate with the obliga-
tions imposed by this section. Among 
the factors to be taken into account 
are the applicant’s net worth, his li-
quidity, and his ability to pay his debts 
as they come due. 

(d) Capacity to account. The applicant 
must demonstrate in detail his experi-
ence and competence with respect to 
accounting for the interests of a large 
number of individuals (including calcu-
lating and allocating income earned 
and paying out distributions to pay-
ees). Examples of accounting for the 
interests of a large number of individ-
uals include accounting for the inter-
ests of a large number of shareholders 
in a regulated investment company and 
accounting for the interests of a large 
number of variable annuity contract 
holders. 

(e) Fitness to handle funds—(1) In gen-
eral. The applicant must demonstrate 
in detail his experience and com-
petence with respect to other activities 
normally associated with the handling 
of retirement funds. 

(2) Examples. Examples of activities 
normally associated with the handling 
of retirement funds include: 

(i) To receive, issue receipts for, and 
safely keep securities; 

(ii) To collect income; 
(iii) To execute such ownership cer-

tificates, to keep such records, make 
such returns, and render such state-
ments as are required for Federal tax 
purposes; 

(iv) To give proper notification re-
garding all collections; 

(v) To collect matured or called prin-
cipal and properly report all such col-
lections; 

(vi) To exchange temporary for defin-
itive securities; 

(vii) To give proper notification of 
calls, subscription rights, defaults in 
principal or interest, and the formation 
of protective committees; 

(viii) To buy, sell, receive, or deliver 
securities on specific directions. 

(f) Rules of fiduciary conduct—(1) Ad-
ministration of fiduciary powers. The ap-
plicant must demonstrate that under 
applicable regulatory requirements, 
corporate or other governing instru-
ments, or its established operating pro-
cedures: 

(i)(A) The owners or directors of the 
applicant will be responsible for the 
proper exercise of fiduciary powers by 
the applicant. Thus, all matters perti-
nent thereto, including the determina-
tion of policies, the investment and 
disposition of property held in a fidu-
ciary capacity, and the direction and 
review of the actions of all employees 
utilized by the applicant in the exer-
cise of his fiduciary powers, will be the 
responsibility of the owners or direc-
tors. In discharging this responsibility, 
the owners or directors may assign to 
designated employees, by action duly 
recorded, the administration of such of 
the applicant’s fiduciary powers as 
may be proper to assign. 

(B) A written record will be made of 
the acceptance and of the relinquish-
ment or closing out of all fiduciary ac-
counts, and of the assets held for each 
account. 

(C) At least once during each period 
of 12 months all the assets held in or 
for each fiduciary account where the 
applicant has investment responsibil-
ities will be reviewed to determine the 
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advisability of retaining or disposing of 
such assets. 

(ii) All employees taking part in the 
performance of the applicant’s fidu-
ciary duties will be adequately bonded. 
Nothing in this subdivision shall re-
quire any person to be bonded in con-
travention of section 412(d) of the Em-
ployee Retirement Income Security 
Act of 1974 (29 U.S.C. 1112(d)). 

(iii) The applicant will designate, em-
ploy, or retain legal counsel who will 
be readily available to pass upon fidu-
ciary matters and to advise the appli-
cant. 

(iv) In order to segregate the per-
formance of his fiduciary duties from 
other business activities, the applicant 
will maintain a separate trust division 
under the immediate supervision of an 
individual designated for that purpose. 
The trust division may utilize the per-
sonnel and facilities of other divisions 
of the applicant, and other divisions of 
the applicant may utilize the personnel 
and facilities of the trust division, as 
long as the separate identity of the 
trust division is preserved. 

(2) Adequacy of net worth. (i) Not less 
frequently than once during each cal-
endar year the applicant will deter-
mine the value of the assets held by 
him in trust. Such assets will be valued 
at their current value, except that the 
assets of an employee benefit plan to 
which section 103(b)(3)(A) of the Em-
ployee Retirement Income Security 
Act of 1974 (29 U.S.C. 1023(b)(3)(A)) ap-
plies will be considered to have the 
value stated in the most recent annual 
report of the plan. 

(ii) No fiduciary account will be ac-
cepted by the applicant unless his net 
worth (determined as of the end of the 
most recent taxable year) exceeds the 
greater of— 

(A) $100,000, or 
(B) Four percent of the value of all of 

the assets held by the applicant in 
trust (determined as of the most recent 
valuation date). 

(iii) The applicant will take whatever 
lawful steps are necessary (including 
the relinquishment of fiduciary ac-
counts) to ensure that his net worth 
(determined as of the close of each tax-
able year) exceeds the greater of— 

(A) $50,000, or 

(B) Two percent of the value of all of 
the assets held by the applicant in 
trust (determined as of the most recent 
valuation date). 

(3) Audits. (i) The applicant will at 
least once during each period of 12 
months cause detailed audits of the fi-
duciary books and records to be made 
by an independent qualified public ac-
countant, and at such time will ascer-
tain whether the fiduciary accounts 
have been administered in accordance 
with law, this section, and sound fidu-
ciary principles. Such audits shall be 
conducted in accordance with gen-
erally accepted auditing standards, and 
shall involve such tests of the fiduciary 
books and records of the applicant as 
are considered necessary by the inde-
pendent qualified public accountant. 

(ii) In the case of an applicant who is 
regulated, supervised, and subject to 
periodic examination by a State or 
Federal agency, such applicant may 
adopt an adequate continuous audit 
system in lieu of the periodic audits re-
quired by paragraph (f)(3)(i) of this sec-
tion. 

(iii) A report of the audits and exami-
nations required under this subpara-
graph, together with the action taken 
thereon, will be noted in the fiduciary 
records of the applicant. 

(4) Funds awaiting investment or dis-
tribution. Funds held in a fiduciary ca-
pacity by the applicant awaiting in-
vestment or distribution will not be 
held uninvested or undistributed any 
longer than is reasonable for the proper 
management of the account. 

(5) Custody of investments. (i) Except 
for investments pooled in a common 
investment fund in accordance with 
the provisions of paragraph (f)(6) of 
this section, the investments of each 
account will not be commingled with 
any other property. 

(ii) Fiduciary assets requiring safe-
keeping will be deposited in an ade-
quate vault. A permanent record will 
be kept of fiduciary assets deposited in 
or withdrawn from the vault. 

(6) Common investment funds. Where 
not in contravention of local law the 
assets of an account may be pooled in 
a common investment fund (as defined 
in paragraph (f)(8)(iii) of this section) 
which must be administered as follows: 
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(i) Each common investment fund 
must be established and maintained in 
accordance with a written agreement, 
containing appropriate provisions as to 
the manner in which the fund is to be 
operated, including provisions relating 
to the investment powers and a general 
statement of the investment policy of 
the applicant with respect to the fund; 
the allocation of income, profits and 
losses; the terms and conditions gov-
erning the admission or withdrawal of 
participations in the fund; the auditing 
of accounts of the applicant with re-
spect to the fund; the basis and method 
of valuing assets in the fund, setting 
forth specific criteria for each type of 
asset; the minimum frequency for valu-
ation of assets of the fund; the period 
following each such valuation date dur-
ing which the valuation may be made 
(which period in usual circumstances 
may not exceed 10 business days); the 
basis upon which the fund may be ter-
minated; and such other matters as 
may be necessary to define clearly the 
rights of participants in the fund. A 
copy of the agreement must be avail-
able at the principal office of the appli-
cant for inspection during all business 
hours, and upon request a copy of the 
agreement must be furnished to any in-
terested person. 

(ii) All participations in the common 
investment fund must be on the basis 
of a proportionate interest in all of the 
assets. 

(iii) Not less frequently than once 
during each period of 3 months appli-
cant must determine the value of the 
assets in the fund as of the date set for 
the valuation of assets. No participa-
tion may be admitted to or withdrawn 
from the fund except (A) on the basis of 
such valuation and (B) as of such valu-
ation date. No participation may be ad-
mitted to or withdrawn from the fund 
unless a written request for or notice 
of intention of taking such action has 
been entered on or before the valuation 
date in the fiduciary records of the ap-
plicant. No request or notice may be 
canceled or countermanded after the 
valuation date. 

(iv)(A) The applicant must at least 
once during each period of 12 months 
cause an adequate audit to be made of 
the common investment fund by a 
qualified public accountant. 

(B) The applicant must at least once 
during each period of 12 months pre-
pare a financial report of the fund 
which, based upon the above audit, 
must contain a list of investments in 
the fund showing the cost and current 
market value of each investment; a 
statement for the period since the pre-
vious report showing purchases, with 
cost; sales, with profit or loss and any 
other investment changes; income and 
disbursements; and an appropriate no-
tation as to any investments in de-
fault. 

(C) The applicant must transmit and 
certify the accuracy of the financial re-
port to the administrator of each plan 
participating in the common invest-
ment fund within 120 days after the end 
of the plan year. 

(v) When participations are with-
drawn from a common investment 
fund, distributions may be made in 
cash or ratably in kind, or partly in 
cash and partly in kind, provided that 
all distributions as of any one valu-
ation date must be made on the same 
basis. 

(vi) If for any reason an investment 
is withdrawn in kind from a common 
investment fund for the benefit of all 
participants in the fund at the time of 
such withdrawal and such investment 
is not distributed ratably in kind, it 
must be segregated and administered 
or realized upon for the benefit ratably 
of all participants in the common in-
vestment fund at the time of with-
drawal. 

(7) Books and records. (i) The appli-
cant must keep his fiduciary records 
separate and distinct from other 
records. All fiduciary records must be 
so kept and retained for as long as the 
contents thereof may become material 
in the administration of any internal 
revenue law. The fiduciary records 
must contain full information relative 
to each account. 

(ii) The applicant must keep an ade-
quate record of all pending litigation 
to which he is a party in connection 
with the exercise of fiduciary powers. 

(8) Definitions. For purposes of this 
paragraph and paragraph (c)(5) of this 
section— 

(i) The term ‘‘account’’ or ‘‘fiduciary 
account’’ means a trust described in 
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section 401(a) (including a custodial ac-
count described in section 401(f)), a cus-
todial account described in section 
403(b)(7), or an individual retirement 
account described in section 408(a) (in-
cluding a custodial account described 
in section 408(h)). 

(ii) The term ‘‘administrator’’ means 
an administrator as defined in section 
3(16)(A) of the Employee Retirement 
Income Security Act of 1974, 29 U.S.C. 
1002(16)(A). 

(iii) The term ‘‘common investment 
fund’’ means a trust which satisfied the 
following requirements: 

(A) The trust consists of all or part of 
the assets of several accounts which 
have been established with the appli-
cant, and 

(B) The trust is described in section 
401(a) and exempt from tax under sec-
tion 501(a), or is a common investment 
fund described in § 1.408–2(b)(5) (as pub-
lished with notice of proposed rule-
making in the FEDERAL REGISTER on 
February 21, 1975, at 40 FR 7661), or 
both. 

(iv) The term ‘‘employee benefit 
plan’’ means an employee benefit plan 
as defined in section 3(2) of the Em-
ployee Retirement Income Security 
Act of 1974, 29 U.S.C. 1002(2). 

(v) The term ‘‘fiduciary records’’ 
means all matters which are written, 
transcribed, recorded, received or oth-
erwise come into the possession of the 
applicant and are necessary to preserve 
information concerning the acts and 
events relevant to the fiduciary activi-
ties of the applicant. 

(vi) The term ‘‘qualified public ac-
countant’’ means a qualified public ac-
countant as defined in section 
103(a)(3)(D) of the Employee Retire-
ment Income Security Act of 1974, 29 
U.S.C. 1023(a)(3)(D). 

(vii) The term ‘‘net worth’’ means 
the amount of the applicant’s assets 
less the amount of his liabilities, as de-
termined in accordance with generally 
accepted accounting principles. 

(g) Special rules—(1) Passive trustee. (i) 
An applicant who undertakes to act 
only as a passive trustee may be re-
lieved of one or more of the require-
ments of this section upon clear and 
convincing proof that such require-
ments are not germane, under all the 
facts and circumstances, to the manner 

in which he will administer any trust. 
A trustee is a passive trustee only if 
under the written trust instrument he 
has no discretion to direct the invest-
ment of the trust funds or any other 
aspect of the business administration 
of the trust, but is merely authorized 
to acquire and hold particular invest-
ments specified by the trust instru-
ment. Thus, for example, in the case of 
an applicant who undertakes merely to 
acquire and hold the stock of a single 
regulated investment company, the re-
quirements of paragraphs (f)(1)(i)(C), 
(1)(iv), and (6) of this section shall not 
apply and no negative inference shall 
be drawn from the applicant’s failure 
to demonstrate his experience or com-
petence with respect to the activities 
described in paragraph (e)(2)(v) to (viii) 
of this section. 

(ii) The determination letter issued 
to an applicant who is approved by rea-
son of this subparagraph shall state 
that the applicant is authorized to act 
only as a passive trustee. 

(2) Federal or State regulation. Evi-
dence that an applicant is subject to 
Federal or State regulation with re-
spect to one or more relevant factors 
shall be given weight in proportion to 
the extent that such regulatory stand-
ards are consonant with the require-
ments of section 401. 

(3) Savings account. (i) An applicant 
will be approved to act as trustee under 
this subparagraph if the following re-
quirements are satisfied: 

(A) The applicant is a credit union, 
industrial loan company, savings and 
loan association, or other financial in-
stitution designated by the Commis-
sioner; 

(B) The investment of the trust as-
sets will be solely in deposits in the ap-
plicant; 

(C) Deposits in the applicant are in-
sured (up to the dollar limit prescribed 
by applicable law) by an agency or in-
strumentality of the United States or a 
State. 

(ii) Any applicant who satisfies the 
requirements of this subparagraph is 
hereby approved, and (notwithstanding 
paragraph (b) of this section) is not re-
quired to submit a written application. 
This approval takes effect on the first 
day after December 22, 1976, on which 
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the applicant satisfies the require-
ments of this subparagraph, and con-
tinues in effect for so long as the appli-
cant continues to satisfy those require-
ments. 

(4) Notification of Commissioner. The 
applicant must notify the Commis-
sioner in writing of any change which 
affects the continuing accuracy of any 
representation made in the application 
required by this section, whether the 
change occurs before or after the appli-
cant receives a determination letter. 
Such notification must be addressed to 
Commissioner of Internal Revenue, At-
tention: E:EP, Internal Revenue Serv-
ice, Washington, DC 20224. 

(5) Substitution of trustee. No appli-
cant shall be approved unless he under-
takes to act as trustee only under trust 
instruments which contain a provision 
to the effect that the employer is to 
substitute another trustee upon notifi-
cation by the Commissioner that such 
substitution is required because the ap-
plicant has failed to comply with the 
requirements of this section or is not 
keeping such records, or making such 
returns, or rendering such statements 
as are required by forms or regulations. 

(6) Revocation. Approval of the appli-
cation required by this section may be 
revoked for any good and sufficient 
reason. 

(Sec. 401(d)(1) and Internal Revenue Code of 
1954 (88 Stat. 939 26 U.S.C. 401)) 

[T.D. 7383, 40 FR 48509, Oct. 16, 1975 as amend-
ed by T.D. 7448, 41 FR 55510, Dec. 21, 1976] 

§ 11.402(e)(4)(A)–1 Lump sum distribu-
tions in the case of an employee 
who has separated from service. 

(a) Balance to the credit of an em-
ployee. Section 402(e)(4)(A) provides 
that in order for a distribution or pay-
ment from a qualified plan to be a 
lump sum distribution, the distribution 
or payment must represent the em-
ployee’s balance under the plan. The 
employee’s balance does not include 
any amount which is forfeited under 
the plan (even though the amount may 
be reinstated) as of the close of the tax-
able year of the recipient within which 
the distribution is made. In addition, 
in the case of an employee who has sep-
arated from service, the employee’s 
balance does not include an amount 
which is subject to forfeiture not later 

than the close of the plan year within 
which the employee incurs a one-year 
break in service (within the meaning of 
section 411) if— 

(1) By reason of the break in service, 
the amount is actually forfeited at or 
prior to the close of that plan year, and 

(2) The break in service occurs within 
25 months after the employee’s separa-
tion from service. In the case of a plan 
which uses the elapsed time method of 
crediting service, the break in service 
may occur within 25 months of the em-
ployee’s severance from service. See 
Department of Labor regulations relat-
ing to the elapsed time method for the 
date an employee severs from service. 

An employee may assume that an 
amount subject to forfeiture will be 
treated as forfeited by the date pre-
scribed in paragraphs (a) (1) and (2) of 
this section if, under the plan, for-
feiture will occur not later than that 
date. Therefore, he may assume that a 
distribution is a lump sum distribution 
at the time it is made, if the other re-
quirements for lump sum distributions 
are satisfied. However, if the amount is 
not forfeited by that date, the amount 
will be taken into account in deter-
mining the balance to the credit of the 
employee. Accordingly, the distribu-
tion will not be a lump sum distribu-
tion because it did not include the em-
ployee’s entire balance under the plan. 

(b) Rollover contribution. As described 
in paragraph (a) of this section, an em-
ployee may assume that a distribution 
is a lump sum distribution even though 
part of the balance of his account has 
not been forfeited at the time the dis-
tribution is made. He may then roll the 
distribution over as a contribution to 
an individual retirement arrangement 
pursuant to section 402(a)(5) or 
403(a)(4). It may be subsequently deter-
mined that the distribution was not a 
lump sum distribution because an 
amount subject to forfeiture was not in 
fact forfeited within the time required 
in paragraph (a) of this section. In that 
case, the contribution will be an excess 
contribution to the individual retire-
ment arrangement, deemed made in 
the first taxable year of the employee 
in which it can be determined that an 
amount subject to forfeiture will not 
be forfeited. 
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(c) Effective date. This section is ef-
fective for distributions made in tax-
able years of recipients beginning after 
December 31, 1973. 

[T.D. 7488, 42 FR 27882, June 1, 1977] 

§ 11.402(e)(4)(B)–1 Election to treat an 
amount as a lump sum distribution. 

(a) In general. For purposes of sec-
tions 402, 403, and this section, an 
amount which is described in section 
402(e)(4)(A) and which is not an annuity 
contract may be treated as a lump sum 
distribution under section 402(e)(4)(A) 
only if the taxpayer elects for the tax-
able year to have all such amounts re-
ceived during such year so treated. Not 
more than one election may be made 
under this section with respect to an 
employee after such employee has at-
tained age 591⁄2. 

(b) Taxpayers eligible to make the elec-
tion. Individuals, estates, and trusts 
are the only taxpayers eligible to make 
the election provided by this section. 
In the case of a lump sum distribution 
made with respect to an employee to 2 
or more trusts, the election provided 
by this section shall be made by the 
employee or by the personal represent-
ative of a deceased employee. 

(c) Procedure for making election—(1) 
Time and scope of election. An election 
under this section shall be made for 
each taxable year to which such elec-
tion is to apply. The election shall be 
made before the expiration of the pe-
riod (including extension thereof) pre-
scribed in section 6511 for making a 
claim for credit or refund of the as-
sessed tax imposed by Chapter I of Sub-
title A of the Code for such taxable 
year. 

(2) Manner of making election. An elec-
tion by the taxpayer with respect to a 
taxable year shall be made by filing 
Form 4972 as a part of the taxpayer’s 
income tax return or amended return 
for the taxable year. 

(3) Revocation of election. An election 
made pursuant to this section may be 
revoked within the time prescribed in 
subparagraph (1) of this paragraph for 
making an election, only if there is 
filed, within such time, an amended in-
come tax return for such taxable year, 
which includes a statement revoking 
the election and is accompanied by 
payment of any tax attributable to the 

revocation. If an election for a taxable 
year is revoked, another election may 
be made for that taxable year under 
subparagraphs (1) and (2) of this para-
graph. 

(Sec. 402(e)(4)(B) of the Internal Revenue 
Code of 1954 (88 Stat. 989, 26 U.S.C. 
402(e)(4)(B))) 

[T.D. 7339, 40 FR 1016, Jan. 6, 1975] 

§ 11.404(a)(6)–1 Time when contribu-
tions to ‘‘H.R. 10’’ plans considered 
made. 

(a) In general. Section 404(a)(6), as 
amended by section 1013(c)(2) of the 
Employee Retirement Income Security 
Act of 1974, provides that for purposes 
of paragraphs (1), (2), and (3) of section 
404(a), a taxpayer shall be deemed to 
have made a payment on the last day 
of the preceding taxable year if the 
payment is on account of such taxable 
year and is made not later than the 
time prescribed by law for filing the re-
turn for such taxable year (including 
extensions thereof). Under section 
1017(b) of the Employee Retirement In-
come Security Act of 1974 (prior to its 
amendment by the Tax Reduction Act 
of 1975), in the case of a plan which was 
in existence on January 1, 1974, the 
foregoing provision generally applies 
for contributions on account of taxable 
years of an employer ending with or 
within plan years beginning after De-
cember 31, 1975. In the case of a plan 
not in existence on January 1, 1974, the 
foregoing provision generally applies 
for contributions on account of taxable 
years of an employer ending with or 
within plan years beginning after Sep-
tember 2, 1974. See § 11.410(a)–2(c) for 
time a plan is considered in existence. 
See also § 11.410(a)–2(d), which provides 
that a plan in existence on January 1, 
1974 may elect to have certain provi-
sions, including the amendment to sec-
tion 404(a)(6) contained in section 1013 
of the Employee Retirement Income 
Security Act of 1974, apply to a plan 
year beginning after September 2, 1974, 
and before the otherwise applicable ef-
fective date contained in that section. 

(b) ‘‘H.R. 10’’ plans may elect new pro-
vision. Under section 402 of the Tax Re-
duction Act of 1975 (89 Stat. 47), in the 
case of a plan which was in existence 
on January 1, 1974, and which provides 
contributions or benefits for employees 
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some or all of whom are employees 
within the meaning of section 401(c)(1) 
of the Code and § 1.401–10(b), the provi-
sion described in paragraph (a) of this 
section shall apply for taxable years of 
an employer ending with or within plan 
years beginning after December 31, 
1974, but only if the employer (within 
the meaning of section 401(c)(4) of the 
Code and § 1.401–10(e)) elects to have 
such provisions apply as provided in 
paragraph (c) of this section. 

(c) Manner of election. The election 
described in paragraph (b) of this sec-
tion shall be considered to be made if 
the employer (as described in para-
graph (b) of this section)— 

(1) Makes a contribution which re-
lates to his preceding taxable year 
within the time prescribed in para-
graph (a) of this section to a plan de-
scribed in paragraph (b) of this section, 
and 

(2) Claims a deduction for such con-
tribution on his tax return for such 
year (or, in the case of a contribution 
by a partnership on behalf of a partner, 
the contribution is shown on Schedule 
K of the partnership tax return for 
such year); no formal statement is nec-
essary. In the case of an employer 
whose income tax return for the year 
on account of which the payment is 
made is required to be filed (deter-
mined without regard to extensions of 
time) on or before April 15, 1976, and 
who made a payment within the time 
prescribed in paragraph (a) of this sec-
tion, the election also may be made by 
filing an amended return or claim for 
refund with respect to such year on or 
before September 30, 1976. 

(d) Election is irrevocable. Any election 
made under paragraph (c) of this sec-
tion, once made, shall be irrevocable. 

(e) Examples. The rules of this section 
are illustrated by the following exam-
ples. 

Example (1). On October 15, 1976, the ABC 
Partnership made a contribution to the ABC 
Profit Sharing Plan and Trust on behalf of 
partners and common-law employees with 
respect to the plan year ending December 31, 
1975. The ABC Profit Sharing Trust was ex-
empt under section 501 (a) throughout 1975. 
The contribution for both partners and em-
ployees was reflected on the partnership re-
turn for the calendar year 1975 which was 
filed on October 10, 1976; proper extensions of 
the due date of the partnership return had 

been received, extending the due date to Oc-
tober 15, 1976. The election is valid since all 
requirements of this section have been met. 

Example (2). The XYZ Partnership made a 
plan contribution on April 10, 1976, with re-
spect to the plan year ending December 31, 
1975, but the amount contributed for 1975 was 
not reflected in the partnership return filed 
for the calendar year 1975 on April 15, 1976. 
However, the XYZ Partnership filed an 
amended partnership return for the year 1975 
on September 30, 1976, claiming a deduction 
for the employee-related contribution and 
setting forth on Schedule K the contribution 
relating to partners. The election is valid, 
since the contribution on account of 1975 was 
made within the time required, and was 
shown on the amended tax return of the em-
ployer for 1975 filed within the time pre-
scribed in paragraph (c)(2) of this section. 

Example (3). Mr. Smith, a sole proprietor 
whose taxable year is the calendar year, 
made a contribution to the Smith Profit 
Sharing Plan and Trust on April 15, 1976, for 
the plan year which began December 1, 1974, 
and ended November 30, 1975. The plan was in 
existence on January 1, 1974. Since the con-
tribution was made within the time pre-
scribed by this section and was on account of 
a taxable year of the employer ending within 
a plan year which began after December 31, 
1974, the contribution may be deducted on 
Mr. Smith’s return for 1975, even though the 
contribution was for a plan year beginning 
before December 31, 1974. 

Example (4). The DEF Partnership, report-
ing its income on the basis of a fiscal year 
ending June 30, made a contribution to its 
‘‘H.R. 10’’ plan which was in existence on 
January 1, 1974, and whose plan year was the 
calendar year. The contribution was made on 
September 30, 1975, and was on account of the 
taxable year of the partnership ending June 
30, 1975. The contribution was properly re-
flected in the partnership return for the fis-
cal year ending June 30, 1975. The partner-
ship’s election to have section 404(a)(6), as 
amended, apply to its fiscal year ending June 
30, 1975, is valid since that year ended with or 
within a plan year beginning after December 
31, 1974. 

[T.D. 7402, 41 FR 5633, Feb. 9, 1976] 

§ 11.408(a)(2)–1 Trustee of individual 
retirement accounts. 

A person may demonstrate to the 
satisfaction of the Commissioner that 
the manner in which he will administer 
the trust will be consistent with the re-
quirements of section 408 only upon the 
filing of a written application to the 
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Commissioner of Internal Revenue, At-
tention: E:EP, Internal Revenue Serv-
ice, Washington, D.C. 20224. Such appli-
cation must meet the applicable re-
quirements of the regulations under 
section 401(d)(1) relating to nonbank 
trustees of pension and profit-sharing 
trusts benefiting owner-employees. 

(Sec. 408(a)(2) of the Internal Revenue Code 
of 1954 (88 Stat. 959, 26 U.S.C. 408(a)(2))) 

[T.D. 7390, 40 FR 53580, Nov. 19, 1975] 

§ 11.410–1 Election by church to have 
participation, vesting, funding, etc., 
provisions apply. 

(a) In general. If a church or conven-
tion or association of churches which 
maintains any church plan, as defined 
in section 414(e), makes an election 
under this section, certain provisions 
of the Code and Title I of the Employee 
Retirement Income Security Act of 
1974 (the ‘‘Act’’) shall apply to such 
church plan as if such plan were not a 
church plan. The provisions of the Code 
referred to are section 410 (relating to 
minimum participation standards), 
section 411 (relating to minimum vest-
ing standards), section 412 (relating to 
minimum funding standards), section 
4975 (relating to prohibited trans-
actions), and paragraphs (11), (12), (13), 
(14), (15), and (19) of section 401(a) (re-
lating to joint and survivor annuities, 
mergers and consolidations, assign-
ment or alienation of benefits, time of 
benefit commencement, certain social 
security increases, and withdrawals of 
employee contributions, respectively). 

(b) Election is irrevocable. An election 
under this section with respect to any 
church plan shall be binding with re-
spect to such plan and, once made, 
shall be irrevocable. 

(c) Procedure for making election—(1) 
Time of election. An election under this 
section may be made for plan years for 
which the provisions of section 410(d) of 
the Code apply to the church plan. By 
reason of section 1017(b) of the Act sec-
tion 410(d) does not apply to a plan in 
existence on January 1, 1974, for plan 
years beginning before December 31, 
1975. Section 1017(d) of the Act permits 
a plan administrator to elect to have 
certain provisions of the Code (includ-
ing section 410(d)) apply to a plan be-
fore the otherwise applicable effective 
dates of such provisions. See § 420.0–1 of 

the regulations in this chapter (Tem-
porary Regulations on Procedure and 
Administration under the Employee 
Retirement Income Security Act of 
1974). Therefore, an election under sec-
tion 410(d) of the Code may be made for 
a plan year beginning before December 
31, 1975, only if an election has been 
made under section 1017(d) of the Act 
with respect to that plan year. 

(2) By whom election is to be made. The 
election provided by this section may 
be made only by the plan adminis-
trator of the church plan. 

(3) Manner of making election. The 
plan administrator may elect to have 
the provisions of the Code described in 
paragraph (a) of this section apply to 
the church plan as if it were not a 
church plan by attaching the state-
ment described in subparagraph (5) of 
this paragraph to either (i) the annual 
return required under section 6058(a) 
(or an amended return) with respect to 
the plan which is filed for the first plan 
year for which the election is effective 
or (ii) a written request for a deter-
mination letter relating to the quali-
fication of the plan under section 
401(a), 403(a), or 405(a) of the Code and, 
if trusteed, the exempt status under 
section 501(a) of the Code of a trust 
constituting a part of the plan. 

(4) Conditional election. If an election 
is made with a written request for a de-
termination letter, the election may be 
conditioned upon issuance of a favor-
able determination letter and will be-
come irrevocable upon issuance of such 
letter. 

(5) Statement. The statement de-
scribed in subparagraph (3) of this 
paragraph shall indicate (i) that the 
election is made under section 410(d) of 
the Code and (ii) the first plan year for 
which it is effective. 

(Sec. 410(d), Internal Revenue Code, 1954 (88 
Stat. 901; 26 U.S.C. 410(d))) 

[T.D. 7363, 40 FR 27217, June 27, 1975] 

§ 11.410(b)–1 Minimum coverage re-
quirements. 

(a)–(c) [Reserved] 
(d) Special rules. (1) [Reserved] 
(2) Discrimination. The determination 

as to whether a plan discriminates in 
favor of employees who are officers, 
shareholders, or highly compensated, is 
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made on the basis of the facts and cir-
cumstances of each case, allowing a 
reasonable difference between the per-
centage of such employees benefited by 
the plan to all employees benefited by 
the plan and the percentage of all such 
employees of the employer to all em-
ployees of the employer. A showing 
that a specified percentage of employ-
ees covered by a plan are not officers, 
shareholders, or highly compensated, 
without a showing that the difference 
(if any) between such percentage and 
the percentage of all employees who 
are not officers, shareholders, or highly 
compensated is reasonable, is not suffi-
cient to establish that the plan does 
not discriminate in favor of employees 
who are officers, shareholders, or high-
ly compensated. 

(Sec. 410, Internal Revenue Code of 1954 (88 
Stat. 898; 26 U.S.C. 410)) 

[T.D. 7380, 40 FR 45816, Oct. 3, 1975, as amend-
ed by T.D. 7508, 42 FR 47197, Sept. 20, 1977] 

§ 11.412(c)–7 Election to treat certain 
retroactive plan amendments as 
made on the first day of the plan 
year. 

(a) General rule. Under section 
412(c)(8), a plan administrator may 
elect to have any amendment which is 
adopted after the close of the plan year 
to which it applies deemed to have 
been made on the first day of such plan 
year if the amendment— 

(1) Is adopted no later than 2 and one- 
half months after the close of such plan 
year (or, in the case of a multiem-
ployer plan, no later than 2 years after 
the close of such plan year), 

(2) Does not reduce the accrued ben-
efit of any participant determined as of 
the beginning of such plan year, and 

(3) Does not reduce the accrued ben-
efit of any participant determined as of 
the time of adoption of the amend-
ment, or, if it does so reduce such ac-
crued benefit, it is shown that the plan 
administrator filed a notice with the 
Secretary of Labor notifying him of 
the amendment, and— 

(i) The Secretary of Labor approved 
the amendment, or 

(ii) The Secretary of Labor failed to 
disapprove the amendment within 90 
days after the date on which the notice 
was filed. 

(b) Time and manner of making elec-
tion. (1) The election under section 
412(c)(8) shall be made by the plan ad-
ministrator by a statement of election 
described in subparagraph (3) of this 
paragraph, attached to the annual re-
turn relating to minimum funding 
standards required to be filed under 
section 6058 with respect to the plan 
year to which the election relates. 

(2) In the event that an amendment 
to which paragraph (a) of this section 
applies is adopted after the filing of the 
annual return required under section 
6058, the plan administrator may make 
the election under section 412(c)(8) by 
attaching a statement of election, de-
scribed in paragraph (b)(3) of this sec-
tion, to a copy of such annual return, 
and filing such copy no later than the 
time allowed for the filing of such re-
turns under section 6058. (In the case of 
multiemployer plans, such copy may be 
filed within a 24 month period begin-
ning with the date prescribed for the 
filing of such returns.) 

(3) The statement of election filed by 
or on behalf of the plan administrator 
shall— 

(i) State the date of the close of the 
first plan year to which the amend-
ment applies and the date on which the 
amendment was adopted; 

(ii) Contain a statement that the 
amendment does not reduce the ac-
crued benefit of any participant deter-
mined as of the beginning of the plan 
year preceding the plan year in which 
the amendment is adopted; and 

(iii) Contain either— 
(A) A statement that the amendment 

does not reduce the accrued benefit of 
any participant determined as of the 
time of adoption of such amendment, 
or 

(B) A copy of the notice filed with 
the Secretary of Labor under section 
412(c)(8) and a statement that either 
the Secretary of Labor has approved 
the amendment or he has failed to act 
within 90 days after notification of the 
amendment. 

[T.D. 7338, 39 FR 44751, Dec. 27, 1974] 

§ 11.412(c)–11 Election with respect to 
bonds. 

(a) In general. Section 412(c)(2)(B) 
provides that, at the election of the ad-
ministrator of a plan which includes a 
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trust qualified under section 401(a) or 
of a plan which satisfies the require-
ments of section 403(a) or section 
405(a), the value of a bond or other evi-
dence of indebtedness which is held by 
the plan and which is not in default as 
to principal or interest may be deter-
mined on an amortized basis running 
from initial cost at purchase to the 
amount payable at maturity (or, in the 
case of a bond which is callable prior to 
maturity, the earliest call date). So 
long as this election is in effect, the 
value of any such evidence of indebted-
ness shall, for purposes of section 412, 
be determined on such an amortized 
basis rather than on a method taking 
into account fair market value as de-
scribed in section 412(c)(2)(A). 

(b) Manner of making election. The 
election to value evidences of indebted-
ness in accordance with paragraph (a) 
of this section shall be made by a 
statement to that effect attached to 
and filed as a part of the annual return 
of the plan required under section 6058 
of the Code. 

(c) Effect of election. The election pro-
vided by section 412(c)(2)(B), once 
made, will affect the valuation of all 
evidences of indebtedness, not in de-
fault as to principal or interest, which 
are held by the plan for the plan year 
for which the election is made and any 
evidences of indebtedness which are 
subsequently acquired by the plan. The 
value of any evidence of indebtedness 
which is in default as of the valuation 
date for the plan year must be deter-
mined on the basis of any reasonable 
actuarial method of valuation which 
takes into account fair market value in 
accordance with section 412(c)(2)(A) 
and must continue to be so valued 
until the indebtedness is no longer in 
default. 

(d) Consent to revoke required—(1) In 
general. An election made in accord-
ance with paragraph (a) of this section 
may be revoked only if consent to re-
voke the election is obtained from the 
Secretary or his delegate. 

(2) Manner of obtaining permission for 
revocation. [Reserved] 

(Secs. 302(c)(2)(B), 412(c)(2)(B) of the Internal 
Revenue Code of 1954 (88 Stat. 871, 914)) 

[T.D. 7335, 39 FR 44009, Dec. 20, 1974] 

§ 11.412(c)–12 Extension of time to 
make contributions to satisfy re-
quirements of section 412. 

(a) In general. Section 412(c)(10) of the 
Internal Revenue Code of 1954 provides 
that for purposes of section 412 a con-
tribution for a plan year made after 
the end of such plan year but not later 
than two and one-half months after the 
last day of such plan year shall be 
deemed to have been made on such last 
day. Section 412(c) (10) further provides 
that the two and one-half month period 
may be extended for not more than six 
months under regulations. 

(b) Six month extension of two and one- 
half month period. (1) For purposes of 
section 412 a contribution for a plan 
year to which section 412 applies that 
is made not more than eight and one- 
half months after the end of such plan 
year shall be deemed to have been 
made on the last day of such year. 

(2) The rules of this section relating 
to the time a contribution to a plan is 
deemed made for purposes of the min-
imum funding standard under section 
412 are independent from the rules con-
tained in section 404(a) (6) relating to 
the time a contribution to a plan is 
deemed made for purposes of claiming 
a deduction for such contribution 
under section 404. 

(Sec. 412(c)(10), Internal Revenue Code of 1954 
(88 Stat. 917; 26 U.S.C. 412(c)(10))) 

[T.D. 7439, 41 FR 46597, Oct. 22, 1976] 

§ 11.415(c)(4)–1 Special elections for 
section 403(b) annuity contracts 
purchased by educational institu-
tions, hospitals and home health 
service agencies. 

(a) Limitations applicable to contribu-
tions for section 403(b) annuity con-
tracts—(1) In general. An annuity con-
tract described in section 403(b) which 
is treated as a defined contribution 
plan (as defined in section 414(i)) is sub-
ject to the rules regarding the amount 
of annual additions (as defined in sec-
tion 415(c)(2)) that may be made to a 
participant’s account in a defined con-
tribution plan for any limitation year 
(as defined in subparagraph (2) of this 
paragraph) under section 415(c)(1) and 
Revenue Ruling 75–481, 1975–2 C.B. 188. 
An annual addition to the account of 
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an individual under a section 403(b) an-
nuity contract in excess of such limita-
tion for a limitation year is includible 
in the gross income of the individual 
for the taxable year with or within 
which such limitation year ends and 
reduces the exclusion allowance under 
section 403(b)(2) for such taxable year 
to the extent of the excess. Such annu-
ity contracts are, of course, also sub-
ject to the limitation imposed by sec-
tion 403(b)(2) with respect to the 
amount that may be contributed by 
the employer for the purchase of an an-
nuity contract described in section 
403(b) and be excluded from the gross 
income of the employee on whose be-
half such annuity contract is pur-
chased. In general, the excludable con-
tribution for such an annuity contract 
for a particular taxable year is the 
lesser of the exclusion allowance com-
puted under section 403(b)(2) for such 
taxable year or the limitation imposed 
by section 415(c)(1) for the limitation 
year ending with or within such tax-
able year. For purposes of the limita-
tion imposed by section 415(c)(1), the 
amount contributed toward the pur-
chase of an annuity contract described 
in section 403(b) is treated as allocated 
to the employee’s account as of the 
last day of the limitation year ending 
with or within the taxable year during 
which such contribution is made. 

(2) Limitation year. For purposes of 
this section— 

(i) Except as provided in subdivision 
(ii) of this subparagraph, the limitation 
year applicable to an individual on 
whose behalf an annuity contract de-
scribed in section 403(b) has been pur-
chased by an employer shall be the cal-
endar year unless such individual 
elects to change the limitation year to 
another 12-month period and attaches a 
statement to his income tax return 
filed for the taxable year in which such 
change is made. 

(ii) The limitation year applicable to 
an individual described in subdivision 
(i) of this subparagraph who is in con-
trol (within the meaning of section 414 
(b) or (c) as modified by section 415(h)) 
of any employer shall be the same as 
the limitation year of such employer. 

(3) Special elections. Under section 
415(c)(4), special elections are per-
mitted with respect to section 403(b) 

annuity contracts (including custodial 
accounts treated as section 403(b) an-
nuity contracts under section 403(b)(7)) 
purchased by educational institutions 
(as defined in section 151(e)(4) and the 
regulations thereunder), home health 
service agencies (as defined in subpara-
graph (4) of this paragraph) and hos-
pitals. In lieu of the limitation de-
scribed in section 415(c)(1)(B) otherwise 
applicable to the annual addition (as 
defined in section 415(c)(2)) that may be 
made to the account of a participant in 
a qualified defined contribution plan 
for a particular limitation year, an in-
dividual for whom an annuity contract 
described in this subparagraph is pur-
chased may elect, in accordance with 
the provisions of paragraph (b) of this 
section, to have substituted for such 
limitation the amounts described in 
subparagraph (5)(i) or (5)(ii) of this 
paragraph. In lieu of the exclusion al-
lowance determined under section 
403(b)(2) and the regulations thereunder 
otherwise applicable for the taxable 
year with or within which the limita-
tion year ends to an individual on 
whose behalf an annuity contract de-
scribed in this subparagraph is pur-
chased, such an individual may elect, 
in accordance with the provisions of 
paragraph (b) of this section, to have 
substituted for such exclusion allow-
ance the amount described in subpara-
graph (5)(iii) of this paragraph. 

(4) Definition. For purposes of this 
section, a home health service agency 
is an organization described in section 
501(c)(3) which is exempt from taxation 
under section 501(a) and which has been 
determined by the Secretary of Health, 
Education, and Welfare to be a home 
health agency under section 1395(x)(o) 
of Title 42 of the United States Code. 

(5) Elections. (i) For the limitation 
year that ends with or within the tax-
able year in which an individual sepa-
rates from the service of his employer 
(and only for such limitation year), the 
‘‘(A) election limitation’’ shall be the 
exclusion allowance computed under 
section 403(b)(2)(A) and the regulations 
thereunder (without regard to section 
415) for the taxable year in which such 
separation occurs taking into account 
such individual’s years of service (as 
defined in section 403(b)(4) and the reg-
ulations thereunder) for the employer 
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and contributions described in section 
403(b)(2)(A)(ii) and the regulations 
thereunder during the period of years 
(not exceeding 10) ending on the date of 
separation. For purposes of the pre-
ceding sentence, all service for the em-
ployer performed within such period 
must be taken into account. However, 
the ‘‘(A) election limitation’’ shall not 
exceed the amount described in section 
415(c)(1)(A) (as adjusted under section 
415(d)(1)(B)) applicable to such indi-
vidual for such limitation year. 

(ii) For any limitation year, the ‘‘(B) 
election limitation’’ shall be equal to 
the least of the following amounts— 

(A) $4,000, plus 25 percent of the indi-
vidual’s includable compensation (as 
defined in section 403(b)(3) and the reg-
ulations thereunder) for the taxable 
year with or within which the limita-
tion year ends, 

(B) The amount of the exclusion al-
lowance determined under section 
403(b)(2)(A) and the regulations there-
under for the taxable year with or 
within which such limitation year 
ends, or 

(C) $15,000. 
(iii) For any taxable year, the ‘‘(C) 

election limitation’’ shall equal the 
lesser of the amount described in sec-
tion 415(c)(1)(A) (as adjusted under sec-
tion 415(d)(1)(B)) or the amount de-
scribed in section 415(c)(1)(B) applica-
ble to the individual for the limitation 
year ending with or within such tax-
able year. For purposes of the pre-
ceding sentence, compensation de-
scribed in section 415(c)(1)(B) taken 
into account for a particular limitation 
year does not include amounts contrib-
uted toward the purchase of an annuity 
contract described in section 403(b) 
during such limitation year (whether 
or not includable in the gross income 
of the individual on whose behalf such 
contribution is made). 

(b) Special rules for elections and salary 
reduction agreements for years before 
final regulations are published—(1) Elec-
tion. (i) For a limitation year which 
ends before or with or within the tax-
able year in which applicable final reg-
ulations under section 415 are first pub-
lished in the FEDERAL REGISTER, an in-
dividual may wish to take advantage of 
the alternative limitations described in 
section 415(c)(4). One way of doing this 

is to attach a statement of intention to 
his individual tax return for the tax-
able year. The statement should pro-
vide that the individual intends to 
elect one of those alternative limita-
tions. It should also specify which al-
ternative he intends to elect. No form 
is prescribed for the statement of in-
tention, but it must include the indi-
vidual’s name, address and Social Se-
curity number. If the individual is not 
required to file an income tax return 
for the taxable year to which the state-
ment of intention is to apply, the 
statement of intention may still be 
filed at the Internal Revenue Service 
Center where that individual would file 
the return if he were required to file. It 
should be filed by the time he would 
have filed his return. The Internal Rev-
enue Service will treat the statement 
of intention as an actual election for 
all taxable years through the taxable 
year in which applicable final regula-
tions under section 415 are first pub-
lished in the FEDERAL REGISTER for all 
purposes, except that it will not be ir-
revocable. If, pursuant to this subdivi-
sion, an individual takes advantage of 
an alternative limitation for a taxable 
year, then, except as provided in para-
graph (b)(1)(iii) of this section, the in-
dividual may not take advantage of 
any other alternative limitation pursu-
ant to this subdivision for any taxable 
year. If an individual does not file a 
statement of intention, he will still be 
able to take advantage of the alter-
native limitations for these taxable 
years. He will be able to do this if he 
determines his income tax liability for 
the taxable year in a way which is con-
sistent with one of the alternative lim-
itations. 

(ii) The actual election for all tax-
able years through the taxable year in 
which applicable final regulations 
under section 415 are first published in 
the FEDERAL REGISTER will be made by 
filing the election with the Internal 
Revenue Service at the time and in the 
manner to be described by final regula-
tions under section 415. 

(iii) When an individual makes the 
actual election for any taxable year 
through the taxable year in which ap-
plicable final regulations under section 
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415 are published in the FEDERAL REG-
ISTER, he may choose any of the alter-
native limitations, even if his choice is 
inconsistent with the alternative limi-
tation which he used in determining 
his income tax liability for that tax-
able year. He may also choose not to 
elect any of the alternative limita-
tions, even if he used one of them in de-
termining his income tax liability for 
that taxable year. However, if his 
choice is different from the choice 
which he used in determining his in-
come tax liability for the taxable year, 
there may be an adjustment in his tax 
for that year. For purposes of section 
6654 (relating to failure of an individual 
to pay estimated tax), a difference in 
tax for such a year resulting from a dif-
ference in these choices will not be 
treated as an underpayment. This rule 
applies to the extent the difference in 
tax is due to the actual election of one 
of the alternative limitations or to a 
final decision not to use one of the al-
ternative limitations for the taxable 
year. 

(2) Salary reduction agreements for 1976 
and 1977. (i) An individual who is em-
ployed by an organization described in 
paragraph (a)(3) may make a salary re-
duction agreement for his taxable year 
beginning in 1976 or 1977 at any time 
before the end of the 1976 or 1977 tax-
able year, respectively, without the 
agreement’s being considered a new 
agreement within the meaning of 
§ 1.403(b)–1(b)(3)(i). The agreement for 
1976 may be made on or before June 15, 
1977, if that date is later than the end 
of the individual’s 1976 taxable year. 
The agreement for 1977 may be made on 
or before April 17, 1978, if that date is 
later than the end of the individual’s 
1977 taxable year. 

(ii) This subparagraph applies only if 
the individual actually elects one of 
the alternative limitations under sec-
tion 415(c)(4) for 1976 or 1977 (as the 
case may be). 

(iii) The salary reduction agreement 
for 1976 may be made effective with re-
spect to any amount earned during the 
taxpayer’s most recent one-year period 
of service (as described in § 1.403(b)–1(f)) 
ending not later than the end of the 
1976 taxable year, notwithstanding 
§ 1.403(b)–1(b)(3)(i). Similarly, the sal-
ary reduction agreement for 1977 may 

be made effective with respect to such 
period of service ending not later than 
the end of the 1977 taxable year. 

(iv) If the salary reduction agreement 
for 1976 is entered into at any time 
after December 31, 1976, or if the salary 
reduction agreement for 1977 is entered 
into at any time after December 31, 
1977, an amended Form W–2 must be 
filed on behalf of the individual. 

(3) Election is irrevocable. The election 
described in paragraph (a)(3) of this 
section, once made in accordance with 
the provisions of subparagraph (1) of 
this paragraph, shall be irrevocable 
with respect to the limitation years or 
taxable years to which such election 
relates. 

(4) Limitations. With respect to any 
limitation or taxable year, an election 
by an individual pursuant to subpara-
graph (1) of this paragraph to have any 
subdivision of paragraph (a)(5) of this 
section apply to contributions made on 
his behalf by his employer with respect 
to any section 403(b) annuity contract 
will preclude an election to have any 
other subdivision of paragraph (a)(5) 
apply for any future limitation or tax-
able year with respect to any section 
403(b) annuity contract contributions 
made by any employer of such indi-
vidual. With respect to any limitation 
year, an election by an individual to 
have paragraph (a)(5)(i) of this section 
apply to contributions made on his be-
half by his employer with respect to 
any section 403(b) annuity contract 
will preclude an election to have any 
subdivision of paragraph (a)(5) apply 
for any future limitation or taxable 
year with respect to any section 403(b) 
annuity contract contributions made 
by any employer of such individual. 

(5) Aggregation rules—(i) Annuity con-
tracts described in section 403(b). For pur-
poses of applying the limitations of 
this section for a particular limitation 
or taxable year, all contributions to-
ward the purchase of annuity contracts 
described in section 403(b) made on be-
half of an individual by his employer 
and any related employer (as defined in 
subdivision (ii) of this subparagraph) 
must be aggregated without regard to: 

(A) Whether such individual makes 
any election pursuant to subparagraph 
(1) of this paragraph for such year; and 
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(B) Whether such individual files a 
statement of intention pursuant to 
subparagraph (1) of this paragraph, for 
such year. In addition, any other ag-
gregation required by Revenue Ruling 
75–481, 1975–2 C.B. 188, must be made to 
the extent applicable. 

(ii) Definition. For purposes of this 
section, with respect to a particular 
employer, a related employer is any 
other employer which is a member of a 
controlled group of corporations (as de-
fined in section 414(b), and the regula-
tions thereunder and as modified by 
section 415(h)) or a group of trades or 
business (whether or not incorporated) 
under common control (as defined in 
section 414(c) and the regulations 
thereunder and as modified by section 
415(h)) in which such particular em-
ployer is a member. 

(c) Examples. The provisions of this 
section may be illustrated by the fol-
lowing examples: 

Example (1). Doctor M is an employee of H 
Hospital (an organization described in sec-
tion 501(c)(3) and exempt from taxation 
under section 501(a)) for the entire 1976 cal-
endar year. M is not in control of H within 
the meaning of section 414 (b) or (c), as modi-
fied by section 415(h). M uses the calendar 
year as the taxable year and M uses the cal-
endar year as the limitation year. M has in-
cludible compensation (as defined in section 
403(b)(3) and the regulations thereunder) and 
compensation (as defined in section 415(c)(3)) 
for taxable year 1976 of $30,000, and M has 4 
years of service (as defined in § 1.403(b)–1(f)) 
with H as of December 31, 1976. During M’s 
prior service with H, H had contributed a 
total of $12,000 on M’s behalf for annuity con-
tracts described in section 403(b), which 
amount was excludable from M’s gross in-
come for such prior years. Thus, for the limi-
tation year ending with or within taxable 
year 1976, M’s exclusion allowance deter-
mined under section 403(b)(2)(A) is $12,000 
((.20×$30,000×4) ¥$12,000). The limitation im-
posed by section 415(c)(1) that is applicable 
to M for limitation year 1976 is the lesser of 
$26,825 (the amount described in section 
415(c)(1)(A) adjusted under section 
415(d)(1)(B) for limitation year 1976) or $7,500 
(the amount described in section 
415(c)(1)(B)). Absent the special elections 
provided in section 415(c)(4), $7,500 would be 
the maximum contribution H could make for 
annuity contracts described in section 403(b) 
on M’s behalf for limitation year 1976 with-
out increasing M’s gross income for taxable 
year 1976. However, because H is an organiza-
tion described in section 415(c)(4), M may 
make a special election with respect to 

amounts contributed by H on M’s behalf for 
section 403(b) annuity contracts for 1976. As-
sume that M does not separate from the 
service of H during 1976 and that, therefore, 
the ‘‘(A) election limitation’’ described in 
section 415(c)(4)(A) is not available to M. If 
M elects the ‘‘(B) election limitation’’ for 
1976, H could contribute $11,500 on M’s behalf 
for annuity contracts described in section 
403(b) for that year (the least of $11,500 (the 
amount described in section 415(c)(4) (B)(i)); 
$12,000 (the amount described in section 
415(c)(4)(B)(ii)), and $15,000 (the amount de-
scribed in section 415(c)(4)(B)(iii))). If M 
elects the ‘‘(C) election limitation’’ for 1976, 
H could only contribute up to $7,500 (the 
lower of the amounts described in section 
415(c)(1) (A) or (B)) for section 403(b) annuity 
contracts on M’s behalf for 1976 without in-
creasing M’s gross income for that year. 

Example (2). Assume the same facts as in 
example (1) except that H had contributed a 
total of $18,000 on M’s behalf for annuity con-
tracts in prior years, which amount was ex-
cludable from M’s gross income for such 
prior years. Accordingly, for 1976, M’s exclu-
sion allowance determined under section 
403(b)(2)(A) is $6,000 ((.20×$30,000×4) ¥$18,000). 
The limitation imposed by section 415(c)(1) 
applicable to M for 1976 is $7,500 (the lesser of 
the amount described in section 415(c)(1) (A) 
or (B)). Absent the special elections provided 
in section 415(c)(4), $6,000 would be the max-
imum amount H could contribute for annu-
ity contracts described in section 403(b) on 
M’s behalf for 1976 without increasing M’s 
gross income for that year. However, if M 
elects the ‘‘(C) election limitation’’ for 1976, 
H may contribute up to $7,500 without in-
creasing M’s gross income for that year. 

Example (3). G, a teacher, is an employee of 
E, an educational institution described in 
section 151(e)(4). G uses the calendar year as 
the taxable year and G uses the 12-month 
consecutive period beginning July 1 as the 
limitation year. G has includible compensa-
tion (as defined in section 403(b)(3) and the 
regulations thereunder) for taxable year 1976 
of $12,000 and G has compensation (as defined 
in section 415(c)(3)) for the limitation year 
ending with or within taxable year 1976 of 
$12,000. G has 20 years of service (as defined 
in § 1.403(b)–1(f)) as of May 30, 1976, the date 
G separates from the service of E. During G’s 
service with E before taxable year 1976, E 
had contributed $34,000 toward the purchase 
of a section 403(b) annuity contract on G’s 
behalf, which amount was excludable from 
G’s gross income for such prior years. Of this 
amount, $19,000 was so contributed and ex-
cluded during the 10 year period ending on 
May 30, 1976. For the taxable year 1976, G’s 
exclusion allowance determined under sec-
tion 403(b)(2)(A) is $14,000 ((.20×$12,000×20) 
¥$34,000). Absent the special elections de-
scribed in section 415(c)(4), $3,000 (the lesser 
of G’s exclusion allowance for taxable year 
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1976 or the section 415(c)(1) limitation appli-
cable to G for the limitation year ending 
with or within such taxable year) would be 
the maximum excludable contribution E 
could make for section 403(b) annuity con-
tracts on G’s behalf for the limitation year 
ending with or within taxable year 1976. 
However, because E is an organization de-
scribed in section 415(c)(4), G may make a 
special election with respect to amounts 
contributed on G’s behalf by E for section 
403(b) annuity contracts for the limitation 
year ending with or within taxable year 1976. 
Because G has separated from the service of 
E during such taxable year, G may elect the 
‘‘(A) election limitation’’ as well as the ‘‘(B) 
election limitation’’ or the ‘‘(C) election lim-
itation’’. If G elects the ‘‘(A) election limita-
tion’’ for the limitation year ending with or 
within taxable year 1976, E could contribute 
up to $5,000 ((.20×$12,000×10) ¥$19,000) on G’s 
behalf for section 403(b) annuity contracts 
for such limitation year without increasing 
G’s gross income for the taxable year with or 
within which such limitation year ends. If G 
elects the ‘‘(B) election limitation’’ for such 
limitation year, E could contribute $7,000 
(the least of $7,000 (the amount described in 
section 415(c)(4)(B)(i)); $14,000 (the amount 
described in section 415(c)(4)(B)(ii)); and 
$15,000 (the amount described in section 
415(c)(4)(B)(iii))). If G elects the ‘‘(C) election 
limitation’’ for taxable year 1976, E could 
contribute $3,000 (the lesser of the amounts 
described in section 415(c)(1) (A) or (B)). 

(d) Plan year. For purposes of section 
415 and this section, an annuity con-
tract described in section 403(b) shall 
be deemed to have a plan year coin-
ciding with the taxable year of the in-
dividual on whose behalf the contract 
has been purchased unless that indi-
vidual demonstrates that a different 12- 
month period should be considered to 
be the plan year. 

(e) Effective date. The provisions of 
this section are applicable for taxable 
years beginning in and for limitation 
years ending with or within taxable 
years beginning in 1976. 

(Sec. 415(c)(4)(D) of the Internal Revenue 
Code of 1954 (88 Stat. 983; 26 U.S.C. 
415(c)(4)(D))) 

[T.D. 7442, 41 FR 52296, Nov. 29, 1976, as 
amended by T.D. 7531, 43 FR 1065, Jan. 6, 1978] 

PART 12—TEMPORARY INCOME 
TAX REGULATIONS UNDER THE 
REVENUE ACT OF 1971 

Sec. 
12.3 Investment credit, public utility prop-

erty elections. 
12.4 Election of Class Life Asset Deprecia-

tion Range System (ADR). 
12.7 Election to be treated as a DISC. 
12.8 Elections with respect to net leases of 

real property. 
12.9 Election to postpone determination 

with respect to the presumption de-
scribed in section 183(d). 

AUTHORITY: 26 U.S.C. 167, 263, and 7805. 

§ 12.3 Investment credit, public utility 
property elections. 

(a) Elections—(1) In general. Under 
section 46(e), three elections may be 
made on or before March 9, 1972, with 
respect to section 46(e) property (as de-
fined in subparagraph (3) of this para-
graph). An election made under the 
provisions of section 46(e) shall be ir-
revocable. 

(2) Applicability of elections. (i) Any 
election under section 46(e) shall be 
made with respect to all of the tax-
payer’s property eligible for the elec-
tion whether or not the taxpayer is 
regulated by more than one regulatory 
body. 

(ii)(a) Paragraph (1) of section 46(e) 
shall apply to all of the taxpayer’s sec-
tion 46(e) property in the absence of an 
election under paragraph (2) or (3) of 
section 46(e). If an election is made 
under paragraph (2) of section 46(e), 
paragraph (1) of such section shall not 
apply to any of the taxpayer’s section 
46(e) property. 

(b) An election made under the last 
sentence of section 46(e)(1) shall apply 
to that portion of the taxpayer’s sec-
tion 46(e) property to which paragraph 
(1) of section 46(e) applies and which is 
short supply property within the mean-
ing of § 1.46–5(b)(2) of this chapter (In-
come Tax Regulations) as set forth in a 
notice of proposed rule making pub-
lished in 37 FR 3526 on February 17, 
1971. 

(iii) If a taxpayer makes an election 
under paragraph (2) of section 46(e), 
and makes no election under paragraph 
(3) of such section, the election under 
paragraph (2) of section 46(e) shall 
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apply to all of its section 46(e) prop-
erty. 

(iv) If a taxpayer makes an election 
under paragraph (3) of section 46(e), 
such election shall apply to all of the 
taxpayer’s section 46(e) property to 
which section 167(l)(2)(C) applies. Para-
graph (1) or (2) of section 46(e) (as the 
case may be) shall apply to that por-
tion of the taxpayer’s section 46(e) 
property which is not property to 
which section 167(l)(2)(C) applies. Thus, 
for example, if a taxpayer makes an 
election under paragraph (2) of section 
46(e), and also makes an election under 
paragraph (3) of section 46(e), para-
graph (3) shall apply to all of the tax-
payer’s section 46(e) property to which 
section 167(l)(2)(C) applies and para-
graph (2) shall apply to the remainder 
of the taxpayer’s section 46(e) property. 

(3) Section 46(e) property. ‘‘Section 
46(e) property’’ is section 38 property 
which is both property described in sec-
tion 50 and is— 

(i) Public utility property within the 
meaning of section 46(c)(3)(B) (other 
than nonregulated communication 
property of the type described in the 
last sentence of section 46(c)(3)(B)), or 

(ii) Property used predominantly in 
the trade or business of the furnishing 
or sale of (a) steam through a local dis-
tribution system or (b) the transpor-
tation of gas or steam by pipeline, if 
the rates for such furnishing or sale are 
established or approved by a govern-
mental unit, agency, instrumentality, 
or commission described in section 
46(c)(3)(B). 

(b) Method of making elections. A tax-
payer may make the elections de-
scribed in section 46(e) by filing a 
statement, on or before March 9, 1972, 
with the district director or director of 
the internal revenue service center 
with whom the taxpayer ordinarily 
files its income tax return. For rules in 
the case of taxpayers filing consoli-
dated returns, see § 1.1502–77(a) of this 
chapter (Income Tax Regulations). 
Such statement shall contain the fol-
lowing information: 

(1) The name, address, and taxpayer 
identification number of the taxpayer, 

(2) The paragraph (or paragraphs) of 
section 46(e) under which the taxpayer 
is making the election, 

(3) If an election is made under the 
last sentence of section 46(e)(1), the 
name and address of all regulatory bod-
ies which have jurisdiction over the 
taxpayer with respect to the section 
46(e) property covered by such election 
and a statement setting forth the type 
of the public utility activity described 
in section 46(e)(5)(B) in which the tax-
payer engages, and 

(4) If an election is made under para-
graph (3) of section 46(e), a statement 
indicating whether an election has 
been made by the taxpayer under sec-
tion 167(l)(4)(A). 

[T.D. 7161, 37 FR 3511, Feb. 17, 1972] 

§ 12.4 Election of Class Life Asset De-
preciation Range System (ADR). 

(a) Elections filed before February 1, 
1972. No election or tax return shall be 
filed which does not conform to section 
109 of the Revenue Act of 1971 (Pub. L. 
92–178, 85 Stat. 508). If a taxpayer has 
before February 1, 1972 filed an election 
and a tax return in accordance with 
§ 1.167(a)–11 of this chapter (relating to 
depreciation allowances using the 
Asset Depreciation Range System pub-
lished in the FEDERAL REGISTER for 
June 23, 1971), such election will be 
treated as an election under the Class 
Life Asset Depreciation Range System 
(ADR) as contained in section 109 of 
the Revenue Act of 1971 and the pro-
posed amendments to § 1.167(a)–11 of 
this chapter published in the FEDERAL 
REGISTER for January 27, 1972, provided 
that the election conforms with the 
provisions of the Class Life Asset De-
preciation Range System (ADR) con-
tained in section 109 of the Revenue 
Act of 1971 and the amendments to the 
regulations as finally adopted. Such an 
election and the determination of tax 
liability on the tax return are subject 
to the terms and conditions of section 
109 of the Revenue Act of 1971 and the 
final regulations prescribing the Class 
Life Asset Depreciation Range System 
(ADR). (For revocation of an election, 
see paragraph (c) of this section.) An 
election and tax return filed before 
February 1, 1972, which does not con-
form with the final regulations pre-
scribing the Class Life Asset Deprecia-
tion Range System (ADR) is an invalid 
election unless corrected by an amend-
ed tax return and election filed no later 
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than the time permitted by paragraph 
(c) of this section. If a valid election 
under § 1.167(a)–11 of this chapter is not 
filed for a taxable year, the taxpayer is 
required to file or amend his tax return 
and determine tax liability for the tax-
able year without regard to § 1.167(a)–11 
of this chapter. 

(b) Elections filed after January 31, 
1972. No election or tax return shall be 
filed which does not conform with sec-
tion 109 of the Revenue Act of 1971. An 
election and tax return filed under 
§ 1.167(a)–11 of this chapter after Janu-
ary 31, 1972, and before the final amend-
ments to the regulations are published 
in the FEDERAL REGISTER, should be 
filed in accordance with section 109 of 
the Revenue Act of 1971 and the pro-
posed amendments to § 1.167(a)–11 of 
this chapter relating to the Class Life 
Asset Depreciation Range System 
(ADR). Such election and the deter-
mination of tax liability on the tax re-
turn are subject to the terms and con-
ditions of section 109 of the Revenue 
Act of 1971 and the final regulations 
prescribing the Class Life Asset Depre-
ciation Range System (ADR). An elec-
tion and tax return filed after January 
31, 1972, which does not conform with 
the final regulations prescribing the 
Class Life Asset Depreciation Range 
System (ADR), is not a valid election 
unless corrected by an amended tax re-
turn and election filed no later than 
the time permitted by paragraph (c) of 
this section. (For revocation of elec-
tion, see paragraph (c) of this section.) 
If a valid election under § 1.167(a)–11 of 
this chapter is not filed for a taxable 
year the taxpayer is required to file or 
amend his tax return and determine 
tax liability for the taxable year with-
out regard to § 1.167(a)–11 of this chap-
ter. 

(c) Special rule for election and revoca-
tion. Notwithstanding the rules of 
§ 1.167(a)–11 of this chapter, a taxpayer 
is permitted to make, amend or revoke 
an election under § 1.167(a)–11 of this 
chapter at any time before the latest of 
(1) the time the taxpayer files his first 
return for the taxable year of election, 
(2) 120 days after the final regulations 
prescribing the Class Life Asset Depre-
ciation Range System (ADR) are pub-
lished in the FEDERAL REGISTER, or (3) 
the time prescribed by law (including 

extensions thereof) for filing the return 
for the taxable year of election. The 
notification of amendment or revoca-
tion of an election shall be made by fil-
ing an amended tax return with the In-
ternal Revenue Service Center with 
which the election was filed. The elec-
tion should be filed in the manner spec-
ified in the Class Life Asset Deprecia-
tion Range System (ADR) regulations 
as finally prescribed. 

(d) Examples. The principles of this 
section may be illustrated by the fol-
lowing examples: 

Example (1). Taxpayer A filed an election 
under § 1.167(a)–11 before February 1, 1972. A 
elected to use the modified half-year conven-
tion by treating all assets as placed in serv-
ice on the first day of the second quarter of 
the taxable year, excluded section 1250 prop-
erty (as defined in section 1250(c)) and prop-
erty used predominantly outside the United 
States from the election, and included ‘‘sub-
sidiary assets’’ (as defined in § 1.167(a)– 
11(b)(5)(vii) of the proposed amendments to 
the regulations) in the election. A’s election 
does not conform with the regulations under 
§ 1.167(a)–11 as proposed to be amended. A 
should file an amended return and election 
within 120 days after the publication of the 
final Class Life Asset Depreciation Range 
System (ADR) regulations under § 1.167(a)–11. 
Such amended return and election must con-
form to the final amendments to the regula-
tions. In the amended election, A must adopt 
one of the conventions permitted by the final 
amendments. Assuming the proposed amend-
ments are finally adopted, A may exclude his 
subsidiary assets from the election provided 
the conditions of paragraph (b)(5)(vii) of 
§ 1.167(a)–11 of the regulations, as proposed to 
be amended, are met, and A must include 
property used predominantly outside the 
United States in the election unless para-
graph (b)(5)(iii), (v), or (vi) of § 1.167(a)–11, as 
proposed to be amended, permit the exclu-
sion of the property. Generally, A must in-
clude section 1250 property in the election 
unless paragraph (b)(5)(vi) of § 1.167(a)–11, as 
proposed to be amended, permits the exclu-
sion of the property. 

Example (2). Taxpayer B filed an election to 
compute depreciation under § 1.167(a)–11 be-
fore February 1, 1972. B elected to use the 
half-year convention and has no assets used 
predominantly outside the United States. B 
excluded section 1250 property from the elec-
tion and included his subsidiary assets in the 
election. Assume that the provisions of para-
graph (b)(5)(vi) of § 1.167(a)–11, as proposed to 
be amended, apply and permit the exclusion 
of section 1250 property and that B does not 
elect to exclude subsidiary assets pursuant 
to paragraph (b)(5)(vii), as proposed to be 
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amended. B has no assets which were ex-
cluded from the election under paragraph 
(b)(5)(v) of § 1.167(a)–11, as proposed to be 
amended. The election which was filed before 
February 1, 1972, will be treated as a valid 
election under the Class Life Asset Deprecia-
tion Range System (ADR) as contained in 
the final amendments to the regulations, if 
it conforms with those amendments. B need 
not file an amended election provided his 
election conforms to the final regulations 
under § 1.167(a)–11. However, B may file an 
amended election within 120 days after the 
final regulations under § 1.167(a)–11 are pub-
lished in the FEDERAL REGISTER in order to 
include section 1250 property, or to exclude 
subsidiary assets, or to make other changes, 
or to revoke the election. 

[T.D. 7159, 37 FR 1469, Jan. 29, 1972] 

§ 12.7 Election to be treated as a DISC. 
(a) Manner and time of election—(1) 

Manner—(i) In general. A corporation 
can elect to be treated as a DISC under 
section 992(b) for a taxable year begin-
ning after December 31, 1971. Except as 
provided in subdivision (ii) of this sub-
paragraph, the election is made by the 
corporation filing Form 4876 with the 
service center with which it would file 
its income tax return if it were subject 
for such taxable year to all the taxes 
imposed by subtitle A of the Internal 
Revenue Code of 1954, and a copy of the 
completed Form 4876 with the Commis-
sioner of Internal Revenue (attention: 
ACTS:A:AO), Washington, D.C. 20224. 
The form shall be signed by any person 
authorized to sign a corporation return 
under section 6062, and shall contain 
the information required by such form. 
Except as provided in paragraphs (b)(3) 
and (c) of this section, such election to 
be treated as a DISC shall be valid only 
if the consent of every person who is a 
shareholder of the corporation as of the 
beginning of the first taxable year for 
which such election is effective is on or 
attached to such Form 4876 when filed 
with the service center. 

(ii) Transitional rule for corporations 
electing during 1972. If the first taxable 
year for which an election by a cor-
poration to be treated as a DISC is a 
taxable year beginning after December 
31, 1971, and on or before December 31, 
1972, such election may be made either 
in the manner prescribed in subdivision 
(i) of this subparagraph or by filing, at 
the place prescribed in subdivision (i) 
of this subparagraph, a statement cap-

tioned ‘‘Election to be Treated as a 
DISC’’. Such statement of election 
shall be valid only if the consent of 
each shareholder is filed with the serv-
ice center in the form, and at the time, 
prescribed in paragraph (b) of this sec-
tion. Such statement shall be signed by 
any person authorized to sign a cor-
poration return under section 6062 and 
shall include the name, address, and 
employer identification number (if 
known) of the corporation, the begin-
ning date of the first taxable year for 
which the election is effective, the 
number of shares of stock of the cor-
poration issued and outstanding as of 
the earlier of the beginning of the first 
taxable year for which the election is 
effective or the time the statement is 
filed, the number of shares held by 
each shareholder as of the earlier of 
such dates, and the date and place of 
incorporation. As a condition of the 
election being effective, a corporation 
which elects to become a DISC by fil-
ing a statement in accordance with 
this subdivision must furnish (to the 
service center with which the state-
ment was filed) such additional infor-
mation as is required by Form 4876 by 
March 31, 1973. 

(2) Time of making election—(i) In gen-
eral. In the case of a corporation mak-
ing an election to be treated as a DISC 
for its first taxable year, such election 
shall be made within 90 days after the 
beginning of such taxable year. In the 
case of a corporation which makes an 
election to be treated as a DISC for any 
taxable year beginning after March 31, 
1972 (other than the first taxable year 
of such corporation), the election shall 
be made during the 90-day period im-
mediately preceding the first day of 
such taxable year. 

(ii) Transitional rules for certain cor-
porations electing during 1972. In the 
case of a corporation which makes an 
election to be treated as a DISC for a 
taxable year beginning after December 
31, 1971, and on or before March 31, 1972 
(other than its first taxable year), the 
election shall be made within 90 days 
after the beginning of such taxable 
year. 

(b) Consent by shareholders—(1) In gen-
eral—(i) Time and manner of consent. 
Under paragraph (a)(1)(i) of this sec-
tion, subject to certain exceptions, the 
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election to be treated as a DISC is not 
valid unless each person who is a share-
holder as of the beginning of the first 
taxable year for which the election is 
effective signs either the statement of 
consent on Form 4876 or a separate 
statement of consent attached to such 
form. A shareholder’s consent is bind-
ing on such shareholder and all trans-
ferees of his shares and may not be 
withdrawn after a valid election is 
made by the corporation. In the case of 
a corporation which files an election to 
become a DISC for a taxable year be-
ginning after December 31, 1972, if a 
person who is a shareholder as of the 
beginning of the first taxable year for 
which the election is effective does not 
consent by signing the statement of 
consent set forth on Form 4876, such 
election shall be valid (except in the 
case of an extension of the time for fil-
ing granted under the provisions of 
subparagraph (3) of this paragraph or 
paragraph (c) of this section) only if 
the consent of such shareholder is at-
tached to the Form 4876 upon which 
such election is made. 

(ii) Form of consent. A consent other 
than the statement of consent set forth 
on Form 4876 shall be in the form of a 
statement which is signed by the 
shareholder and which sets forth (a) 
the name and address of the corpora-
tion and of the shareholder and (b) the 
number of shares held by each such 
shareholder as of the time the consent 
is made and (if the consent is made 
after the beginning of the corporation’s 
taxable year for which the election is 
effective) as of the beginning of such 
year. If the consent is made by a recipi-
ent of transferred shares pursuant to 
paragraph (c) of this section, the state-
ment of consent shall also set forth the 
name and address of the person who 
held such shares as of the beginning of 
such taxable year and the number of 
such shares. Consent shall be made in 
the following form: ‘‘I (insert name of 
shareholder), a shareholder of (insert 
name of corporation seeking to make 
the election) consent to the election of 
(insert name of corporation seeking to 
make the election) to be treated as a 
DISC under section 992(b) of the Inter-
nal Revenue Code. The consent so made 
by me is irrevocable and is binding 
upon all transferees of my shares in 

(insert name of corporation seeking to 
make the election).’’ The consents of 
all shareholders may be incorporated 
in one statement. 

(iii) Who may consent. Where stock of 
the corporation is owned by a husband 
and wife as community property (or 
the income from such stock is commu-
nity property), or is owned by tenants 
in common, joint tenants, or tenants 
by the entirety, each person having a 
community interest in such stock or 
the income therefrom and each tenant 
in common, joint tenant, and tenant by 
the entirety must consent to the elec-
tion. The consent of a minor shall be 
made by his legal guardian or by his 
natural guardian if no legal guardian 
has been appointed. The consent of an 
estate shall be made by the executor or 
administrator thereof. The consent of a 
trust shall be made by the trustee 
thereof. The consent of an estate or 
trust having more than one executor, 
administrator, or trustee may be made 
by any executor, administrator, or 
trustee authorized to make a return of 
such estate or trust pursuant to sec-
tion 6012(b)(5). The consent of a cor-
poration or partnership shall be made 
by an officer or partner authorized pur-
suant to section 6062 or 6063, as the 
case may be, to sign the return of such 
corporation or partnership. In the case 
of a foreign person, the consent may be 
signed by any individual (whether or 
not a U.S. person) who would be au-
thorized under sections 6061 through 
6063 to sign the return of such foreign 
person if he were a U.S. person. 

(2) Transitional rule for corporations 
electing during 1972. In the case of a cor-
poration which files an election to be 
treated as a DISC for a taxable year be-
ginning after December 31, 1971, and on 
or before December 31, 1972, such elec-
tion shall be valid only if the consent 
of each person who is a shareholder as 
of the beginning of the first taxable 
year for which such election is effec-
tive is filed with the service center 
with which the election was filed with-
in 90 days after the first day of such 
taxable year or within the time grant-
ed for an extension of time for filing 
such consent. The form of such consent 
shall be the same as that prescribed in 
subparagraph (1) of this paragraph. 
Such consent shall be attached to the 
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statement of election or shall be filed 
separately (with such service center) 
with a copy of the statement of elec-
tion. An extension of time for filing a 
consent may be granted in the manner, 
and subject to the conditions, described 
in subparagraph (3) of this paragraph. 

(3) Extension of time to consent. An 
election which is timely filed and 
would be valid except for the failure to 
attach the consent of any shareholder 
to the Form 4876 upon which the elec-
tion was made or to comply with the 
90-day requirement in subparagraph (2) 
of this paragraph or paragraph (c)(1) of 
this section, as the case may be, will 
not be invalid for such reason if it is 
shown to the satisfaction of the service 
center that there was a reasonable 
cause for the failure to file such con-
sent, and if such shareholder files a 
proper consent to the election within 
such extended period of time as may be 
granted by the Internal Revenue Serv-
ice. In the case of a late filing of a con-
sent, a copy of the Form 4876 or state-
ment of election shall be attached to 
such consent and shall be filed with the 
same service center as the election. 
The form of such consent shall be the 
same as that set forth in paragraph 
(b)(1)(ii) of this section. In no event can 
any consent be made pursuant to this 
paragraph on or after the last day of 
the first taxable year for which a cor-
poration elects to be treated as a DISC. 

(c) Consent by holder of transferred 
shares—(1) In general. If a shareholder 
of a corporation transfers— 

(i) Prior to the first day of the first 
taxable year for which such corpora-
tion elects to be treated as a DISC, 
some or all of the shares held by him 
without having consented to such elec-
tion, or 

(ii) On or before the 90th day after 
the first day of the first taxable year 
for which such corporation elects to be 
treated as a DISC, some or all of the 
shares held by him as of the first day of 
such year (or if later, held by him as of 
the time such shares are issued), with-
out having consented to such election, 
then consent may be made by any re-
cipient of such shares on or before the 
90th day after the first day of such first 
taxable year. If such recipient fails to 
file his consent on or before such 90th 
day, an extension of time for filing 

such consent may be granted in the 
manner, and subject to the conditions, 
described in paragraph (b)(3) of this 
section. In addition, if the transfer oc-
curs more than 90 days after the first 
day of such taxable year, an extension 
of time for filing such consent may be 
granted to such recipient only if it is 
determined under paragraph (b)(3) of 
this section that an extension of time 
would have been granted the transferor 
for the filing of such consent if the 
transfer had not occurred. A consent 
which is not attached to the original 
Form 4876 or statement of election (as 
the case may be) shall be filed with the 
same service center as the original 
Form 4876 or statement of election and 
shall have attached a copy of such 
original form or statement of election. 
The form of such consent shall be the 
same as that set forth in paragraph 
(b)(1)(ii) of this section. For the pur-
poses of this paragraph, a transfer of 
shares includes any sale, exchange, or 
other disposition, including a transfer 
by gift or at death. 

(2) Requirement for the filing of an 
amended form 4876 or statement of elec-
tion. In any case in which a consent to 
a corporation’s election to be treated 
as a DISC is made pursuant to subpara-
graph (1) of this paragraph, such cor-
poration must file an amended form 
4876 or statement of election (as the 
case may be) reflecting all changes in 
ownership of shares. Such form must 
be filed with the same service center 
with which the original form 4876 or 
statement of election was filed by such 
corporation. 

(d) Effect of election—(1) Effect on cor-
poration. A valid election to be treated 
as a DISC remains in effect (without 
regard to whether the electing corpora-
tion qualifies as a DISC for a particular 
year) until terminated by any of the 
methods provided in paragraph (e) of 
this section. While such election is in 
effect, the electing corporation is sub-
ject to sections 991 through 997 and 
other provisions of the code applicable 
to DISC’s for any taxable year for 
which it qualifies as a DISC (or is 
treated as qualifying as a DISC pursu-
ant to section 992(a)(2)). Such corpora-
tion is also subject to such provisions 
for any taxable year for which it is 
treated as a former DISC as a result of 
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qualifying or being treated as a DISC 
for any taxable year for which such 
election was in effect. 

(2) Effect on shareholders. A valid elec-
tion by a corporation to be treated as 
a DISC subjects the shareholders of 
such corporation to the provisions of 
section 995 (relating to the taxation of 
the shareholders of a DISC or former 
DISC) and to all other provisions of the 
code relating to the shareholders of a 
DISC or former DISC. Such provisions 
of the code apply to any person who is 
a shareholder of a DISC or former DISC 
whether or not such person was a 
shareholder at the time the corpora-
tion elected to become a DISC. 

(e) Termination of election—(1) In gen-
eral. An election to be treated as a 
DISC is terminated only as provided in 
subparagraph (2) or (3) of this para-
graph. 

(2) Revocation of election—(i) Manner 
of revocation. An election by a corpora-
tion to be treated as a DISC may be re-
voked by the corporation for any tax-
able year of the corporation after the 
first taxable year for which the elec-
tion is effective. Such revocation shall 
be made by the corporation filing a 
statement that the corporation re-
vokes its election under section 992(b) 
to be treated as a DISC. Such state-
ment shall indicate the corporation’s 
name, address, employer identification 
number, and the first taxable year of 
the corporation for which the revoca-
tion is to be effective. The statement 
shall be signed by any person author-
ized to sign a corporation return under 
section 6062. Such revocation shall be 
filed with the service center with 
which the corporation filed its elec-
tion, except that, if it filed an annual 
information return under section 
6011(e)(2), the revocation shall be filed 
with the service center with which it 
filed its last such return. 

(ii) Years for which revocation is effec-
tive. If a corporation files a statement 
revoking its election to be treated as a 
DISC during the first 90 days of a tax-
able year (other than the first taxable 
year for which such election is effec-
tive), such revocation will be effective 
for such taxable year and all taxable 
years thereafter. If the corporation 
files a statement revoking its election 
to be treated as a DISC after the first 

90 days of a taxable year, the revoca-
tion will be effective for all taxable 
years following such taxable year. 

(3) Continued failure to be a DISC. If a 
corporation which has elected to be 
treated as a DISC does not qualify as a 
DISC (and is not treated as a DISC pur-
suant to section 992(a)(2)) for each of 
any 5 consecutive taxable years, such 
election terminates and will not be ef-
fective for any taxable year after such 
5th taxable year. Such termination will 
be effective automatically, without no-
tice to such corporation or to the In-
ternal Revenue Service. If, during any 
5-year period for which an election is 
effective, the corporation should qual-
ify as a DISC (or be treated as a DISC 
pursuant to section 992(a)(2)) for a tax-
able year, a new 5-year period shall 
automatically start at the beginning of 
the following taxable year. 

(4) Election after termination. If a cor-
poration has made a valid election to 
be treated as a DISC and such election 
terminates in either manner described 
in subparagraph (2) or (3) of this para-
graph, such corporation is eligible to 
reelect to be treated as a DISC at any 
time by following the procedures de-
scribed in paragraphs (a) through (c) of 
this section. If a corporation termi-
nates its election and subsequently re-
elects to be treated as a DISC, the cor-
poration and its shareholders continue 
to be subject to sections 995 and 996 
with respect to the period during which 
its first election was in effect. Thus, 
for example, distributions upon dis-
qualification includible in the gross in-
comes of shareholders of a corporation 
pursuant to section 995(b)(2) continue 
to be so includible for taxable years for 
which a second election of such cor-
poration is in effect without regard to 
the second election. 

[T.D. 7237, 37 FR 28626, Dec. 28, 1972] 

§ 12.8 Elections with respect to net 
leases of real property. 

(a) In general. The elections described 
in this section are available for deter-
mining whether real property held by 
the taxpayer is subject to a net lease 
for purposes of section 57 (relating to 
items of tax preference for purposes of 
the minimum tax for tax preferences) 
or 163(d) (relating to limitation on in-
terest on investment indebtedness). 

VerDate Aug<04>2004 11:29 Apr 28, 2005 Jkt 205096 PO 00000 Frm 00198 Fmt 8010 Sfmt 8010 Y:\SGML\205096.XXX 205096



189 

Internal Revenue Service, Treasury § 12.8 

Under sections 57(c)(1)(A) and 
163(d)(4)(A)(i), property will be consid-
ered to be subject to a net lease for a 
taxable year where the sum of the de-
ductions of the lessor with respect to 
the property for the taxable year al-
lowable solely by reason of section 162 
(other than rents and reimbursed 
amounts with respect to the property) 
is less than 15 percent of the gross in-
come from rents produced by the prop-
erty (hereinafter referred to as the 
‘‘expense test’’). Under sections 57(c)(2) 
and 163(d)(7)(A), where a parcel of real 
property of the taxpayer is leased 
under two or more leases, the taxpayer 
may elect to apply the expense test set 
forth in sections 57(c)(1)(A) and 
163(d)(4)(A)(i) by treating all leased 
portions of such property as subject to 
a single lease. Under sections 57(c)(3) 
and 163(d)(7)(B), at the election of the 
taxpayer, the expense test set forth in 
sections 57(c)(1)(A) and 163(d)(4)(A)(i) 
shall not apply with respect to real 
property of the taxpayer which has 
been in use for more than 5 years. 

(b) Election with respect to multiple 
leases of single parcel of real property. If 
a parcel of real property of the tax-
payer is leased under two or more 
leases, the expense test referred to in 
paragraph (a) of this section shall, at 
the election of the taxpayer, be applied 
by treating all leased portions of such 
property as subject to a single lease. 
For purposes of this paragraph, the 
term ‘‘parcel of real property’’ includes 
adjacent properties each of which is 
subject to lease. 

(c) Election with respect to real prop-
erty in use for more than 5 years. At the 
election of the taxpayer, the expense 
test referred to in paragraph (a) of this 
section shall not apply with respect to 
real property of the taxpayer which has 
been in use for more than 5 years. For 
this purpose, real property is in use 
only during the period that such prop-
erty is both owned and used for com-
mercial purposes by the taxpayer. If an 
improvement to the property was made 
during the time such property was 
owned by the taxpayer, and if, as a re-
sult of such improvement, the adjusted 
basis of such property was increased by 
50 percent or more, use of such prop-
erty for commercial purposes shall be 
deemed to have commenced for pur-

poses of this paragraph as of the date 
such improvement was completed. An 
election under this paragraph shall 
apply to all real property of the tax-
payer which has been in use for more 
than 5 years. 

(d) Procedure for making election—(1) 
Time and scope of election. An election 
under paragraph (b) or (c) of this sec-
tion shall be made for each taxable 
year to which such election is to apply. 
The election must be made before the 
later of (i) the time prescribed by law 
for filing the taxpayer’s return for the 
taxable year for which the election is 
made (determined with regard to any 
extension of time) or (ii) August 31, 
1973, but the election may not be made 
after the expiration of the time pre-
scribed by law for the filing of a claim 
for credit or refund of tax with respect 
to the taxable year for which the elec-
tion is to apply. 

(2) Manner of making election. Except 
as provided in the following sentence, 
an election by the taxpayer with re-
spect to a taxable year shall be made 
by a statement containing the informa-
tion described in paragraph (d)(3) of 
this section which is— 

(i) Attached to the taxpayer’s return 
or amended return for such taxable 
year, 

(ii) Attached to a timely filed claim 
by the taxpayer for credit or refund of 
tax for such taxable year, or 

(iii) Filed by the taxpayer with the 
director of the Internal Revenue Serv-
ice Center where the return for such 
taxable year was filed. 

In the case of a taxable year ending be-
fore July 1, 1973, no formal statement 
of election is necessary if the tax-
payer’s return took into account an 
election under paragraph (b) or (c) of 
this section; the taxpayer will be con-
sidered to have made an election in ac-
cordance with the manner in which 
leases with respect to parcels of real 
property described in paragraph (b) of 
this section, or leases of property 
which has been in use for more than 5 
years as described in paragraph (c) of 
this section, are treated in the return. 

(3) Statement. The statement de-
scribed in paragraph (d)(2) of this sec-
tion shall contain the following infor-
mation: 
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(i) The name, address, and taxpayer 
identification number of the taxpayer; 

(ii) The taxable year to which the 
election is to apply if the statement is 
not attached to the return or a claim 
for credit or refund; 

(iii) A description of any leases which 
are to be treated as a single lease; and 

(iv) A description of any real prop-
erty in use for more than 5 years to 
which the expense test is not to apply. 

(4) Revocation of election. An election 
made pursuant to this paragraph may 
be revoked within the time prescribed 
in paragraph (d)(1) of this section for 
making an election and may not be re-
voked thereafter. Any such revocation 
shall be made in the manner prescribed 
by paragraph (d)(2) of this section for 
the making of an election. 

(e) Election by members of partnership. 
Under section 703(b) (as amended by 
section 304(c) of the Revenue Act of 
1971), any election under section 57(c) 
or 163(d)(7) with respect to property 
held by a partnership shall be made by 
each partner separately, rather than by 
the partnership. If an election made by 
a taxpayer under paragraph (b) of this 
section applies in whole or in part to 
property held by a partnership, the 
taxpayer shall, in applying the expense 
test referred to in paragraph (a) of this 
section, take into account his distribu-
tive share of the deductions of the 
partnership with respect to the prop-
erty for the taxable year allowable 
solely by reason of section 162 (other 
than rents and reimbursed amounts 
with respect to the property) and also 
his distributive share of the partner-
ship’s rental income from such prop-
erty for the taxable year. 

[T.D. 7271, 38 FR 9296, Apr. 13, 1973] 

§ 12.9 Election to postpone determina-
tion with respect to the presump-
tion described in section 183(d). 

(a) In general. An individual, electing 
small business corporation, trust or es-
tate may elect in accordance with the 
rules set forth in this section to post-
pone a determination whether the pre-
sumption described in section 183(d) ap-
plies with respect to any activity in 
which the taxpayer engages until after 
the close of the fourth taxable year 
(sixth taxable year, in the case of an 
activity described in § 1.183–1(c)(3)) fol-

lowing the taxable year in which the 
taxpayer first engages in such activity. 
The election must be made in accord-
ance with the applicable requirements 
of paragraphs (b), (c) and (d) of this sec-
tion. Except as otherwise provided in 
paragraphs (c) and (e) of this section, 
an election made pursuant to this sec-
tion shall be binding for the first tax-
able year in which the taxpayer first 
engages in the activity and for all sub-
sequent taxable years in the five (or 
seven) year period referred to in the 
first sentence of this paragraph. For 
purposes of this section, a taxpayer 
shall be treated as not having engaged 
in an activity during any taxable year 
beginning before January 1, 1970. 

(b) Period to which an election applies. 
An individual, trust, estate, or small 
business corporation may make the 
election. The five year presumption pe-
riod (seven year presumption period in 
the case of an activity described in 
§ 1.183–1(c)(3)) to which the election 
shall apply shall be the five (or seven) 
consecutive taxable years of such tax-
payer beginning with the taxable year 
in which such taxpayer first engages in 
the activity. For purposes of this sec-
tion, a taxpayer who engages in an ac-
tivity as a partner, engages in it in 
each of his taxable years with or with-
in which ends a partnership year dur-
ing which the activity was carried on 
by the partnership. 

(c) Time for making an election. A tax-
payer who is an individual, trust, es-
tate or small business corporation may 
make the election provided in § 183(e) 
by filing the statement and consents 
required by paragraph (d) of this sec-
tion within— 

(1) 3 years after the due date of such 
taxpayer’s return (determined without 
extensions) for the taxable year in 
which such taxpayer first engages in 
the activity, but not later than 

(2) 60 days after such taxpayer re-
ceives a written notice (if any) from a 
district director that the district direc-
tor proposes to disallow deductions at-
tributable to an activity not engaged 
in for profit under section 183. 

The provisions of paragraph (c)(2) of 
this section shall in no event be con-
strued to extend the period described in 
(c)(1) of this section for making such 
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election. Notwithstanding the time pe-
riods prescribed in paragraph (c) (1) and 
(2) of this section, if no election has 
been made before a suit or proceeding 
described in section 7422(a) is main-
tained or a petition is filed in the Tax 
Court for a redetermination of a defi-
ciency for any taxable year within the 
presumption period to which the elec-
tion would apply, no election may be 
made except with the consent of the 
Commissioner which will not be given 
unless no appreciable delay in the suit 
or proceeding will be caused. 

(d) Manner of making election. (1) The 
election shall be made by the indi-
vidual, trust, estate, or electing small 
business corporation, as the case may 
be, engaged in the activity, by filing a 
statement which sets forth the fol-
lowing information— 

(i) The name, address, and taxpayer 
identification number of such tax-
payer, and, if applicable, of the part-
nership in which he engages in the ac-
tivity, 

(ii) A declaration stating that the 
taxpayer elects to postpone a deter-
mination as to whether the presump-
tion described in section 183(d) applies 
until after the close of the taxpayer’s 
fourth taxable year (sixth taxable year, 
in the case of an activity described in 
§ 1.183–1(c)(3)) following the taxable 
year in which the taxpayer first en-
gaged in such activity and identifying 
that first such taxable year, and, 

(iii) A description of each activity (as 
defined in § 1.183–1(d)(1)) with respect to 
which the election is being made. 

(2) For an election to be effective, 
there must be attached to the state-
ment properly executed consents, in 
the form prescribed by the Commis-
sioner, extending the period prescribed 
by section 6501 for the assessment of 
any tax to a date which is not earlier 
than 18 months after the due date of 
the return (determined without exten-
sions) for the final year in the pre-
sumption period to which the election 
applies, as follows: 

(i) Consents for each of the tax-
payer’s taxable years in the presump-
tion period to which the election ap-
plies, 

(ii) If the election is made by an 
electing small business corporation, a 
consent of each person who is a share-

holder during any taxable year to 
which the election applies, for each of 
such shareholder’s taxable years with 
or within which end each of the cor-
poration’s taxable years in the pre-
sumption period, 

(iii) If a taxpayer referred to in para-
graph (d)(2)(i) of this section or share-
holder referred to in paragraph 
(d)(2)(ii) of this section is married at 
the time of the election, in the case of 
his present spouse, a consent for each 
of such spouse’s taxable years which 
correspond to the taxable years (other 
than prior years of the shareholder 
during no part of which he was a share-
holder) for which consents are required 
by paragraph (d)(2) (i) or (ii) of this sec-
tion as the case may be. 
Such consents shall not be construed 
to shorten the period described in sec-
tion 6501 for any taxable year within 
the presumption period to which the 
election applies. 

(3) The statement, with the required 
consents attached, shall be filed— 

(i) With the service center at which 
the taxpayer making the election is re-
quired to file his return, or 

(ii) If the taxpayer is notified by a 
district director that, pursuant to sec-
tion 183 he is proposing to disallow de-
ductions with respect to an activity 
not engaged in for profit, with such dis-
trict director. 

(e) Subsequent invalidations. If, after a 
timely election has been made, but 
still within the presumption period, a 
suit or proceeding (as described in sec-
tion 7422(a)) is maintained by the elect-
ing taxpayer, a shareholder referred to 
in paragraph (d)(2)(ii) of this section, 
or spouse referred to in paragraph 
(d)(2)(iii) of this section for any taxable 
year for which a consent is required by 
this section and the taxpayer, share-
holder, or spouse has not been issued a 
notice of deficiency (as described in 
section 6212(a)) with respect to such 
taxable year, such election shall not be 
effective to postpone the determina-
tion whether the presumption applies, 
for such taxable year, but the consents 
extending the statute of limitations 
filed with the election shall not there-
by be invalidated. The immediately 
preceding sentence shall not apply to a 
suit or proceeding maintained by the 
spouse of an electing taxpayer for a 
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taxable year for which such spouse has 
filed a separate return, or a suit or pro-
ceeding maintained by a shareholder 
for a taxable year in which he was not 
such a shareholder. An election by an 
individual taxpayer or electing small 
business corporation, shall be subse-
quently invalidated for all years in the 
presumption period to which it had ap-
plied if— 

(1) The electing taxpayer or share-
holder taxpayer files a joint return for 
one of the first three (five, in the case 
of an activity described in § 1.183–1(c) 
(3)) taxable years in such presumption 
period, and 

(2) The spouse with whom he files 
such joint return has not previously 
executed a consent described in para-
graph (d)(2)(iii) of this section, and 

(3) Within one year after the filing of 
such joint return (or, if later, 90 days 
after March 14, 1974), such spouse has 
not filed a consent described in para-
graph (d)(2) of this section. 

An election by an electing small busi-
ness corporation shall be invalidated 
for all years in the presumption period 
to which it applies if a person who was 
not a shareholder on the date of elec-
tion becomes a shareholder during the 
first three (or five) years of the pre-
sumption period to which the election 
applies and does not, within 90 days 
after the date on which he becomes a 
shareholder (or, if later, 90 days after 
March 14, 1974), file a consent required 
by paragraph (d)(2) of this section. In-
validation of the election by operation 
of this paragraph will in no case affect 
the validity of the consents filed with 
such election. 

(f) Extension of time for filing election 
in hardship cases. The Commissioner 
may upon application by a taxpayer, 
consent to an extension of time pre-
scribed in this section for making an 
election if he finds that such an exten-
sion would be justified by hardship in-
curred by reason of the time at which 
this section is published. The burden 
will be on the taxpayer to establish 
that under the relevant facts the Com-
missioner should so consent. 

[T.D. 7308, 39 FR 9947, Mar. 15, 1974] 

PART 13—TEMPORARY INCOME 
TAX REGULATIONS UNDER THE 
TAX REFORM ACT OF 1969 

Sec. 
13.0–13.3 [Reserved] 
13.4 Arbitrage bonds; temporary rules. 
13.5–13.9 [Reserved] 
13.10 Distribution of money in lieu of frac-

tional shares. 
13.11 Revocation of election to report in-

come on the installment basis. 

AUTHORITY: 26 U.S.C. 7805. 

§§ 13.0–13.3 [Reserved] 

§ 13.4 Arbitrage bonds; temporary 
rules. 

(a) In general—(1) Arbitrage bonds. 
Section 103(d)(1) provides that any ar-
bitrage bond (as such term is defined in 
section 103(d)(2)) shall be treated as an 
obligation not described in section 
103(a)(1). Thus, the interest on an obli-
gation which would have been excluded 
from gross income pursuant to the pro-
visions of section 103(a)(1) will be in-
cluded in gross income and subject to 
Federal income taxation if such obliga-
tion is an arbitrage bond. Under sec-
tion 103(d)(2), an obligation is an arbi-
trage bond if it is issued by a govern-
mental unit as part of an issue of obli-
gations (for purposes of this section re-
ferred to as ‘‘governmental obliga-
tions’’) all or a major portion of the 
proceeds of which are (i) reasonably ex-
pected to be used directly or indirectly 
to acquire certain obligations or secu-
rities (for purposes of this section re-
ferred to as ‘‘acquired obligations’’) 
which may reasonably be expected, at 
the time of issuance of such govern-
mental obligations, to produce a yield 
over the term of the issue of such gov-
ernmental obligations which is materi-
ally higher (taking into account any 
discount or premium) than the yield on 
such issue, or (ii) reasonably expected 
to be used to replace funds which were 
used directly or indirectly to acquire 
such acquired obligations. For rules as 
to industrial development bonds, see 
section 103(c). 

(2) Definitions. (i) For purposes of this 
section, the term ‘‘governmental unit’’ 
means a State, the District of Colum-
bia, a Territory, or a possession of the 
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United States, or any political subdivi-
sion of any of the foregoing. 

(ii) For purposes of this section, the 
term ‘‘securities’’ has the same mean-
ing as in section 165(g)(2) (A) and (B). 

(3) Materially higher. For purposes of 
this section, the yield produced by ac-
quired obligations is not ‘‘materially 
higher’’ than the yield produced by an 
issue of governmental obligations if it 
is reasonably expected, at the time of 
issue of such governmental obligations, 
that the adjusted yield (computed in 
accordance with subparagraphs (4) and 
(5) of this paragraph) to be produced by 
the acquired obligations will not ex-
ceed the adjusted yield (computed in 
accordance with subparagraphs (4) and 
(5) of this paragraph) to be produced by 
the issue of governmental obligations 
by more than one-eighth of 1 percent-
age point. In the case of an issue of 
governmental obligations issued on or 
before July 1, 1972, the percentage spec-
ified in the preceding sentence shall be 
one-half of 1 percentage point. 

(4) Yield. (i) For purposes of this sec-
tion, ‘‘yield’’ shall be computed using 
the ‘‘interest cost per annum’’ method 
in accordance with subdivision (ii) or 
(iii) of this subparagraph (as the case 
may be) or any other method satisfac-
tory to the Commissioner which is con-
sistent with generally accepted prin-
ciples of computing yield. In the case 
of acquired obligations, the yield to be 
produced by such obligations shall be 
computed as if all acquired obligations 
comprised a single issue of obligations. 
Thus, for example, if the governmental 
unit acquires two blocks of Federal ob-
ligations, with different interest rates 
and maturity periods for each block, 
the yield on such acquired obligations 
shall be computed as if one issue of ob-
ligations with different interest rates 
and maturity periods had been ac-
quired. The maturity period of each ac-
quired obligation shall be the period 
that the governmental unit reasonably 
expects to hold such obligation. 

(ii) If all the governmental or ac-
quired obligations of an issue have a 
single interest rate (expressed in dol-
lars per $1,000 of face amount of bonds), 
yield shall be computed using the fol-
lowing 4 steps: 

(a) Step (1). Compute the total num-
ber of bond years for the issue by mul-

tiplying the number of bonds (treating 
each $1,000 of face value as one bond for 
purposes of this computation) of each 
maturity by the length of the maturity 
period (expressed in years and fractions 
thereof) and then adding together the 
amounts determined for each maturity 
period. 

(b) Step (2). Compute the total inter-
est payable on the issue by multiplying 
the total number of bond years (as 
computed in step (1)) by the amount 
payable, expressed in dollars, as inter-
est on each $1,000 of bonds for 1 year. 

(c) Step (3). Compute the net interest 
in dollars for the issue by adding the 
amount, in dollars, of any discount to, 
or by subtracting the amount, in dol-
lars, of any premium from, the total 
interest payable on the issue. 

(d) Step (4). Compute yield by divid-
ing the net interest by the product ob-
tained by multiplying the total number 
of bond years for the issue by 10. 

(iii) If governmental or acquired obli-
gations of an issue have different inter-
est rates (expressed in dollars per $1,000 
of face amount of bonds), yield shall be 
computed using the following 4 steps: 

(a) Step (1). Compute the total num-
ber of bond years for each group of 
bonds bearing the same interest rate 
(treating each $1,000 of face value as 
one bond for purposes of this computa-
tion) in the manner described in step 1 
of subdivision (ii) of this subparagraph. 

(b) Step (2). Compute the total inter-
est payable on the issue by multiplying 
the total number of bond years for each 
group of bonds bearing the same inter-
est rate (as computed in step (1)) by the 
amount payable, expressed in dollars, 
as interest on each $1,000 of bonds for 1 
year, and then adding together the 
amounts determined for each group. 

(c) Step (3). Compute net interest in 
the manner described in step (3) of sub-
division (ii) of this subparagraph. 

(d) Step (4). Compute the yield pro-
duced by the issue in the manner de-
scribed in step (4) of subdivision (ii) of 
this subparagraph. 

(iv) For purposes of this section, the 
same method of computing yield shall 
be used to compute the yield to be pro-
duced by an issue of governmental obli-
gations and to compute the yield to be 
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produced by acquired obligations ac-
quired with the proceeds of such issue 
of governmental obligations. 

(v) The following example illustrates 
the provisions of this subparagraph: 

Example. Assume an issue of $200,000 ($1,000 
per bond) with a stated interest (expressed in 

dollars per bond) of $50 on bonds maturing in 
1, 2, or 3 years, a stated interest of $60 on 
bonds maturing in 4, 5, 6, or 7 years and a 
stated interest of $70 on bonds maturing in 8, 
9, or 10 years. Assume also that a price of 
$101 has been bid for the issue. The yield on 
the issue is determined in accordance with 
the table below: 

Amount Rate Years to 
maturity 

Bond 
years 

Total 
bond 

years at 
interest 

rate 

× Interest 
rate = Interest 

cost 

$10,000 $50 1 
5,000 50 2 

25,000 50 3 

95 $4,750 
10,000 60 4 40 
10,000 60 5 50 
30,000 60 6 180 
50,000 60 7 350 

620 37,200 
20,000 70 8 160 
25,000 70 9 225 
15,000 70 10 150 

535 70 37,450 

Totals .......................................................... 200,000 1,250 79,400 

Less premium .................................................................................................................................................................... 2,000 

Net interest cost ................................................................................................................................................................ 77,400 
Divide by: Product of total bond years (1,250), multiplied by 10 ...................................................................................... 12,500 

Yield (Percent) ................................................................................................................................................................... 6,192 

(5) Adjusted yield. (i) For purposes of 
this section, ‘‘adjusted yield’’ shall be 
computed in accordance with subpara-
graph (4) of this paragraph, except that 
in the case of— 

(a) Acquired obligations, an amount 
equal to the sum of the administrative 
costs reasonably expected to be in-
curred in purchasing, carrying, and 
selling or redeeming such obligations 
shall be treated as a premium on the 
purchase price of such acquired obliga-
tions. 

(b) An issue of governmental obliga-
tions, an amount equal to the sum of 
the reasonably expected administrative 
costs of issuing, carrying, and repaying 
such issue of obligations shall be treat-
ed as a discount on the selling price of 
such issue of governmental obligations. 

(ii) The provisions of subdivision (i) 
of this subparagraph may be illustrated 
by the following examples: 

Example (1). State Z issues $15 million of 
obligations all of which will mature in 10 

years. The obligations are sold at $1,000 each 
(par) to yield 6 percent interest. The ad-
justed yield produced by such issue of obliga-
tions will be determined as follows, assum-
ing the following administrative expenses of 
issuing, carrying, and repaying such issue of 
obligations are reasonably expected: 
Issuing costs: 

Printing ........................................ $12,500 
Financial advisors ....................... 25,000 
Counsel fees ............................... 12,500 

Total .......................................................... $50,000 
Carrying costs, paying agent and trustees fees .. 10,000 
Repaying costs, paying agent ............................. 3,000 

Total administrative costs ......................... 63,000 

Bond years (15,000×10 years) ............................ 150,000 
Interest cost per $1,000 bond per year ............... 60 

Total interest cost ..................................... 9,000,000 
Discount or premium .................................... 0 
Plus adjustments .......................................... 63,000 

Net interest cost ........................................... 9,063,000 
Divide by product of bond years (150,000) 

multiplied by 10 ......................................... 1,500,000 

Adjusted yield ............................................... 6.042% 
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Example (2). State Z uses the net proceeds 
of the issue of obligations described in Ex-
ample (1) to acquire $14,922,000 of student’s 
notes at par of $1,000 each under a student 
loan program. The students’ notes will all 
mature in 10 years, and all have a stated in-
terest of 71⁄2 percent. Expenses of the pro-
gram including printing of forms ($5,000), fi-
nancial advisors’ fees ($11,000), counsel fees 
($12,000), trustees’ fees ($5,000), fees for the 
collecting agents and various banks which 
administer the loans ($100,000), advertising 
expenses ($10,000), credit reference checks 
($20,000), and general office overhead ($5,000). 
Of the expenses listed in the preceding sen-
tence, only those indicated on the following 
table constitute adjustments to yield in 
order to determine the adjusted yield to be 
produced by the students’ notes: 
Purchasing costs: 

Printing forms ............................. $5,000 
Financial advisors ....................... 11,000 
Counsel fees ............................... 12,000 

Total .......................................................... $28,000 
Carrying costs, trustees fees ............................... 5,000 

Total administrative costs ......................... 33,000 

Bond years (14,922×10 years) ............................ 149,220 
Interest receivable per $1,000 note per year ...... 75 

Total interest receivable ............................ 11,191,500 
Discount or premium .................................... 0 
Minus adjustments ........................................ 33,000 

Net interest receivable .................................. 11,158,500 
Divide by product of bond years (149,220) 

multiplied by 10 ......................................... 1,492,200 

Adjusted yield ............................................... 7.478% 

(b) Rule with respect to certain govern-
mental programs—(1) General rule. Sub-
ject to the limitations of subparagraph 
(3) of this paragraph, any obligations 
which are part of an issue of govern-
mental obligations the proceeds of 
which are reasonably expected to be 
used to finance certain governmental 
programs (described in subparagraph 
(2) of this paragraph) are not arbitrage 
obligations. 

(2) Governmental programs. A govern-
mental program is described in this 
subparagraph if— 

(i) The program involves the acquisi-
tion of acquired purpose obligations to 
carry out the purposes of such program 
(which obligations, for purposes of this 
paragraph, are referred to as ‘‘acquired 
program obligations’’); 

(ii) At least 90 percent of all such ac-
quired program obligations, by amount 
of cost outstanding, are evidences of 
loans to a substantial number of per-
sons representing the general public, 

loans to exempt persons within the 
meaning of section 103(c)(3), or loans to 
provide housing and related facilities, 
or any combination of the foregoing; 

(iii) At least 90 percent of all of the 
amounts received by the governmental 
unit with respect to acquired program 
obligations shall be used for one or 
more of the following purposes: To pay 
the principal or interest or otherwise 
to service the debt on governmental 
obligations relating to the govern-
mental program; to reimburse the gov-
ernmental unit, or to pay, for adminis-
trative costs of issuing such govern-
mental obligations; to reimburse the 
governmental unit, or to pay, for ad-
ministrative and other costs and an-
ticipated future losses directly related 
to the program financed by such gov-
ernmental obligations; to make addi-
tional loans for the same general pur-
poses specified in such programs; or to 
redeem and retire governmental obli-
gations at the next earliest possible 
date of redemption; and 

(iv) Requires that any person (or any 
related person, as defined in section 
103(c)(6)(C)) from whom the govern-
mental unit may, under the program, 
acquire acquired program obligations 
shall not, pursuant to an arrangement, 
formal or informal, purchase the gov-
ernmental obligations in an acquired 
program obligations to be acquired 
from such person by the governmental 
unit. 

(3) Limitation. The provisions of sub-
paragraph (1) of this paragraph shall 
apply only if it is reasonably expected 
that— 

(i) A major portion of the proceeds of 
such issue of governmental obligations, 
including proceeds represented by re-
payments of principal and interest re-
ceived by the governmental unit with 
respect to acquired program obliga-
tions, shall not be invested for more 
than a temporary period (within the 
meaning of section 103(d)(4)(A)), in ac-
quired obligations (other than acquired 
program obligations) which produce a 
materially higher yield than the yield 
produced over the term of the issue by 
such governmental obligations, and 

(ii)(a) The adjusted yield (computed 
in accordance with paragraphs (a) (4) 
and (5) of this section) to be produced 
by acquired program obligations shall 
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not exceed the adjusted yield (com-
puted in accordance with paragraphs 
(a) (4) and (5) of this section) to be pro-
duced by such issue of governmental 
obligations by more than 11⁄2 percent-
age points, or 

(b) Where the difference in the ad-
justed yields described in subdivision 
(ii)(a) of this subparagraph is expected 
to exceed 11⁄2 percentage points, the 
amounts to be obtained as a result of 
the difference in such adjusted yields 
shall not exceed the amount necessary 
to pay expenses (including losses re-
sulting from bad debts) reasonably ex-
pected to be incurred as a direct result 
of administering the program to be fi-
nanced with the proceeds of such issue 
of governmental obligations, to the ex-
tent that such amounts are not payable 
with funds appropriated from other 
sources. 

(4) Examples. The following examples 
illustrate governmental programs de-
scribed in subparagraph (2) of this 
paragraph: 

Example (1). State A issues obligations the 
proceeds of which are to be used to purchase 
certain home mortgage notes from commer-
cial banks. The purpose of the governmental 
program is to encourage the construction of 
low income residential housing by creating a 
secondary market for mortgage notes and 
thereby increasing the availability of mort-
gage money for low income housing. The leg-
islation provides that the adjusted yield pro-
duced by the mortgage notes to be acquired 
will not exceed the adjusted yield produced 
by such issue of obligations by more than 11⁄2 
percentage points. Amounts received as in-
terest and principal payments on the mort-
gage notes are to be used for one or more of 
the following purposes: (1) To service the 
debt on the governmental obligations, (2) to 
retire such obligations at their earliest pos-
sible date of redemption, (3) to purchase ad-
ditional mortgage notes. The governmental 
program is one which is described in sub-
paragraph (2) of this paragraph and the gov-
ernmental obligations are not arbitrage 
bonds. 

Example (2). State B issues obligations the 
proceeds of which are to be used to make 
loans directly to students and to purchase 
from commercial banks promissory notes 
made by students as the result of loans made 
to them by such banks. The legislation au-
thorizing the student loan program provides 
that the purpose of the program is to enable 
financially disadvantaged students to con-
tinue their studies. The legislation also pro-
vides that purchases will be made from 
banks only where such banks agree that an 

amount at least equal to the purchase price 
will be devoted to new or additional student 
loans. It is reasonably expected that the dif-
ference in adjusted yields between the issue 
of governmental obligations by State B and 
the students’ notes will be 13⁄4 percentage 
points. It is also reasonably expected that 
the amount necessary to pay the expenses 
(other than expenses taken into account in 
computing adjusted yield) enumerated in 
subparagraph (3)(ii)(b) of this paragraph, di-
rectly incurred as a result of administering 
State B’s student loan program, such as, for 
example, losses resulting from bad debts, in-
surance costs, bookkeeping expenses, adver-
tising expenses, credit reference checks, ap-
praisals, title searches, general office over-
head, service fees for collecting agents and 
various banks which administer the loans, 
and salaries of employees not paid from 
other sources, will not require a difference in 
adjusted yields in excess of 11⁄2 percentage 
points. The governmental program is one 
which is described in subparagraph (2) of this 
paragraph. Since, however, the difference in 
adjusted yields produced by the students’ 
notes and the issue of State B obligations is 
reasonably expected to exceed 11⁄2 percentage 
points, and since State B cannot show that 
13⁄4 percentage points is necessary to cover 
such expenses, the provisions of subpara-
graph (1) of this paragraph shall not apply to 
the issue of State B obligations. If, however, 
State B reasonably expected that 13⁄4 per-
centage points would be necessary to cover 
such expenses, the provisions of subpara-
graph (1) of this paragraph would apply and 
the governmental obligations would not be 
arbitrage bonds. 

Example (3). Authority C issues obligations 
the proceeds of which are to be used to pur-
chase land to be sold to veterans. The gov-
ernmental unit will receive purchase-money 
mortgage notes secured by mortgages on the 
land from the veterans in return for such 
land. The purpose of the program is to enable 
veterans to acquire land at reduced cost. The 
adjusted yield produced by the mortgage 
notes is not reasonably expected to exceed 
the adjusted yield produced by the issue of 
obligations issued by Authority C by more 
than 11⁄2 percentage points. Amounts re-
ceived as interest and principal payments on 
the mortgage notes are to be used for one or 
more of the following purposes: (1) To pay 
the administrative costs directly related to 
the program, (2) to service the debt on the 
governmental obligations, (3) to retire such 
governmental obligations at their earliest 
possible call date, (4) to purchase additional 
land to be sold to veterans. The govern-
mental program is one which is described in 
subparagraph (2) of this paragraph and the 
governmental obligations are not arbitrage 
bonds. 
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(c) Effective date. The provisions of 
this section will apply with respect to 
obligations issued after October 9, 1969, 
and before final regulations are pro-
mulgated. 

[T.D. 7072, 35 FR 17406, Nov. 13, 1970; 35 FR 
18524, Dec. 5, 1970, as amended by T.D. 7174, 37 
FR 10932, June 1, 1972; T.D. 7273, 38 FR 10927, 
May 3, 1973] 

§§ 13.5–13.9 [Reserved] 

§ 13.10 Distribution of money in lieu of 
fractional shares. 

(a) In general. (1) Under the general 
rule of section 305, as amended by sec-
tion 421(a) of the Tax Reform Act of 
1969, gross income does not include the 
amount of any distribution of the 
stock (or rights to acquire the stock) of 
a corporation made by such corpora-
tion to its shareholders with respect to 
its stock. Under an exception to the 
general rule, a distribution by a cor-
poration of its stock or rights to ac-
quire its stock is treated as a distribu-
tion of property to which section 301 
applies if the distribution (or a series 
of distributions of which such distribu-
tion is one) has the result of (i) the re-
ceipt of money or other property by 
some shareholders, and (ii) an increase 
in the proportionate interests of other 
shareholders in the assets or earnings 
and profits of the corporation. Also, 
the Secretary or his delegate is di-
rected to prescribe regulations under 
which a redemption which is treated as 
a distribution to which section 301 ap-
plies, or any other transaction having 
a similar effect on the interest of any 
shareholder, shall be treated as a dis-
tribution with respect to any share-
holder whose proportionate interest in 
the assets or earnings and profits of 
the corporation is increased by such re-
demption or transaction. 

(2) The general rule, and not the ex-
ception, applies in the case where cash 
is distributed in lieu of fractional 
shares to which the shareholders would 
otherwise be entitled, provided the pur-
pose in distributing the cash is to save 
the distributing corporation the trou-
ble, expense, and inconvenience of 
issuing and transferring fractional 
shares (or scrip representing fractional 
shares), or issuing full shares rep-
resenting the sum of fractional shares, 

and not to give any particular group of 
shareholders an increased interest in 
the assets or earnings and profits of 
the corporation. 

(b) Illustration. The application of 
paragraph (a) of this section may be il-
lustrated by the following example: 

Example. Corporation X is a large corpora-
tion whose stock is widely held by the pub-
lic, no one shareholder owning more than 10 
percent of the outstanding stock. The stock 
is listed on a recognized exchange and is cur-
rently selling at less than $75 per share. Dur-
ing the year the corporation pays a 3-percent 
stock dividend. Cash is paid to each share-
holder in lieu of a fractional share to which 
he would otherwise be entitled. The distribu-
tion of cash in lieu of fractional shares is not 
intended to give any particular group of 
shareholders an increased interest in the as-
sets or earnings and profits of the corpora-
tion, but is intended to save the corporation 
the trouble, expense, and inconvenience of 
issuing and transferring scrip representing 
fractional shares. The general rule, and not 
the exception, applies in this situation. 

(Sec. 305(c), 83 Stat. 614; 26 U.S.C. 305(c)) 

[T.D. 7039, 35 FR 7012, May 2, 1970] 

§ 13.11 Revocation of election to report 
income on the installment basis. 

(a) In general. Under section 453(c)(4) 
taxpayers who are dealers in personal 
property and who elected installment- 
basis income reporting, subject to the 
provisions of section 453(c)(1) (relating 
to change from accrual to installment 
basis), may revoke their previously 
made election. 

(b) Time and manner of revoking elec-
tion. The revocation by a taxpayer may 
be made by filing an amended return 
on an appropriate form or forms, such 
as Form 1040X for an individual tax-
payer, for the year of change (the first 
year for which income was computed 
using the installment basis) and for 
each subsequent year for which a re-
turn was filed using the installment 
basis. The taxpayer should indicate on 
such amended returns that he is revok-
ing an election to report income on the 
installment basis. Such revocation 
must be made within 3 years from the 
last date prescribed for the filing of the 
return for the year of change including 
any extension of time granted the tax-
payer. In reporting income on the 
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amended returns described in this sec-
tion, the taxpayer shall use the accrual 
method of accounting. 

[T.D. 7044, 35 FR 8823, June 6, 1970] 

PART 15—TEMPORARY INCOME 
TAX REGULATIONS RELATING TO 
EXPLORATION EXPENDITURES IN 
THE CASE OF MINING 

Sec. 
15.0–1 Scope of regulations in this part. 
15.1–1 Elections to deduct. 
15.1–2 Revocation of election to deduct. 
15.1–3 Elections as to method of recapture. 
15.1–4 Special rules. 

AUTHORITY: Sec. 7805, 68A Stat. 917; 26 
U.S.C. 7805. 

SOURCE: T.D. 6907, 31 FR 16776, Dec. 31, 1966, 
unless otherwise noted. 

§ 15.0–1 Scope of regulations in this 
part. 

The regulations in this part relate to 
expenditures of the type described in 
section 615(a) or in section 617(a)(1) 
paid or incurred after September 12, 
1966. The regulations in this part do 
not apply to the income tax treatment 
of mining exploration expenditures 
paid or incurred before September 13, 
1966, and no election made pursuant to 
the provisions of the regulations in 
this part shall have any effect on the 
income tax treatment of exploration 
expenditures paid or incurred before 
such date. See § 15.1–4 for rules relating 
to treatment of exploration expendi-
tures paid or incurred during taxable 
years beginning before September 13, 
1966, and ending after September 12, 
1966. 

§ 15.1–1 Elections to deduct. 
(a) Manner of making election—(1) 

Election to deduct under section 617(a). 
The election to deduct exploration ex-
penditures as expenses under section 
617(a) may be made by deducting such 
expenditures in the taxpayer’s income 
tax return for the first taxable year 
ending after September 12, 1966, for 
which the taxpayer desires to deduct 
exploration expenditures which are 
paid or incurred by him during such 
taxable year and after September 12, 
1966. This election may be exercised by 
deducting such expenditures either in 

the taxpayer’s return for such taxable 
year or in an amended return filed be-
fore the expiration of the period for fil-
ing a claim for credit or refund of in-
come tax for such taxable year. Where 
the election is made in an amended re-
turn for a taxable year prior to the 
most recent year for which the tax-
payer has filed a return, the taxpayer 
shall file amended income tax returns, 
reflecting any increase or decrease in 
tax attributable to the election, for all 
taxable years affected by the election. 
See section 617(a)(2)(C) for provisions 
relating to the tolling of the statute of 
limitations for the assessment of any 
deficiency for any taxable year, to the 
extent the deficiency is attributable to 
an election under section 617(a). In ap-
plying the election to the years af-
fected there shall be taken into ac-
count the effect that any adjustments 
resulting from the election shall have 
on other items affected thereby, such 
as the deduction for charitable con-
tributions, the foreign tax credit, net 
operating loss and other deductions or 
credits the amount of which is limited 
by the taxpayer’s taxable income, and 
the effect that adjustments of any such 
items have on other taxable years. 
Amended returns filed for taxable 
years subsequent to the taxable year 
for which the election under section 
617(a) is made by amended return shall 
apply the recapture provisions of sub-
sections (b)(1)(B), (c), and (d) of section 
617. 

(2) Election to deduct under section 
615—(i) General rule. The election to de-
duct exploration expenditures under 
section 615 shall be made in a state-
ment filed with the district director, or 
director of the regional service center, 
with whom the taxpayer’s income tax 
return is required to be filed. If the 
election is made within the time period 
prescribed for filing an income tax re-
turn (including extensions thereof) for 
the first taxable year ending after Sep-
tember 12, 1966, during which the tax-
payer pays or incurs expenditures 
which are within the scope of section 
615 and which are paid or incurred by 
him after September 12, 1966, this 
statement shall be attached to the tax-
payer’s income tax return for such tax-
able year. If the election is made after 
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the time prescribed for filing such re-
turn but before the expiration of the 
period (described in paragraph (d)(1) of 
this section) for making the election 
under section 615(e), the statement 
must be signed by the taxpayer or his 
authorized representative. The state-
ment shall be filed even though the 
taxpayer charges to capital account all 
such expenditures paid or incurred by 
him during such taxable year after 
such date. The statement shall clearly 
indicate that the taxpayer elects to 
have section 615 apply to all amounts 
deducted by him with respect to min-
ing exploration expenditures paid or in-
curred after September 12, 1966. If the 
taxpayer desires, he may file this 
statement by attaching it to his return 
for a taxable year prior to the first tax-
able year ending after September 12, 
1966, in which he pays or incurs mining 
exploration expenditures. Except as 
provided, in subdivision (ii) of this sub-
paragraph, if the taxpayer does not file 
such a statement within the period pre-
scribed by section 615(e) and paragraph 
(d)(1) of this section, any amounts de-
ducted by him with respect to explo-
ration expenditures paid or incurred by 
him after September 12, 1966, will be 
deemed to have been deducted pursuant 
to an election under section 617(a). 

(ii) Exception. The last sentence of 
subdivision (i) of this subparagraph 
shall not apply if all mining explo-
ration expenditures which are paid or 
incurred by the taxpayer after Sep-
tember 12, 1966, and which are deducted 
by him in his income tax return for the 
first taxable year ending after Sep-
tember 12, 1966, during which he pays 
or incurs such expenditures are outside 
the scope of section 617(a). For exam-
ple, assume that, in his return for his 
first taxable year ending after Sep-
tember 12, 1966, a taxpayer deducts 
mining exploration expenditures paid 
or incurred after September 12, 1966, 
and does not attach to his return the 
statement described in subdivision (i) 
of this subparagraph. However, all of 
the exploration expenditures paid or 
incurred by the taxpayer after Sep-
tember 12, 1966, and before the end of 
the taxable year were paid or incurred 
with respect to minerals located nei-
ther in the United States nor on the 
Outer Continental Shelf. The taxpayer 

will be deemed to have made an elec-
tion under section 615(e) by deducting 
all or part of those expenditures as ex-
penses in his income tax return. 

(b) Information to be furnished. A tax-
payer who makes or has made an elec-
tion under either section 615(e) or sec-
tion 617(a) to deduct expenditures paid 
or incurred after September 12, 1966, 
shall indicate clearly on his income tax 
return for each taxable year for which 
he deducts any such expenditures the 
amount of the deduction claimed under 
section 615 (a) or (b) or section 617(a) 
with respect to each property or area 
of interest. Such property or area of in-
terest shall be identified by a descrip-
tion sufficiently adequate to permit 
application of the recapture rules of 
section 617 (b), (c), and (d) and the rules 
of section 615(g) (relating to effect of 
transfer of mineral property). 

(c) Effect of election. A taxpayer who 
has made an election under section 
615(e) may never make an election 
under section 617(a) unless, within the 
period set forth in section 615(e) and 
paragraph (b)(1) of § 15.1–2, he revokes 
his election under section 615(e). A tax-
payer who has made an election under 
section 617(a) may never make an elec-
tion under section 615(e) unless, within 
the period set forth in section 615(e) 
and paragraph (b)(1) of § 15.1–2, he re-
vokes his election under section 617(a). 
A taxpayer who has made, and has not 
revoked, an election under section 
617(a) may not, in his return for the 
taxable year for which the election is 
made or for any subsequent taxable 
year, charge to capital account any ex-
penditures which are within the scope 
of section 617(a), and he must deduct 
all such expenditures as expenses. Ex-
cept as provided in paragraph (a)(2) of 
§ 1.615–2 of this chapter (Income Tax 
Regulations), a taxpayer who makes an 
election under 615(e) may not change 
his treatment of exploration expendi-
tures deducted, deferred, or capitalized 
pursuant to such election unless he re-
vokes the election made under section 
615(e). 

(d) Time for making election—(1) Elec-
tion under section 615(e). A taxpayer 
may not make an election under sec-
tion 615(e) after the expiration of the 3- 
year period beginning with the date 
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prescribed by section 6072 or other pro-
vision of law for filing the taxpayer’s 
income tax return for the first taxable 
year ending after September 12, 1966, in 
which the taxpayer pays or incurs ex-
penditures to which section 615(a) 
would apply if an election were made 
under section 615(e). This 3-year period 
shall be determined without regard to 
any extension of time for filing the 
taxpayer’s income tax return. An elec-
tion under section 615(e) may not be 
made after the expiration of the 3-year 
period even though the taxpayer 
charged to capital account, or erro-
neously deducted as development ex-
penditures under section 616, all mine 
exploration expenditures paid or in-
curred by him after September 12, 1966, 
and before the end of his first taxable 
year ending after September 12, 1966, in 
which he paid or incurred such expendi-
tures. 

(2) Election under section 617(a). The 
election under section 617(a) may be 
made at any time before the expiration 
of the period prescribed for filing a 
claim for credit or refund of the tax 
imposed by chapter 1 for the first tax-
able year for which the taxpayer de-
sires to deduct exploration expendi-
tures under section 617. 

(3) Timely mailing treated as timely fil-
ing. Section 7502 (relating to timely 
mailing treated as timely filing) shall 
apply in determining the date when an 
election under either section 615(e) or 
section 617(a) is made. 

§ 15.1–2 Revocation of election to de-
duct. 

(a) Manner of revoking election. A tax-
payer may revoke an election made by 
him under section 615(e) or section 
617(a) by filing with the internal rev-
enue officer with whom the taxpayer’s 
income tax return is required to be 
filed, within the periods set forth in 
paragraph (b) of this section, a state-
ment, signed by the taxpayer or his au-
thorized representative, which sets 
forth that the taxpayer is revoking the 
election previously made by him with 
respect to the deduction of mining ex-
ploration expenditures paid or incurred 
after September 12, 1966, and states 
with whom the document making the 
election was filed. A taxpayer revoking 
such an election shall file amended in-

come tax returns, reflecting any in-
crease or decrease in tax attributable 
to the revocation of election, for all 
taxable years affected by the revoca-
tion of election. See section 617(a)(2)(C) 
for provisions relating to the tolling of 
the statute of limitations for the as-
sessment of any deficiency for any tax-
able year, to the extent the deficiency 
is attributable to an election or revoca-
tion of election under section 617(a). In 
applying the revocation of an election 
to the years affected there shall be 
taken into account the effect that any 
adjustments resulting from the revoca-
tion of election shall have on other 
items affected thereby, such as the de-
duction for charitable contributions, 
the foreign tax credit, net operating 
loss, and other deductions or credits 
the amount of which is limited by the 
taxpayer’s taxable income, and the ef-
fect that adjustments of any such 
items have on other taxable years. 

(b) Time for revoking election—(1) Elec-
tion under section 615(e). An election 
under section 615(e) may be revoked at 
any time before the expiration of the 3- 
year period described in paragraph 
(d)(1) of § 15.1–1. Such an election may 
not be revoked after the expiration of 
the 3-year period. 

(2) Election under section 617(a). An 
election under section 617(a) may be re-
voked before the expiration of the last 
day of the third month following the 
month in which the final regulations 
issued under the authority of section 
617 are published in the FEDERAL REG-
ISTER. After the expiration of this pe-
riod, a taxpayer who has made an elec-
tion under section 617(a) may not re-
voke that election unless he obtains 
the consent of the Secretary or his del-
egate in the manner to be set forth in 
the final regulations under section 617. 

(c) Additional information to be fur-
nished by a transferor of mineral prop-
erty. If, before revoking his election, 
the taxpayer has transferred any min-
eral property with respect to which he 
deducted exploration expenditures paid 
or incurred after September 12, 1966, to 
another person in a transaction as a re-
sult of which the basis of such property 
in the hands of the transferee is deter-
mined by reference to the basis in the 
hands of the transferor, the statement 
submitted pursuant to paragraph (a) of 
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this section shall state that such prop-
erty has been so transferred and shall 
identify the transferee, the property 
transferred, and the date of the trans-
fer. 

§ 15.1–3 Elections as to method of re-
capture. 

(a) In general. If the taxpayer so 
elects with respect to all mines with 
respect to which deductions have been 
allowed under section 617(a) and which 
reach the producing stage during a tax-
able year, he shall include in gross in-
come for the taxable year an amount 
equal to the adjusted exploration ex-
penditures with respect to such mines 
(determined under section 617(f)(1)). 
The amount so included in income 
shall be treated for purposes of Sub-
title A of the Internal Revenue Code as 
expenditures which are paid or in-
curred on the respective dates on which 
the mines reach the producing stage 
and which are properly chargeable to 
capital account. If the taxpayer does 
not make this election for a taxable 
year during which any mine with re-
spect to which deductions have been al-
lowed under section 617(a) reaches the 
producing stage, the deduction for de-
pletion under section 611 with respect 
to the property (whether determined 
under § 1.611–2 of this chapter (Income 
Tax Regulations) or under section 613) 
shall be disallowed until the amount of 
depletion which would be allowable but 
for section 617(b)(1)(B) equals the 
amount of the adjusted exploration ex-
penditures with respect to the mine. 
The fact that a taxpayer does not make 
the election described in the first sen-
tence of this paragraph for a taxable 
year during which mines with respect 
to which deductions have been allowed 
under section 617(a) reach the pro-
ducing stage shall not preclude the tax-
payer from making the election with 
respect to other mines which reach the 
producing stage during a subsequent 
taxable year. However, an election may 
not be made for any taxable year with 
respect to any mines which reached the 
producing stage during a preceding tax-
able year. 

(b) Manner of making elections. A tax-
payer will be considered to have made 
an election in accordance with the 
manner in which the adjusted explo-

ration expenditures with respect to the 
mines reaching the producing stage 
during a taxable year are treated in his 
return for such taxable year. 

(c) Time for making election. The elec-
tion described in paragraph (a) of this 
section may be made, or changed by fil-
ing an amended return, not later than 
the time prescribed by law for filing 
the return (including extensions there-
of) for the taxable year. 

§ 15.1–4 Special rules. 

(a) Taxable years beginning before Sep-
tember 13, 1966, and ending after Sep-
tember 12, 1966—(1) General rule. An elec-
tion made under section 615(e) or sec-
tion 617(a) applies only to expenditures 
paid or incurred after September 12, 
1966. The income tax treatment of ex-
ploration expenditures paid or incurred 
before September 13, 1966, will be deter-
mined in accordance with the provi-
sions of section 615 prior to its amend-
ment by the Act of September 12, 1966 
(Pub. L. 89–570, 80 Stat. 759). If a tax-
payer makes an election under section 
615(e) in his income tax return for a 
taxable year beginning before Sep-
tember 13, 1966, and ending after Sep-
tember 12, 1966, amounts deducted 
under section 615 with respect to ex-
penditures paid or incurred during such 
taxable year but before September 13, 
1966, will be taken into account in de-
termining whether the $100,000 limita-
tion set forth in section 615(a) is 
reached during 1966. Similarly, a tax-
payer making an election under section 
615(e) shall take into account expendi-
tures deducted under section 615 for pe-
riods prior to September 13, 1966, in de-
termining when the $400,000 overall 
limitation set forth in section 615(c) is 
reached. The fact that a taxpayer de-
ducts under section 615 expenditures 
paid or incurred prior to September 13, 
1966, shall not affect his right to make 
an election under section 617(a) to de-
duct under section 617 expenditures 
paid or incurred after September 12, 
1966. 

(2) Allocation in case of inadequate 
records. If a taxpayer pays or incurs ex-
ploration expenditures during a taxable 
year beginning before September 13, 
1966, and ending after September 12, 
1966, but his records as to any mine or 
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property are inadequate to permit a de-
termination of the amount paid or in-
curred during the portion of the year 
ending after September 12, 1966, and 
the amount paid or incurred on or be-
fore such date, the exploration expendi-
tures as to which the records are inad-
equate paid or incurred with respect to 
the mine or property during the tax-
able year shall be allocated to each 
part year (that is, the part occurring 
before September 13, 1966, and the part 
occurring after September 12, 1966) in 
the ratio which the number of days in 
such part year bears the number of 
days in the entire taxable year. For ex-
ample, if the records of a calendar year 
taxpayer for 1966 are inadequate to per-
mit a determination of the amount of 
exploration expenditures paid or in-
curred with respect to a certain mine 
or property after September 12, 1966, 
and the amount paid or incurred before 
September 13, 1966, 255⁄365 of the total 
exploration expenditures paid or in-
curred by the taxpayer with respect to 
the mine or property during 1966 shall 
be allocated to the period beginning 
January 1, 1966, and ending September 
12, 1966, and 110⁄365 of the total explo-
ration expenditures paid or incurred 
with respect to the mine or property 
during 1966 shall be allocated to the pe-
riod beginning September 13, 1966, and 
ending December 31, 1966. 

(3) Partnership elections. With respect 
to exploration expenditures paid or in-
curred by a partnership before Sep-
tember 13, 1966, the option to deduct 
under section 615(a) and the election to 
defer under section 615(b) shall be made 
by the partnership, rather than by the 
individual partners. All elections under 
sections 615(e), 617(a), or 617(b) as to 
the tax treatment of a partner’s dis-
tributive share of exploration expendi-
tures paid or incurred by any partner-
ship of which he is a member shall be 
made by the individual partner, rather 
than by the partnership. 

(b) Effect of transfer of mineral prop-
erty. The binding effect of a taxpayer’s 
election under section 615(e) shall not 
be affected by his receiving property 
with respect to which deductions have 
been allowed under section 617(a). The 
binding effect of a taxpayer’s election 
under section 617(a) shall not be af-
fected by his receiving property with 

respect to which deductions have been 
allowed under section 615 pursuant to 
an election made under section 615(e). 
However, see section 615(g)(2) for rules 
under which amounts deducted under 
section 615 by a transferor may be sub-
ject to recapture in the hands of a 
transferee who has made an election 
under section 617(a). 

PART 15a—TEMPORARY INCOME 
TAX REGULATIONS UNDER THE 
INSTALLMENT SALES REVISION 
ACT 

Sec. 
15a.453–0 Taxable years affected. 
15a.453–1 Installment method reporting for 

sales of real property and casual sales of 
personal property. 

15a.453–2 Installment obligations received 
as liquidating distribution. [Reserved] 

AUTHORITY: 26 U.S.C. 453(i) and 7805. 

§ 15a.453–0 Taxable years affected. 

(a) In general. Except as otherwise 
provided, the provisions of § 15a.453–1 
(a) through (e) generally apply to in-
stallment method reporting for sales of 
real property and casual sales of per-
sonal property occurring after October 
19, 1980. See 26 CFR § 1.453–1 (rev. as of 
April 1, 1980) for the provisions relating 
to installment method reporting for 
sales of real property and casual sales 
before October 20, 1980 (except as pro-
vided in paragraph (b) of this section) 
and for provisions relating to install-
ment sales by dealers in personal prop-
erty occurring before October 20, 1980. 

(b) Certain limitations. The provisions 
of prior law (section 453(b) of the Inter-
nal Revenue Code of 1954, in effect as of 
October 18, 1980) which required that 
the buyer receive no more than 30 per-
cent of the selling price in the taxable 
year of the installment sale and that at 
least two payments be received shall 
not apply to reporting for casual in-
stallment sales of personal property 
and installment sales of real property 
occurring in a taxable year ending 
after October 19, 1980. 

[T.D. 7768, 46 FR 10709, Feb. 4, 1981; 46 FR 
43036, Aug. 26, 1981] 
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§ 15a.453–1 Installment method report-
ing for sales of real property and 
casual sales of personal property. 

(a) In general. Unless the taxpayer 
otherwise elects in the manner pre-
scribed in paragraph (d)(3) of this sec-
tion, income from a sale of real prop-
erty or a casual sale of personal prop-
erty, where any payment is to be re-
ceived in a taxable year after the year 
of sale, is to be reported on the install-
ment method. 

(b) Installment sale defined—(1) In gen-
eral. The term ‘‘installment sale’’ 
means a disposition of property (except 
as provided in paragraph (b)(4) of this 
section) where at least one payment is 
to be received after the close of the 
taxable year in which the disposition 
occurs. The term ‘‘installment sale’’ 
includes dispositions from which pay-
ment is to be received in a lump sum in 
a taxable year subsequent to the year 
of sale. For purposes of this paragraph, 
the taxable year in which payments are 
to be received is to be determined with-
out regard to section 453(e) (relating to 
related party sales), section (f)(3) (re-
lating to the definition of a ‘‘pay-
ment’’) and section (g) (relating to 
sales of depreciable property to a 
spouse or 80-percent-owned entity). 

(2) Installment method defined—(i) In 
general. Under the installment method, 
the amount of any payment which is 
income to the taxpayer is that portion 
of the installment payment received in 
that year which the gross profit real-
ized or to be realized bears to the total 
contract price (the ‘‘gross profit 
ratio’’). See paragraph (c) of this sec-
tion for rules describing installment 
method reporting of contingent pay-
ment sales. 

(ii) Selling price defined. The term 
‘‘selling price’’ means the gross selling 
price without reduction to reflect any 
existing mortgage or other encum-
brance on the property (whether as-
sumed or taken subject to by the 
buyer) and, for installment sales in 
taxable years ending after October 19, 
1980, without reduction to reflect any 
selling expenses. Neither interest, 
whether stated or unstated, nor origi-
nal issue discount is considered to be a 
part of the selling price. See paragraph 
(c) of this section for rules describing 

installment method reporting of con-
tingent payment sales. 

(iii) Contract price defined. The term 
‘‘contract price’’ means the total con-
tract price equal to selling price re-
duced by that portion of any qualifying 
indebtedness (as defined in paragraph 
(b)(2)(iv) of this section), assumed or 
taken subject to by the buyer, which 
does not exceed the seller’s basis in the 
property (adjusted, for installment 
sales in taxable years ending after Oc-
tober 19, 1980, to reflect commissions 
and other selling expenses as provided 
in paragraph (b)(2)(v) of this section). 
See paragraph (c) of this section for 
rules describing installment method 
reporting of contingent payment sales. 

(iv) Qualifying indebtedness. The term 
‘‘qualifying indebtedness’’ means a 
mortgage or other indebtedness encum-
bering the property and indebtedness, 
not secured by the property but in-
curred or assumed by the purchaser in-
cident to the purchaser’s acquisition, 
holding, or operation in the ordinary 
course of business or investment, of the 
property. The term ‘‘qualifying indebt-
edness’’ does not include an obligation 
of the taxpayer incurred incident to 
the disposition of the property (e.g., 
legal fees relating to the taxpayer’s 
sale of the property) or an obligation 
functionally unrelated to the acquisi-
tion, holding, or operating of the prop-
erty (e.g., the taxpayer’s medical bill). 
Any obligation created subsequent to 
the taxpayer’s acquisition of the prop-
erty and incurred or assumed by the 
taxpayer or placed as an encumbrance 
on the property in contemplation of 
disposition of the property is not quali-
fying indebtedness if the arrangement 
results in accelerating recovery of the 
taxpayer’s basis in the installment 
sale. 

(v) Gross profit defined. The term 
‘‘gross profit’’ means the selling price 
less the adjusted basis as defined in 
section 1011 and the regulations there-
under. For sales in taxable years end-
ing after October 19, 1980, in the case of 
sales of real property by a person other 
than a dealer and casual sales of per-
sonal property, commissions and other 
selling expenses shall be added to basis 
for purposes of determining the propor-
tion of payments which is gross profit 
attributable to the disposition. Such 
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additions to basis will not be deemed to 
affect the taxpayer’s holding period in 
the transferred property. 

(3) Payment—(i) In general. Except as 
provided in paragraph (e) of this sec-
tion (relating to purchaser evidences of 
indebtedness payable on demand or 
readily tradable), the term ‘‘payment’’ 
does not include the receipt of evi-
dences of indebtedness of the person ac-
quiring the property (‘‘installment ob-
ligation’’), whether or not payment of 
such indebtedness is guaranteed by a 
third party (including a government 
agency). For special rules regarding 
the receipt of an evidence of indebted-
ness of a transferee of a qualified inter-
mediary, see §§ 1.1031(b)–2(b) and 
1.1031(k)–1(j)(2)(iii) of this chapter. A 
standby letter of credit (as defined in 
paragraph (b)(3)(iii) of this section) 
shall be treated as a third party guar-
antee. Payments include amounts ac-
tually or constructively received in the 
taxable year under an installment obli-
gation. For a special rule regarding a 
transfer of property to a qualified 
intermediary followed by the sale of 
such property by the qualified inter-
mediary, see § 1.1031(k)–1(j)(2)(ii) of this 
chapter. Receipt of an evidence of in-
debtedness which is secured directly or 
indirectly by cash or a cash equivalent, 
such as a bank certificate of deposit or 
a treasury note, will be treated as the 
receipt of payment. For a special rule 
regarding a transfer of property in ex-
change for an obligation that is se-
cured by cash or a cash equivalent held 
in a qualified escrow account or a 
qualified trust, see § 1.1031(k)–1(j)(2)(i) 
of this chapter. Payment may be re-
ceived in cash or other property, in-
cluding foreign currency, marketable 
securities, and evidences or indebted-
ness which are payable on demand or 
readily tradable. However, for special 
rules relating to the receipt of certain 
property with respect to which gain is 
not recognized, see paragraph (f) of this 
section (relating to transactions de-
scribed in sections 351, 356(a) and 1031). 
Except as provided in § 15a.453–2 of 
these regulations (relating to distribu-
tions of installment obligations in cor-
porate liquidations described in section 
337), payment includes receipt of an 
evidence of indebtedness of a person 
other than the person acquiring the 

property from the taxpayer. For pur-
poses of determining the amount of 
payment received in the taxable year, 
the amount of qualifying indebtedness 
(as defined in paragraph (b)(2)(iv) of 
this section) assumed or taken subject 
to by the person acquiring the property 
shall be included only to the extent 
that it exceeds the basis of the prop-
erty (determined after adjustment to 
reflect selling expenses). For purposes 
of the preceding sentence, an arrange-
ment under which the taxpayer’s liabil-
ity on qualifying indebtedness is elimi-
nated incident to the disposition (e.g., 
a novation) shall be treated as an as-
sumption of the qualifying indebted-
ness. If the taxpayer sells property to a 
creditor of the taxpayer and indebted-
ness of the taxpayer is cancelled in 
consideration of the sale, such can-
cellation shall be treated as payment. 
To the extent that cancellation is not 
in consideration of the sale, see §§ 1.61– 
12(b)(1) and 1.1001–2(a)(2) relating to 
discharges of indebtedness. If the tax-
payer sells property which is encum-
bered by a mortgage or other indebted-
ness on which the taxpayer is not per-
sonally liable, and the person acquiring 
the property is the obligee, the tax-
payer shall be treated as having re-
ceived payment in the amount of such 
indebtedness. 

(ii) Wrap-around mortgage. This para-
graph (b)(3)(ii) shall apply generally to 
any installment sale after March 4, 1981 
unless the installment sale was com-
pleted before June 1, 1981 pursuant to a 
written obligation binding on the seller 
that was executed on or before March 
4, 1981. A ‘‘wrap-around mortgage’’ 
means an agreement in which the 
buyer initially does not assume and 
purportedly does not take subject to 
part or all of the mortgage or other in-
debtedness encumbering the property 
(‘‘wrapped indebtedness’’) and, instead, 
the buyer issues to the seller an in-
stallment obligation the principal 
amount of which reflects such wrapped 
indebtedness. Ordinarily, the seller will 
use payments received on the install-
ment obligation to service the wrapped 
indebtedness. The wrapped indebted-
ness shall be deemed to have been 
taken subject to even though title to 
the property has not passed in the year 
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of sale and even though the seller re-
mains liable for payments on the 
wrapped indebtedness. In the hands of 
the seller, the wrap-around installment 
obligation shall have a basis equal to 
the seller’s basis in the property which 
was the subject of the installment sale, 
increased by the amount of gain recog-
nized in the year of sale, and decreased 
by the amount of cash and the fair 
market value of other nonqualifying 
property received in the year of sale. 
For purposes of this paragraph 
(b)(3)(ii), the amount of any indebted-
ness assumed or taken subject to by 
the buyer (other than wrapped indebt-
edness) is to be treated as cash received 
by the seller in the year of sale. There-
fore, except as otherwise required by 
section 483 or 1232, the gross profit 
ratio with respect to the wrap-around 
installment obligation is a fraction, 
the numerator of which is the face 
value of the obligation less the tax-
payer’s basis in the obligation and the 
denominator of which is the face value 
of the obligation. 

(iii) Standby letter of credit. The term 
‘‘standby letter of credit’’ means a non- 
negotiable, non-transferable (except to-
gether with the evidence of indebted-
ness which it secures) letter of credit, 
issued by a bank or other financial in-
stitution, which serves as a guarantee 
of the evidence of indebtedness which 
is secured by the letter of credit. 
Whether or not the letter of credit ex-
plicitly states it is non-negotiable and 
nontransferable, it will be treated as 
non-negotiable and nontransferable if 
applicable local law so provides. The 
mere right of the secured party (under 
applicable local law) to transfer the 
proceeds of a letter of credit shall be 
disregarded in determining whether the 
instrument qualifies as a standby let-
ter of credit. A letter of credit is not a 
standby letter of credit if it may be 
drawn upon in the absence of default in 
payment of the underlying evidence of 
indebtedness. 

(4) Exceptions. The term ‘‘installment 
sale’’ does not include, and the provi-
sions of section 453 do not apply to, dis-
positions of personal property on the 
installment plan by a person who regu-
larly sells or otherwise disposes of per-
sonal property on the installment plan, 
or to dispositions of personal property 

of a kind which is required to be in-
cluded in the inventory of the taxpayer 
if on hand at the close of the taxable 
year. See section 453A and the regula-
tions thereunder for rules relating to 
installment sales by dealers in personal 
property. A dealer in real property or a 
farmer who is not required under his 
method of accounting to maintain in-
ventories may report the gain on the 
installment method under section 453. 

(5) Examples. The following examples 
illustrate installment method report-
ing under this section: 

Example (1). In 1980, A, a calendar year tax-
payer, sells Blackacre, an unencumbered 
capital asset in A’s hands, to B for $100,000: 
$10,000 down and the remainder payable in 
equal annual installments over the next 9 
years, together with adequate stated inter-
est. A’s basis in Blackacre, exclusive of sell-
ing expenses, is $38,000. Selling expenses paid 
by A are $2,000. Therefore, the gross profit is 
$60,000 ($100,000 selling price¥$40,000 basis in-
clusive of selling expenses). The gross profit 
ratio is 3⁄5 (gross profit of $60,000 divided by 
$100,000 contract price). Accordingly, $6,000 3⁄5 
of $10,000) of each $10,000 payment received is 
gain attributable to the sale and $4,000 
($10,000¥$6,000) is recovery of basis. The in-
terest received in addition to principal is or-
dinary income to A. 

Example (2). C sells Whiteacre to D for a 
selling price of $160,000. Whiteacre is encum-
bered by a longstanding mortgage in the 
principal amount of $60,000. D will assume or 
take subject to the $60,000 mortgage and pay 
the remaining $100,000 in 10 equal annual in-
stallments together with adequate stated in-
terest. C’s basis in Whiteacre is $90,000. 
There are no selling expenses. The contract 
price is $100,000, the $160,000 selling price re-
duced by the mortgage of $60,000 assumed or 
taken subject to. Gross profit is $70,000 
($160,000 selling price less C’s basis of $90,000). 
C’s gross profit ratio is 7⁄10 (gross profit of 
$70,000 divided by $100,000 contract price). 
Thus, $7,000 (7⁄10 of $10,000) of each $10,000 an-
nual payment is gain attributable to the 
sale, and $3,000 ($10,000¥$7,000) is recovery of 
basis. 

Example (3). The facts are the same as in 
example (2), except that C’s basis in the land 
is $40,000. In the year of the sale C is deemed 
to have received payment of $20,000 
($60,000¥$40,000, the amount by which the 
mortgage D assumed or took subject to ex-
ceeds C’s basis). Since basis is fully recov-
ered in the year of sale, the gross profit ratio 
is 1 ($120,000/$120,000) and C will report 100% 
of the $20,000 deemed payment in the year of 
sale and each $10,000 annual payment as gain 
attributable to the sale. 
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Example (4). E sells Blackacre, an 
unencumbered capital gain property in E’s 
hands, to F on January 2, 1981. F makes a 
cash down payment of $500,000 and issues a 
note to E obliging F to pay an additional 
$500,000 on the fifth anniversary date. The 
note does not require a payment of interest. 
In determining selling price, section 483 will 
apply to recharacterize as interest a portion 
of the $500,000 future payment. Assume that 
under section 483 and the applicable regula-
tions $193,045 is treated as total unstated in-
terest, and the selling price is $806,955 ($1 
million less unstated interest). Assuming E’s 
basis (including selling expenses) in 
Blackacre is $200,000) gross profit is $606,955 
($806,955¥$200,000) and the gross profit ratio 
is 75.21547%. Accordingly, of the $500,000 cash 
down payment received by E in 1981, $376,077 
(75.21547% of $500,000) is gain attributable to 
the sale and $123,923 is recovery of basis 
($500,000¥$376,077). 

Example (5). In 1982, G sells to H Blackacre, 
which is encumbered by a first mortgage 
with a principal amount of $500,000 and a sec-
ond mortgage with a principal amount of 
$400,000, for a selling price of $2 million. G’s 
basis in Blackacre is $700,000. Under the 
agreement between G and H, passage of title 
is deferred and H does not assume and pur-
portedly does not take subject to either 
mortgage in the year of sale. H pays G 
$200,000 in cash and issues a wrap-around 
mortgage note with a principal amount of 
$1,800,000 bearing adequate stated interest. H 
is deemed to have acquired Blackacre sub-
ject to the first and second mortgages 
(wrapped indebtedness) totalling $900,000. 
The contract price is $1,300,000 (selling price 
of $2 million less $700,000 mortgages within 
the seller’s basis assumed or taken subject 
to). Gross profit is also $1,300,000 (selling 
price of $2 million less $700,000 basis). Ac-
cordingly in the year of sale, the gross profit 
ratio is 1 ($1,300,000/$1,300,000). Payment in 
the year of sale is $400,000 ($200,000 cash re-
ceived plus $200,000 mortgage in excess of 
basis ($900,000¥$700,000)). Therefore, G recog-
nizes $400,000 gain in the year of sale 
($400,000×1). In the hands of G the wrap- 
around installment obligation has a basis of 
$900,000, equal to G’s basis in Blackacre 
($700,000) increased by the gain recognized by 
G in the year of sale ($400,000) reduced by the 
cash received by G in the year of sale 
($200,000). G’s gross profit with respect to the 
note is $900,000 ($1,800,000 face amount less 
$900,000 basis in the note) and G’s contract 
price with respect to the note is its face 
amount of $1,800,000. Therefore, the gross 
profit ratio with respect to the note is 1⁄2 
($900,000/$1,800,000). 

Example (6). The facts are the same as ex-
ample (5) except that under the terms of the 
agreement H assumes the $500,000 first mort-
gage on Blackacre. H does not assume and 
purportedly does not take subject to the 

$400,000 second mortgage on Blackacre. The 
wrap-around installment obligation issued 
by H to G has a face amount of $1,300,000. The 
tax results in the year of sale to G are the 
same as example (5) ($400,000 payment re-
ceived and gain recognized). In the hands of 
G, basis in the wrap-around installment obli-
gation is $400,000 ($700,000 basis in Blackacre 
plus $400,000 gain recognized in the year of 
sale minus $700,000 ($200,000 cash received and 
$500,000 treated as cash received as a result 
of H’s assumption of the first mortgage)). G’s 
gross profit with respect to the note is 
$900,000 ($1,300,000 face amount of the wrap- 
around installment obligation less $400,000 
basis in that note) and G’s contract price 
with respect to the note is its face value of 
$1,300,000. Therefore, the gross profit ratio 
with respect to the note is 9⁄13 ($900,000/ 
$1,300,000). 

Example (7). A sells the stock of X corpora-
tion to B for a $1 million installment obliga-
tion payable in equal annual installments 
over the next 10 years with adequate stated 
interest. The installment obligation is se-
cured by a standby letter of credit (within 
the meaning of paragraph (b)(3)(iii) of this 
section) issued by M bank. Under the agree-
ment between B and M bank, B is required to 
maintain a compensating balance in an ac-
count B maintains with M bank and is re-
quired by the M bank to post additional col-
lateral, which may include cash or a cash 
equivalent, with M bank. Under neither the 
standby letter of credit nor any other agree-
ment or arrangement is A granted a direct 
lien upon or other security interest in such 
cash or cash equivalent collateral. Receipt of 
B’s installment obligation secured by the 
standby letter of credit will not be treated as 
the receipt of payment by A. 

Example (8). The facts are the same as in 
example (7) except that the standby letter of 
credit is in the drawable sum of $600,000. To 
secure fully its $1 million note issued to A, B 
deposits in escrow $400,000 in cash and Treas-
ury bills. Under the escrow agreement, upon 
default in payment of the note A may look 
directly to the escrowed collateral. Receipt 
of B’s installment obligation will be treated 
as the receipt payment by A in the sum of 
$400,000. 

(c) Contingent payment sales—(1) In 
general. Unless the taxpayer otherwise 
elects in the manner prescribed in 
paragraph (d)(3) of this section, contin-
gent payment sales are to be reported 
on the installment method. As used in 
this section, the term ‘‘contingent pay-
ment sale’’ means a sale or other dis-
position of property in which the ag-
gregate selling price cannot be deter-
mined by the close of the taxable year 
in which such sale or other disposition 
occurs. 
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The term ‘‘contingent payment sale’’ 
does not include transactions with re-
spect to which the installment obliga-
tion represents, under applicable prin-
ciples of tax law, a retained interest in 
the property which is the subject of the 
transaction, an interest in a joint ven-
ture or a partnership, an equity inter-
est in a corporation or similar trans-
actions, regardless of the existence of a 
stated maximum selling price or a 
fixed payment term. See paragraph 
(c)(8) of this section, describing the ex-
tent to which the regulations under 
section 385 apply to the determination 
of whether an installment obligation 
represents an equity interest in a cor-
poration. 
This paragraph prescribes the rules to 
be applied in allocating the taxpayer’s 
basis (including selling expenses except 
for selling expenses of dealers in real 
estate) to payments received and to be 
received in a contingent payment sale. 
The rules are designed appropriately to 
distinguish contingent payment sales 
for which a maximum selling price is 
determinable, sales for which a max-
imum selling price is not determinable 
but the time over which payments will 
be received is determinable, and sales 
for which neither a maximum selling 
price nor a definite payment term is 
determinable. In addition, rules are 
prescribed under which, in appropriate 
circumstances, the taxpayer will be 
permitted to recover basis under an in-
come forecast computation. 

(2) Stated maximum selling price—(i) In 
general. (A) contingent payment sale 
will be treated as having a stated max-
imum selling price if, under the terms 
of the agreement, the maximum 
amount of sale proceeds that may be 
received by the taxpayer can be deter-
mined as of the end of the taxable year 
in which the sale or other disposition 
occurs. The stated maximum selling 
price shall be determined by assuming 
that all of the contingencies con-
templated by the agreement are met or 
otherwise resolved in a manner that 
will maximize the selling price and ac-
celerate payments to the earliest date 
or dates permitted under the agree-
ment. Except as provided in paragraph 
(c)(2)(ii) and (7) of this section (relating 
to certain payment recomputations), 
the taxpayer’s basis shall be allocated 

to payments received and to be re-
ceived under a stated maximum selling 
price agreement by treating the stated 
maximum selling price as the selling 
price for purposes of paragraph (b) of 
this section. The stated maximum sell-
ing price, as initially determined, shall 
thereafter be treated as the selling 
price unless and until that maximum 
amount is reduced, whether pursuant 
to the terms of the original agreement, 
by subsequent amendment, by applica-
tion of the payment recharacterization 
rule (discribed in paragraph (c)(2)(ii) of 
this section), or by a subsequent 
supervening event such as bankruptcy 
of the obligor. When the maximum 
amount is subsequently reduced, the 
gross profit ratio will be recomputed 
with respect to payments received in or 
after the taxable year in which an 
event requiring reduction occurs. If, 
however, application of the foregoing 
rules in a particular case would sub-
stantially and inappropriately accel-
erate or defer recovery of the tax-
payer’s basis, a special rule will apply. 
See paragraph (c)(7) of this section. 

(B) The following examples illustrate 
the provisions of paragraph (e)(2)(i) of 
this section. In each example, it is as-
sumed that application of the rules il-
lustrated will not substantially and in-
appropriately defer or accelerate recov-
ery of the taxpayer’s basis. 

Example (1). A sells all of the stock of X 
corporation to B for $100,000 payable at clos-
ing plus an amount equal to 5% of the net 
profits of X for each of the next nine years, 
the contingent payments to be made annu-
ally together with adequate stated interest. 
The agreement provides that the maximum 
amount A may receive, inclusive of the 
$100,000 down payment but exclusive of inter-
est, shall be $2,000,000. A’s basis in the stock 
of X inclusive of selling expenses, is $200,000. 
Selling price and contract price are consid-
ered to be $2,000,000. Gross profit is $1,800,000, 
and the gross profit ratio is 9/10 ($1,800,000/ 
$2,000,000). Accordingly, of the $100,000 re-
ceived by A in the year of sale, $90,000 is re-
portable as gain attributable to the sale and 
$10,000 is recovery of basis. 

Example (2). C owns Blackacre which is en-
cumbered by a long-standing mortgage of 
$100,000. On January 15, 1981, C sells 
Blackacre to D under the following payment 
arrangement: $100,000 in cash on closing; 
nine equal annual installment payments of 
$100,000 commencing January 15, 1982; and 
nine annual payments (the first to be made 
on March 30, 1982) equal to 5% of the gross 
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annual rental receipts from Blackacre gen-
erated during the preceding calendar year. 
The agreement provides that each deferred 
payment shall be accompanied by a payment 
of interest calculated at the rate of 12% per 
annum and that the maximum amount pay-
able to C under the agreement (exclusive of 
interest) shall be $2,100,000. The agreement 
also specifies that D will assume the long- 
standing mortgage. C’s basis (inclusive of 
selling expenses) in Blackacre is $300,000. Ac-
cordingly, selling price is $2,100,000 and con-
tract price is $2,000,000 (selling price of 
$2,100,000 less the $100,000 mortgage). The 
gross profit ratio is 9/10 (gross profit of 
$1,800,000 divided by $2,000,000 contract price). 
Of the $100,000 cash payment received by C in 
1981, $90,000 is gain attributable to the sale of 
Blackacre and $10,000 is recovery of basis. 

(ii) Certain interest recomputations. 
When interest is stated in the contin-
gent price sale agreement at a rate 
equal to or greater than the applicable 
prescribed test rate referred to in 
§ 1.483–1(d)(1)(ii) and such stated inter-
est is payable in addition to the 
amounts otherwise payable under the 
agreement, such stated interest is not 
considered a part of the selling price. 
In other circumstances (i.e., section 483 
is applicable because no interest is 
stated or interest is stated below the 
applicable test rate, or interest is stat-
ed under a payment recharacterization 
provision of the sale agreement), the 
special rule set forth in this (ii) shall 
be applied in the initial computation 
and subsequent recomputations of sell-
ing price, contract price, and gross 
profit ratio. The special rule is referred 
to in this section as the ‘‘price-interest 
recomputation rule.’’ As used in this 
section, the term ‘‘payment re-
characterization’’ refers to a contrac-
tual arrangement under which a com-
puted amount otherwise payable as 
part of the selling price is denominated 
an interest payment. The amount of 
unstated interest determined under 
section 483 or (if section 483 is inappli-
cable in the particular case) the 
amount of interest determined under a 
payment recharacterization arrange-
ment is collectively referred to in this 
section as ‘‘internal interest’’ amounts. 
The price-interest recomputation rule 
is applicable to any stated maximum 
selling price agreement which con-
templates receipt of internal interest 
by the taxpayer. Under the rule, stated 
maximum selling price will be deter-

mined as of the end of the taxpayer’s 
taxable year in which the sale or other 
disposition occurs, taking into account 
all events which have occurred and are 
subject to prompt subsequent calcula-
tion and verification and assuming 
that all amounts that may become 
payable under the agreement will be 
paid on the earliest date or dates per-
mitted under the agreement. With re-
spect to the year of sale, the amount (if 
any) of internal interest then shall be 
determined taking account of the re-
spective components of that calcula-
tion. The maximum amount initially 
calculated, minus the internal interest 
so determined, is the initial stated 
maximum selling price under the price- 
interest recomputation rule. For each 
subsequent taxable year, stated max-
imum selling price (and thus selling 
price, contract price, and gross profit 
ratio) shall be recomputed, taking into 
account all events which have occurred 
and are subject to prompt subsequent 
calculation and verification and as-
suming that all amounts that may be-
come payable under the agreement will 
be paid on the earliest date or dates 
permitted under the agreement. The 
redetermined gross profit ratio, ad-
justed to reflect payments received and 
gain recognized in prior taxable years, 
shall be applied to payments received 
in that taxable year. 

(iii) Examples. The following exam-
ples illustrate installment method re-
porting of a contingent payment sale 
under which there is a stated max-
imum selling price. In each example, it 
is assumed that application of the rules 
described will not substantially and in-
appropriately defer or accelerate recov-
ery of the taxpayer’s basis. 

Example (1). A owns all of the stock of X 
corporation with a basis to A of $20 million. 
On July 1, 1981, A sells the stock of X to B 
under an agreement calling for fifteen an-
nual payments respectively equal to 5% of 
the net profits of X earned in the imme-
diately preceding fiscal year beginning with 
the fiscal year ending March 31, 1982. Each 
payment is to be made on the following June 
15th, commencing June 15, 1982, together 
with adequate stated interest. The agree-
ment specifies that the maximum amount 
(exclusive of interest) payable to A shall not 
exceed $60 million. Since stated interest is 
payable as an addition to the selling price 
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and the specified rate is not below the sec-
tion 483 test rate, there is no internal inter-
est under the agreement. The stated max-
imum selling price is $60 million. The gross 
profit ratio is 2⁄3 (gross profit of $40 million 
divided by $60 million contract price). Thus, 
if on June 15, 1982, A receives a payment of 
$3 million (exclusive of interest) under the 
agreement, in that year A will report $2 mil-
lion ($3 million × 2⁄3) as gain attributable to 
the sale, and $1 million as recovery of basis. 

Example (2). (i) The facts are the same as in 
example (1) except that the agreement does 
not call for the payment of any stated inter-
est but does provide for an initial cash pay-
ment of $3 million on July 1, 1981. The max-
imum amount payable, including the $3 mil-
lion initial payment, remains $60 million. 
Since section 483 will apply to each payment 
received by A more than one year following 
the date of sale (section 483 is inapplicable to 
the contingent payment that will be received 
on June 15, 1982 since that date is within one 
year following the July 1, 1981 sale date), the 
agreement contemplates internal interest 
and the price-interest recomputation rule is 
applicable. Under the rule, an initial deter-
mination must be made for A’s taxable year 
1981. On December 31, 1981, the last day of the 
taxable year, no events with regard to the 
first fiscal year have occurred which are sub-
ject to prompt subsequent calculation and 
verification because that fiscal year will end 
March 31, 1982. Under the price-interest re-
computation rule, on December 31, 1981 A is 
required to assume that the maximum 
amount subsequently payable under the 
agreement ($57 million, equal to $60 million 
less the $3 million initial cash payment re-
ceived by A in 1981) will be paid on the ear-
liest date permissible under the agreement, 
i.e., on June 15, 1982. Since no part of a pay-
ment received on that date would be treated 
as interest under section 483, the initial stat-
ed maximum selling price, applicable to A’s 
1981 tax calculations, is deemed to be $60 mil-
lion. Thus, the 1981 gross profit ratio is 2⁄3 
and for the taxable year 1981 A will report $2 
million as gain attributable to the sale. 

(ii) The net profits of X for its fiscal year 
ending March 31, 1982 are $120 million. On 
June 15, 1982 A receives a payment from B 
equal to 5% of that amount, or $6 million. On 
December 31, 1982, A knows that the max-
imum amount he may subsequently receive 
under the agreement is $51 million, and A is 
required to assume that this amount will be 
paid to him on the earliest permissible date, 
June 15, 1983. Section 483 does not treat as 
interest any part of the $6 million received 
by A on June 15, 1982, but section 483 will 
treat as unstated interest a computed part of 
the $51 million it is assumed A will receive 
on June 15, 1983. Assuming that under the ta-
bles in the regulations under section 483, it is 
determined that the principal component of 
a payment received more than 21 months but 

less than 27 months after the date of sale is 
considered to be .82270, $41,957,700 of the pre-
sumed $51 million payment will be treated as 
principal. The balance of $9,042,300 is inter-
est. Accordingly, in A’s 1982 tax calculations 
stated maximum selling price will be 
$50,957,700, which amount is equal to the 
stated maximum selling price that was de-
termined in the 1981 tax calculations ($60 
million) reduced by the section 483 interest 
component of the $6 million payment re-
ceived by A in 1982 ($0) and further reduced 
by the section 483 interest component of the 
$51 million presumed payment to be received 
by A on June 15, 1983 ($9,042,300). Similarly, 
in determining gross profit for 1982 tax cal-
culations, the gross profit of $40 million de-
termined in the 1981 tax calculations must be 
reduced by the same section 483 interest 
amounts, yielding a recomputed gross profit 
of $30,957,700 ($40,000,000–$9,042,300). Further, 
since prior to 1982 A received payment under 
the agreement (1981 payment of $3 million of 
which $2 million was profit), the appropriate 
amounts must be subtracted in the 1982 tax 
calculation. The total previously received 
selling price payment of $3 million is sub-
tracted from the recomputed maximum sell-
ing price of $50,957,700, yielding an adjusted 
selling price of $47,957,700. The total pre-
viously recognized gain of $2 million is sub-
tracted from the recomputed maximum 
gross profit of $30,957,700, yielding an ad-
justed gross profit of $28,957,700. The gross 
profit percentage applicable to 1982 tax cal-
culations thus is determined to be 60.38175%, 
equal to the quotient of dividing the ad-
justed gross profit of $28,957,700 by the ad-
justed selling price of $47,957,700. Accord-
ingly, of the $6 million received by A in 1982, 
no part of which is unstated interest under 
section 483, A will report $3,622,905 (60.38175% 
of $6 million) as gain attributable to the sale 
and $2,377,095 ($6,000,000–$3,622,905) as recov-
ery of basis. 

(iii) The net profits of X for its fiscal year 
ending March 31, 1983 are $200 million. On 
June 15, 1983 A receives a payment from B 
equal to $10 million. On December 31, 1983, A 
knows that the maximum amount he may 
subsequently receive under the agreement is 
$41 million, and A is required to assume that 
this amount will be paid to him on the ear-
liest permissible date, June 15, 1984. Assum-
ing that under the tables in the regulations 
under section 483 it is determined that the 
principal component of a payment received 
more than 33 months but less than 39 months 
after the date of sale is .74622, $30,595,020 of 
the presumed $41 million ($51 million–$10 
million) payment will be treated as principal 
and $10,404,980 is interest. Based upon the as-
sumed factor for 21 months but less than 27 
months (.82270) $8,227,000 of the $10 million 
payment is principal and $1,773,000 is inter-
est. Accordingly, in A’s 1983 tax calculations 
stated maximum selling price will be 
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$47,822,020, which amount is equal to the 
stated maximum selling price determined in 
the 1981 calculation ($60 million) reduced by 
the section 483 interest component of the $6 
million 1982 payment ($0), the section 483 in-
terest component of the 1983 payment 
($1,773,000) and by the section 483 interest 
component of the presumed $41 million pay-
ment to be received in 1984 ($10,404,980). The 
recomputed gross profit is $27,822,020 ($40 
million¥$10,404,980¥$1,773,000). The pre-
viously reported payments must be deducted 
for the 1983 calculation. Selling price is re-
duced to $38,822,020 by subtracting the $3 mil-
lion 1981 payment and the $6 million 1982 
payment ($47,822,020–$9 million) and gross 
profit is reduced to $22,199,115 by subtracting 
the 1981 profit of $2 million and the 1982 prof-
it of $3,622,905 ($27,822,020–$5,622,905), yielding 
a gross profit percentage of 57.18176% 
($22,199,115/$38,822,020). Accordingly, of the 
$10 million received in 1983, A will report 
$1,773,000 as interest under section 483, and of 
the remaining principal component of 
$8,227,000, $4,704,343 as gain attributable to 
the sale ($8,227,000×57.18176%) and $3,522,657 
($8,227,000–$4,704,343) as recovery of basis. 

Example (3). The facts are the same as in 
example (2) except that X is a collapsible 
corporation as defined in section 341(b)(1) 
and no limitation or exception under section 
341 (d), (e), or (f) is applicable. Under section 
341(a), all of A’s gain on the sale will be ordi-
nary income. Accordingly, section 483 will 
not apply to treat as interest any part of the 
payments to be received by A under his 
agreement with B. See section 483(f)(3). 
Therefore, the price-interest recomputation 
rule is inapplicable and the tax results to A 
in each year in which payment is received 
will be determined in a manner consistent 
with example (1). 

Example (4). The facts are the same as in 
example (2) (maximum amount payable 
under the agreement $60 million) except that 
the agreement between A and B contains the 
following ‘‘payment recharacterization’’ pro-
vision: 

‘‘Any payment made more than one year 
after the (July 1, 1981) date of sale shall be 
composed of an interest element and a prin-
cipal element, the interest element being 
computed on the principal element at an in-
terest rate of 9% per annum computed from 
the date of sale to the date of payment.’’ 

The results reached in example (2), with re-
spect to the $3 million initial cash payment 
received by A in 1981 remain the same be-
cause, under the payment recharacterization 
formula, no amount received or assumed to 
be received prior to July 1, 1982 is treated as 
interest. The 1982 tax computation method 
described in example (2) is equally applicable 
to the $6 million payment received in 1982. 
However, the adjusted gross profit ratio de-
termined in this example (4) will differ from 

the ratio determined in example (2). The dif-
ference is attributable to the difference be-
tween a 9% stated interest rate calculation 
(in this example (4)) and the compound rate 
of unstated interest required under section 
483 and used in calculating the results in ex-
ample (2). 

Example (5). The facts are the same as in 
example (1). In 1992 X is adjudged a bankrupt 
and it is determined that, in and after 1992, 
B will not be required to make any further 
payments under the agreement, i.e., B’s con-
tingent payment obligation held by A now 
has become worthless. Assume that A pre-
viously received aggregate payments (exclu-
sive of interest) of $45 million and out of 
those payments recovered $15 million of A’s 
total $20 million basis. For 1992 A will report 
a loss of $5 million attributable to the sale, 
taken at the time determined to be appro-
priate under the rules generally applicable 
to worthless debts. 

Example (6). (i) C owns all of the stock of Z 
corporation, a calendar year taxpayer. On 
July 1, 1981, C sells the stock of Z to D under 
an agreement calling for payment, each year 
for the next ten years, of an amount equal to 
10% of the net profits of Z earned in the im-
mediately preceding calendar year beginning 
with the year ending December 31, 1981. Each 
payment is to be made on the following April 
1st, commencing April 1, 1982. In addition, C 
is to receive a payment of $5 million on clos-
ing. The agreement specifies that the max-
imum amount payable to C, including the $5 
million cash payment at closing, is $24 mil-
lion. The agreement does not call for the 
payment of any stated interest. Since sec-
tion 483 will apply to each payment received 
by C more than one year following the date 
of sale (section 483 is inapplicable to the pay-
ment that will be received on April 1, 1982, 
since that date is within one year following 
the July 1, 1981 sale date), the agreement 
contemplates internal interest and the price 
interest recomputation rule is applicable. 
Under that rule, C must make an initial de-
termination for his taxable year 1981. 

(ii) On December 31, 1981, the exact amount 
of Z’s 1981 net profit is not known, since it 
normally takes a number of weeks to com-
pile the relevant information. However, the 
events which will determine the amount of 
the payment C will receive on April 1, 1982 
have already occurred, and the information 
(Z’s 1981 financial statement) will be prompt-
ly calculated and verified and will be avail-
able prior to the time C’s 1981 tax return is 
timely filed. On March 15, 1982, Z reports net 
income of $14 million, and on April 1, 1982 D 
pays C $1.4 million. 

(iii) Under the price-interest recomputa-
tion rule, C is required to determine the 
gross profit ratio for the 1981 $5 million pay-
ment on the basis of the events which oc-
curred by the close of that taxable year and 
which are verifiable before the due date of 
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the 1981 return. Because at the end of C’s 1981 
taxable year all events which will determine 
the amount of the April 1, 1982 payment have 
occurred and because the actual facts are 
known prior to the due date of C’s return, C 
will take those facts into account when cal-
culating the gross profit ratio. Thus, because 
C knows that the 1982 payment is $1.4 mil-
lion, C knows that the remaining amount to 
be recovered under the contract is $17.6 mil-
lion ($24 million ¥ ($5 million + $1.4 mil-
lion)). For purposes of this paragraph C must 
assume that the entire $17.6 million will be 
paid on the earliest possible date, April 1, 
1983. Because section 483 will apply to that 
payment, and assuming that under the ta-
bles in the regulations under section 483 the 
principal component of a payment received 
21 months after the date of sale is considered 
to be .86384, $15,203,584 of the $17.6 million 
would be principal and $2,396,416 ($17,600,000 
¥ $15,203,584) would be interest. Therefore, C 
must assume, for purposes of reporting the $5 
million payment received in 1981, that the 
selling price is $21,603,584 calculated as fol-
lows: 
Total selling price ........................................... $24,000,000 
Interest component of the $17,600,000 pay-

ment which C must assume will be made 
April 1, 1983 ............................................... ¥2,396,416 

Adjusted selling price to be used when 
reporting the 1981 payment ................ 21,603,584 

(iv) Assume that on March 15, 1982, Z re-
ports net income of $15 million for 1982 and 
that on April 1, 1983 D pays C $1.5 million. 
Because section 483 will apply to that pay-
ment, and assuming that under the tables in 
the regulations under section 483 the prin-
cipal component of a payment received 21 
months after the date of sale is considered to 
be .86384, $1,295,760 of the $1,500,000 payment 
will be principal and $204,240 ($1,500,000 ¥ 

$1,295,760) will be interest. Because C knows 
the amount of the 1983 payment when filing 
the 1982 tax return, C must assume that the 
remaining amount to be received under the 
contract, $16.1 million ($24 million ¥ ($5 mil-
lion + $1.4 million + $1.5 million)), will be re-
ceived as a lump sum on April 1, 1984. Be-
cause section 483 will again apply, and as-
suming that the principal component of a 
payment made 34 months after the date of 
the sale is .74622, $12,014,142 of the $16.1 mil-
lion would be principal, and $4,085,858 
($16,100,000 ¥ $12,014,142) would be interest. 
Therefore, C must assume, for purpose of re-
porting the $1.4 million payment made April 
1, 1982, that the adjusted selling price (within 
the meaning of example (2)) is $14,709,902, cal-
culated as follows: 
Total selling price ........................................... $24,000,000 
Interest component of the $1,500,000 pay-

ment made April 1, 1983 ........................... ¥204,240 
Interest component of the $16,100,000 pay-

ment which C must assume will be made 
April 1, 1984 ............................................... ¥4,085,858 

Payment made in 1981 ................................. ¥5,000,000 

Adjusted selling price for calculations for 
reporting the 1982 payment ................ 14,709,902 

(3) Fixed period—(i) In general. When a 
stated maximum selling price cannot 
be determined as of the close of the 
taxable year in which the sale or other 
disposition occurs, but the maximum 
period over which payments may be re-
ceived under the contingent sale price 
agreement is fixed, the taxpayer’s basis 
(inclusive of selling expenses) shall be 
allocated to the taxable years in which 
payment may be received under the 
agreement in equal annual increments. 
In making the allocation it is not rel-
evant whether the buyer is required to 
pay adequate stated interest. However, 
if the terms of the agreement incor-
porate an arithmetic component that 
is not identical for all taxable years, 
basis shall be allocated among the tax-
able years to accord with that compo-
nent unless, taking into account all of 
the payment terms of the agreement, it 
is inappropriate to presume that pay-
ments under the contract are likely to 
accord with the variable component. If 
in any taxable year no payment is re-
ceived or the amount of payment re-
ceived (exclusive of interest) is less 
than the basis allocated to that taxable 
year, no loss shall be allowed unless 
the taxable year is the final payment 
year under the agreement or unless it 
is otherwise determined in accordance 
with the rules generally applicable to 
worthless debts that the future pay-
ment obligation under the agreement 
has become worthless. When no loss is 
allowed, the unrecovered portion of 
basis allocated to the taxable year 
shall be carried forward to the next 
succeeding taxable year. If application 
of the foregoing rules to a particular 
case would substantially and inappro-
priately defer or accelerate recovery of 
the taxpayer’s basis, a special rule will 
apply. See paragraph (c)(7) of this sec-
tion. 

(ii) Examples. The following examples 
illustrate the rules for recovery of 
basis in a contingent payment sale in 
which stated maximum selling price 
cannot be determined but the period 
over which payments are to be received 
under the agreement is fixed. In each 
case, it is assumed that application of 
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the described rules will not substan-
tially and inappropriately defer or ac-
celerate recovery of the taxpayer’s 
basis. 

Example (1). A sells Blackacre to B for 10 
percent of Blackacre’s gross yield for each of 
the next 5 years. A’s basis in Blackacre is $5 
million. Since the sales price is indefinite 
and the maximum selling price is not ascer-
tainable from the terms of the contract, 
basis is recovered ratably over the period 
during which payment may be received 
under the contract. Thus, assuming A re-
ceives the payments (exclusive of interest) 
listed in the following table, A will report 
the following: 

Year Payment Basis recov-
ered 

Gain attrib-
utable to the 

sale 

1 ............. $1,300,000 $1,000,000 $300,000 
2 ............. 1,500,000 1,000,000 500,000 
3 ............. 1,400,000 1,000,000 400,000 
4 ............. 1,800,000 1,000,000 800,000 
5 ............. 2,100,000 1,000,000 1,100,000 

Example (2). The facts are the same as in 
example (1), except that the payment in year 
1 is only $900,000. Since the installment pay-
ment is less than the amount of basis allo-
cated to that year, the unrecovered basis, 
$100,000, is carried forward to year 2. 

Year Payment Basis recov-
ered 

Gain attrib-
utable to the 

sale 

1 ............. $900,000 $900,000 ........................
2 ............. 1,500,000 1,100,000 $400,000 
3 ............. 1,400,000 1,000,000 400,000 
4 ............. 1,800,000 1,000,000 800,000 
5 ............. 2,100,000 1,000,000 1,100,000 

Example (3). C owns all of the stock of X 
corporation with a basis of $100,000 (inclusive 
of selling expenses). D purchases the X stock 
from C and agrees to make four payments 
computed in accordance with the following 
formula: 40% of the net profits of X in year 
1, 30% in year 2, 20% in year 3, and 10% in 
year 4. Accordingly, C’s basis is allocated as 
follows: $40,000 to year 1, $30,000 to year 2, 
$20,000 to year 3, and $10,000 to year 4. 

Example (4). The facts are the same as in 
example (3), but the agreement also requires 
that D make fixed installment payments in 
accordance with the following schedule: no 
payment in year 1, $100,000 in year 2, $200,000 
in year 3, $300,000 in year 4, and $400,000 in 
year 5. Thus, while it is reasonable to project 
that the contingent component of the pay-
ments will decrease each year, the fixed 
component of the payments will increase 
each year. Accordingly, C is required to allo-
cate $20,000 of basis to each of the taxable 
years 1 through 5. 

(4) Neither stated maximum selling price 
nor fixed period. If the agreement nei-
ther specifies a maximum selling price 
nor limits payments to a fixed period, 
a question arises whether a sale real-
istically has occurred or whether, in 
economic effect, payments received 
under the agreement are in the nature 
of rent or royalty income. Arrange-
ments of this sort will be closely scru-
tinized. If, taking into account all of 
the pertinent facts, including the na-
ture of the property, the arrangement 
is determined to qualify as a sale, the 
taxpayer’s basis (including selling ex-
penses) shall be recovered in equal an-
nual increments over a period of 15 
years commencing with the date of 
sale. However, if in any taxable year no 
payment is received or the amount of 
payment received (exclusive of inter-
est) is less than basis allocated to the 
year, no loss shall be allowed unless it 
is otherwise determined in accordance 
with the timing rules generally appli-
cable to worthless debts that the fu-
ture payment obligation under the 
agreement has become worthless; in-
stead the excess basis shall be reallo-
cated in level amounts over the bal-
ance of the 15 year term. Any basis not 
recovered at the end of the 15th year 
shall be carried forward to the next 
succeeding year, and to the extent un-
recovered thereafter shall be carried 
forward from year to year until all 
basis has been recovered or the future 
payment obligation is determined to be 
worthless. The general rule requiring 
initial level allocation of basis over 15 
years shall not apply if the taxpayer 
can establish to the satisfaction of the 
Internal Revenue Service that applica-
tion of the general rule would substan-
tially and inappropriately defer recov-
ery of the taxpayer’s basis. See para-
graph (c)(7) of this section. If the Serv-
ice determines that initially allocating 
basis in level amounts over the first 15 
years will substantially and inappro-
priately accelerate recovery of the tax-
payer’s basis in early years of that 15- 
year term, the Service may require 
that basis be reallocated within the 15- 
year term but the Service will not re-
quire that basis initially be allocated 
over more than 15 years. See paragraph 
(c)(7) of this section. 
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(5) Foreign currency and other fungible 
payment units—(i) In general. An in-
stallment sale may call for payment in 
foreign currency. For federal income 
tax purposes, foreign currency is prop-
erty. Because the value of foreign cur-
rency will vary over time in relation to 
the United States dollar, an install-
ment sale requiring payment in foreign 
currency is a contingent payment sale. 
However, when the consideration pay-
able under an installment sale agree-
ment is specified in foreign currency, 
the taxpayer’s basis (including selling 
expenses) shall be recovered in the 
same manner as basis would have been 
recovered had the agreement called for 
payment in United States dollars. This 
rule is equally applicable to any in-
stallment sale in which the agreement 
specifies that payment shall be made in 
identified, fungible units of property 
the value of which will or may vary 
over time in relation to the dollar (e.g., 
bushels of wheat or ounces of gold). 

(ii) Example. The following example 
illustrates the provisions of this sub-
paragraph: 

Example. A sells Blackacre to B for 4 mil-
lion Swiss francs payable 1 million in year 2 
and 3 million in year 3, together with ade-
quate stated interest. A’s basis (including 
selling expenses) in Blackacre is $100,000. 
Twenty five thousand dollars of A’s basis (1⁄4 
of total basis) is allocable to the year 2 pay-
ment of 1 million Swiss francs and $75,000 of 
A’s basis is allocable to the year 3 payment 
of 3 million Swiss francs. 

(6) Income forecast method for basis re-
covery—(i) In general. The rules for rat-
able recovery of basis set forth in para-
graph (c) (2) through (4) of this section 
focus on the payment terms of the con-
tingent selling price agreement. Except 
to the extent contemplated by para-
graph(c)(7) of this section (relating to a 
special rule to prevent substantial dis-
tortion of basis recovery), the nature 
and productivity of the property sold is 
not independently relevant to the basis 
to be recovered in any payment year. 
The special rule for an income forecast 
method of basis recovery set forth in 
paragraph (c)(6) of this section recog-
nizes that there are cases in which fail-
ure to take account of the nature or 
productivity of the property sold may 
be expected to result in distortion of 
the taxpayer’s income over time. Spe-

cifically, when the property sold is de-
preciable property of a type normally 
eligible for depreciation on the income 
forecast method, or is depletable prop-
erty of a type normally eligible for 
cost depletion in which total future 
production must be estimated, and 
payments under the contingent selling 
price agreement are based upon re-
ceipts or units produced by or from the 
property, the taxpayer’s basis may ap-
propriately be recovered by using an 
income forecast method. 

(ii) Availability of method. In lieu of 
applying the rules set forth in para-
graph (c) (2) through (4) of this section, 
in an appropriate case the taxpayer 
may elect (on its tax return timely 
filed for the first year under the con-
tingent payment agreement in which a 
payment is received) to recover basis 
using the income forecast method of 
basis recovery. No special form of elec-
tion is prescribed. An appropriate case 
is one meeting the criteria set forth in 
paragraph (c)(6)(i) of this section in 
which the property sold is a mineral 
property, a motion picture film, a tele-
vision film, or a taped television show. 
The Internal Revenue Service may 
from time to time specify other prop-
erties of a similar character which, in 
appropriate circumstances, will be eli-
gible for recovery of basis on the in-
come forecast method. In addition, a 
taxpayer may seek a ruling from the 
Service as to whether a specific prop-
erty qualifies as property of a similar 
character eligible, in appropriate cir-
cumstances, for income forecast recov-
ery of basis. 

(iii) Required calculations. The income 
forecast method requires application of 
a fraction, the numerator of which is 
the payment (exclusive of interest) re-
ceived in the taxable year under a con-
tingent payment agreement, and the 
denominator of which is the forecast or 
estimated total payments (exclusive of 
interest) to be received under the 
agreement. This fraction is multiplied 
by the taxpayer’s basis in the property 
sold to determine the basis recovered 
with respect to the payment received 
in the taxable year. If in a subsequent 
year it is found that the income fore-
cast was substantially overestimated 
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or underestimated by reason of cir-
cumstances occurring in such subse-
quent year, an adjustment of the in-
come forecast of such subsequent year 
shall be made. In such case, the for-
mula for computing recovery of basis 
would be as follows: payment received 
in the taxable year (exclusive of inter-
est) divided by the revised estimated 
total payments (exclusive of interest) 
then and thereafter to be made under 
the agreement (the current year’s pay-
ment and total estimated future pay-
ments), multiplied by the taxpayer’s 
unrecovered basis remaining as of the 
beginning of the taxable year. If the 
agreement contemplates internal in-
terest (as defined in paragraph (c)(2)(ii) 
of this section), in making the initial 
income forecast computation and in 
making any required subsequent re-
computation the amount of internal in-
terest (which shall not be treated as 
payment under the agreement) shall be 
calculated by assuming that each fu-
ture contingent selling price payment 
will be made in the amount and at the 
time forecast. The total forecast of es-
timated payments to be received under 
the agreement shall be based on the 
conditions known to exist at the end of 
the taxable year for which the return is 
filed. If a subsequent upward or down-
ward revision of this estimate is re-
quired, the revision shall be made at 
the end of the subsequent taxable year 
based on additional information which 
became available after the last prior 
estimate. No loss shall be allowed un-
less the taxable year is the final pay-
ment year under the agreement or un-
less it is otherwise determined in ac-
cordance with the rules generally ap-
plicable to the time a debt becomes 
worthless that the future payment ob-
ligation under the agreement has be-
come worthless. 

(iv) Examples. The following examples 
illustrate the income forecast method 
of basis recovery: 

Example (1). A sells a television film to B 
for 5% of annual gross receipts from the ex-
ploitation of the film. The film is an ordi-
nary income asset in the hands of A. A rea-
sonably forecasts that total payments to be 
received under the contingent selling price 
agreement will be $1,200,000, and that A will 
be paid $600,000 in year 1, $150,000 in year 2, 
$300,000 in year 3, $100,000 in year 4, and 
$50,000 in year 5. A reasonably anticipates no 

or only insignificant receipts thereafter. A’s 
basis in the film is $100,000. Under the in-
come forecast method, A’s basis initially is 
allocated to the five taxable years of fore-
casted payment as follows: 

Year Percentage Basis 

1 ......................................... 50.00 $50,000 
2 ......................................... 12.50 12,500 
3 ......................................... 25.00 25,000 
4 ......................................... 8.33 8,333 
5 ......................................... 4.17 4,167 

Payments are received and A reports the sale 
under the installment method as follows: 

Year Payment re-
ceived 

Basis recov-
ered Gain on sale 

1 ............. $600,000 $50,000 $550,000 
2 ............. 150,000 12,500 137,500 
3 ............. 300,000 25,000 275,000 
4 ............. 100,000 8,333 91,667 
5 ............. 50,000 4,167 45,833 

Example (2). The facts are the same as in 
example (1), except that in year 2 A receives 
no payment. In year 3 A receives a payment 
of $300,000 and reasonably estimates that in 
subsequent years he will receive total addi-
tional payments of only $100,000. In year 2 A 
will be allowed no loss. At the beginning of 
year 3 A’s unrecovered basis is $50,000. In 
year 3 A must recompute the applicable basis 
recovery fraction based upon facts known 
and forecast as at the end of year 3: year 3 
payment of $300,000 divided by estimated cur-
rent and future payments of $400,000, equal-
ing 75%. Thus, in year 3 A recovers $37,500 
(75% of $50,000) of A’s previously unrecovered 
basis. 

(7) Special rule to avoid substantial dis-
tortion—(i) In general. The normal basis 
recovery rules set forth in paragraph 
(c) (2) through (4) of this section may, 
with respect to a particular contingent 
payment sale, substantially and inap-
propriately defer or accelerate recov-
ery of the taxpayer’s basis. 

(ii) Substantial and inappropriate de-
ferral. The taxpayer may use an alter-
native method of basis recovery if the 
taxpayer is able to demonstrate prior 
to the due date of the return including 
extensions for the taxable year in 
which the first payment is received, 
that application of the normal basis re-
covery rule will substantially and inap-
propriately defer recovery of basis. To 
demonstrate that application of the 
normal basis recovery rule will sub-
stantially and inappropriately defer re-
covery of basis, the taxpayer must 
show (A) that the alternative method 
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is a reasonable method of ratably re-
covering basis and, (B) that, under that 
method, it is reasonable to conclude 
that over time the taxpayer likely will 
recover basis at a rate twice as fast as 
the rate at which basis would have 
been recovered under the otherwise ap-
plicable normal basis recovery rule. 
The taxpayer must receive a ruling 
from the Internal Revenue Service be-
fore using an alternative method of 
basis recovery described in paragraph 
(c)(7)(ii) of this section. 
The request for a ruling shall be made 
in accordance with all applicable pro-
cedural rules set forth in the State-
ment of Procedural Rules (26 CFR part 
601) and any applicable revenue proce-
dures relating to submission of ruling 
requests. The request shall be sub-
mitted to the Commissioner of Internal 
Revenue, Attention: Assistant Com-
missioner (Technical), Washington, DC 
20224. The taxpayer must file a request 
for a ruling prior to the due date for 
the return including extensions. In 
demonstrating that application of the 
normal basis recovery rule would sub-
stantially and inappropriately defer re-
covery of the taxpayer’s basis, the tax-
payer in appropriate circumstances 
may rely upon contemporaneous or im-
mediate past relevant sales, profit, or 
other factual data that are subject to 
verification. The taxpayer ordinarily is 
not permitted to rely upon projections 
of future productivity, receipts, profits, 
or the like. However, in special cir-
cumstances a reasonable projection 
may be acceptable if the projection is 
based upon a specific event that al-
ready has occurred (e.g., corporate 
stock has been sold for future pay-
ments contingent on profits and an in-
adequately insured major plant facility 
of the corporation has been destroyed). 

(iii) Substantial and inappropriate ac-
celeration. Notwithstanding the other 
provisions of this paragraph, the Inter-
nal Revenue Service may find that the 
normal basis recovery rule will sub-
stantially and inappropriately accel-
erate recovery of basis. In such a case, 
the Service may require an alternate 
method of basis recovery, unless the 
taxpayer is able to demonstrate either 
(A) that the method of basis recovery 
required by the Service is not a reason-
able method of ratable recovery, or (B) 

that it is not reasonable to conclude 
that the taxpayer over time is likely to 
recover basis at a rate twice as fast 
under the normally applicable basis re-
covery rule as the rate at which basis 
would be recovered under the method 
proposed by the Service. In making 
such demonstrations the taxpayer may 
rely in appropriate circumstances upon 
contemporaneous or immediate past 
relevant sales, profit, or other factual 
data subject to verification. In special 
circumstances a reasonable projection 
may be acceptable, but only with the 
consent of the Service, if the projec-
tion is based upon a specific event that 
has already occurred. 

(iv) Subsequent recomputation. A con-
tingent payment sale may initially and 
properly have been reported under the 
normally applicable basis recovery rule 
and, during the term of the agreement, 
circumstances may show that contin-
ued reporting on the original method 
will substantially and inappropriately 
defer or accelerate recovery of the un-
recovered balance of the taxpayer’s 
basis. In this event, the special rule 
provided in this paragraph is applica-
ble. 

(v) Examples. The following examples 
illustrate the application of the special 
rule of this paragraph. In examples (1) 
and (2) it is assumed that rulings con-
sistent with paragraph (c)(7)(ii) of this 
section have been requested. 

Example (1). A owns all of the stock of X 
corporation with a basis of $100,000. A sells 
the stock of X to B for a cash down payment 
of $1,800,000 and B’s agreement to pay A an 
amount equal to 1% of the net profits of X in 
each of the next 10 years (together with ade-
quate stated interest). The agreement fur-
ther specifies that the maximum amount 
that may be paid to A (exclusive of interest) 
shall not exceed $10 million. A is able to 
demonstrate that current and recent profits 
of X have approximated $2 million annually, 
and that there is no reason to anticipate a 
major increase in the annual profits of X 
during the next 10 years. One percent of $2 
million annual profits is $20,000, a total of 
$200,000 over 10 years. Under the basis recov-
ery rule normally applicable to a maximum 
contingent selling price agreement, in the 
year of sale A would recover $18,000 of A’s 
total $100,000 basis, and would not recover 
more than a minor part of the balance until 
the final year under the agreement. On a $2 
million selling price ($200,000 plus $1,800,000 
down payment), A would recover $90,000 of 
A’s total $100,000 basis in the year of sale and 
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5% of each payment ($100,000/$2,000,000) re-
ceived up to a maximum of $10,000 over the 
next ten years. Since the rate of basis recov-
ery under the demonstrated method is more 
than twice the rate under the normal rule, A 
will be permitted to recover $90,000 basis in 
the year of sale. 

Example (2). The facts are the same as in 
example (1) except that no maximum contin-
gent selling price is stated in the agreement. 
Under the basis recovery rule normally ap-
plicable when no maximum amount is stated 
but the payment term is fixed, in the year of 
sale and in each subsequent year A would re-
cover approximately $9,100 (1/11 of $100,000) of 
A’s total basis. A will be permitted to re-
cover $90,000 of A’s total basis in the year of 
sale. 

Example (3). The facts are the same as in 
example (1) except that A sells the X stock 
to B on the following terms: 1% of the an-
nual net profits of X in each of the next 10 
years and a cash payment of $1,800,000 in the 
eleventh year, all payments to be made to-
gether with adequate stated interest. No 
maximum contingent selling price is stated. 
Under the normally applicable basis recov-
ery rule, A would recover 1/11 of A’s total 
$100,000 basis in each of the 11 payment years 
under the agreement. On the facts (see exam-
ple (1)), A cannot demonstrate that applica-
tion of the normal rule would not substan-
tially and inappropriately accelerate recov-
ery of A’s basis. Accordingly, A will be al-
lowed to recover only $1,000 of A’s total basis 
in each of the 10 contingent payment years 
under the agreement, and will recover the 
$90,000 balance of A’s basis in the final year 
in which the large fixed cash payment will be 
made. 

(8) Coordination with regulations under 
section 385. (i) In general. The regula-
tions under section 385 do not apply to 
an instrument (as defined in § 1.385–3(c)) 
providing for a contingent payment of 
principal (with or without stated inter-
est) issued in connection with a sale or 
other disposition of property to a cor-
poration if § 1.385–6 (relating to propor-
tionality) does not apply to such in-
strument (or to a class of instruments 
which includes such instrument). Thus, 
such instrument will be treated as 
stock or indebtedness under applicable 
principles of law without reference to 
the regulations under section 385. 

(ii) Examples. The following examples 
illustrate the application of this para-
graph: 

Example (1). On January 1, 1982, corporation 
X buys a factory from Y, an independent 
creditor (within the meaning of § 1.385–6(b)). 
In exchange for the factory, Y receives 

$200,000 in cash on January 1, 1982. In addi-
tion, on January 1, 1984, Y will receive a pay-
ment in the range of $100,000 to $300,000, plus 
adequate stated interest, depending on the 
factory’s output. Based on these facts, 
§ 1.385–6 does not apply to X’s obligation to Y 
(see § 1.385–6(a)(3)(ii)) and the regulations 
under section 385 doe not apply to X’s obliga-
tion to Y. 

Example (2). The facts are the same as in 
example (1), except that the contingent pay-
ment due on January 1, 1984 will be in the 
range of $50,000 to $250,000. In addition, on 
January 1, 1982, Y receives a $50,000 non-
interest-bearing note due absolutely and un-
conditionally on January 1, 1984. Based on 
these facts, the $50,000 note is treated as 
stock or indebtedness under the regulations 
under section 385. 

(d) Election not to report an installment 
sale on the installment method—(1) In 
general. An installment sale is to be re-
ported on the installment method un-
less the taxpayer elects otherwise in 
accordance with the rules set forth in 
paragraph (d)(3) of this section. 

(2) Treatment of an installment sale 
when a taxpayer elects not to report on 
the installment method—(i) In general. A 
taxpayer who elects not to report an 
installment sale on the installment 
method must recognize gain on the sale 
in accordance with the taxpayer’s 
method of accounting. The fair market 
value of an installment obligation 
shall be determined in accordance with 
paragraph (d)(2) (ii) and (iii) of this sec-
tion. In making such determination, 
any provision of contract or local law 
restricting the transferability of the 
installment obligation shall be dis-
regarded. Receipt of an installment ob-
ligation shall be treated as a receipt of 
property, in an amount equal to the 
fair market value of the installment 
obligation, whether or not such obliga-
tion is the equivalent of cash. An in-
stallment obligation is considered to 
be property and is subject to valuation, 
as provided in paragraph (d)(2) (ii) and 
(iii) of this section, without regard to 
whether the obligation is embodied in a 
note, an executory contract, or any 
other instrument, or is an oral promise 
enforceable under local law. 

(ii) Fixed amount obligations. (A) A 
fixed amount obligation means an in-
stallment obligation the amount pay-
able under which is fixed. Solely for 
the purpose of determining whether the 
amount payable under an installment 
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obligation is fixed, the provisions of 
section 483 and any ‘‘payment re-
characterization’’ arrangement (as de-
fined in paragraph (c)(2)(ii) of this sec-
tion) shall be disregarded. If the fixed 
amount payable is stated in identified, 
fungible units of property the value of 
which will or may vary over time in re-
lation to the United States dollar (e.g., 
foreign currency, ounces of gold, or 
bushels of wheat), such units shall be 
converted to United States dollars at 
the rate of exchange or dollar value on 
the date the installment sale is made. 
A taxpayer using the cash receipts and 
disbursements methods of accounting 
shall treat as an amount realized in the 
year of sale the fair market value of 
the installment obligation. In no event 
will the fair market value of the in-
stallment obligation be considered to 
be less than the fair market value of 
the property sold (minus any other 
consideration received by the taxpayer 
on the sale). A taxpayer using the ac-
crual method of accounting shall treat 
as an amount realized in the year of 
sale the total amount payable under 
the installment obligation. For this 
purpose, neither interest (whether stat-
ed or unstated) nor original issue dis-
count is considered to be part of the 
amount payable. If the amount payable 
is otherwise fixed, but because the time 
over which payments may be made is 
contingent, a portion of the fixed 
amount will or may be treated as inter-
nal interest (as defined in paragraph 
(c)(2)(ii) of this section), the amount 
payable shall be determined by apply-
ing the price interest recomputation 
rule (described in paragraph (c)(2)(ii) of 
this section). Under no circumstances 
will an installment sale for a fixed 
amount obligation be considered an 
‘‘open’’ transaction. For purposes of 
this (ii), remote or incidential contin-
gencies are not to be taken into ac-
count. 

(B) The following examples illustrate 
the provisions of paragraph (d)(2) of 
this section. 

Example (1). A, an accrual method tax-
payer, owns all of the stock of X corporation 
with a basis of $20 million. On July 1, 1981, A 
sells the stock of X corporation to B for $60 
million payable on June 15, 1992. The agree-
ment also provides that against this fixed 
amount, B shall make annual prepayments 
(on June 15) equal to 5% of the net profits of 

X earned in the immediately preceding fiscal 
year beginning with the fiscal year ending 
March 31, 1982. Thus the first prepayment 
will be made on June 15, 1982. No stated in-
terest is payable under the agreement and 
thus the unstated interest provisions of sec-
tion 483 are applicable. Under section 483, no 
part of any payment made on June 15, 1982 
(which is within one year following the July 
1, 1981 sale date), will be treated as unstated 
interest. Under the price interest recomputa-
tion rule, it is presumed that the entire $60 
million fixed amount will be paid on June 15, 
1982. Accordingly, if A elects not to report 
the transaction on the installment method, 
in 1981 A must report $60 million as the 
amount realized on the sale and must report 
$40 million as gain on the sale in that year. 

Example (2). The facts are the same as in 
example (1) except that A uses the cash re-
ceipts and disbursements method of account-
ing. In 1981 A must report as an amount real-
ized on the sale the fair market value of the 
installment obligation and must report as 
gain on the sale in 1981 the excess of that 
amount realized over A’s basis of $20 million. 
In no event will the fair market value of the 
installment obligation be considered to be 
less than the fair market value of the stock 
of X. In determining the fair market value of 
the installment obligation, any contractual 
or legal restrictions on the transferability of 
the installment obligation, and any remote 
or incidental contingencies otherwise affect-
ing the amount payable or time of payments 
under the installment obligation, shall be 
disregarded. 

(iii) Contingent payment obligations. 
Any installment obligation which is 
not a fixed amount obligation (as de-
fined in paragraph (d)(2)(ii) of this sec-
tion) is a contingent payment obliga-
tion. If an installment obligation con-
tains both a fixed amount component 
and a contingent payment component, 
the fixed amount component shall be 
treated under the rules of paragraph 
(d)(2)(ii) of this section and the contin-
gent amount component shall be treat-
ed under the rules of this (iii). The fair 
market value of a contingent payment 
obligation shall be determined by dis-
regarding any restrictions on transfer 
imposed by agreement or under local 
law. The fair market value of a contin-
gent payment obligation may be 
ascertained from, and in no event shall 
be considered to be less than, the fair 
market value of the property sold (less 
the amount of any other consideration 
received in the sale). Only in those rare 
and extraordinary cases involving sales 
for a contingent payment obligation in 
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which the fair market value of the obli-
gation (determinable under the pre-
ceding sentences) cannot reasonably be 
ascertained will the taxpayer be enti-
tled to assert that the transaction is 
‘‘open.’’ Any such transaction will be 
carefully scrutinized to determine 
whether a sale in fact has taken place. 
A taxpayer using the cash receipts and 
disbursements method of accounting 
must report as an amount realized in 
the year of sale the fair market value 
of the contingent payment obligation. 
A taxpayer using the accrual method of 
accounting must report an amount re-
alized in the year of sale determined in 
accordance with that method of ac-
counting, but in no event less than the 
fair market value of the contingent 
payment obligation. 

(3) Time and manner for making elec-
tion—(i) In general. An election under 
paragraph (d)(1) of this section must be 
made on or before the due date pre-
scribed by law (including extensions) 
for filing the taxpayer’s return for the 
taxable year in which the installment 
sale occurs. The election must be made 
in the manner prescribed by the appro-
priate forms for the taxpayer’s return 
for the taxable year of the sale. A tax-
payer who reports an amount realized 
equal to the selling price including the 
full face amount of any installment ob-
ligation on the tax return filed for the 
taxable year in which the installment 
sale occurs will be considered to have 
made an effective election under para-
graph (d)(1) of this section. A cash 
method taxpayer receiving an obliga-
tion the fair market value of which is 
less than the face value must make the 
election in the manner prescribed by 
appropriate instructions for the return 
filed for the taxable year of the sale. 

(ii) Election made after the due date. 
Elections after the time specified in 
paragraph (d)(3)(i) of this section will 
be permitted only in those rare cir-
cumstances when the Internal Revenue 
Service concludes that the taxpayer 
had good cause for failing to make a 
timely election. A recharacterization 
of a transaction as a sale in a taxable 
year subsequent to the taxable year in 
which the transaction occurred (e.g., a 
transaction initially reported as a 
lease later is determined to have been 
an installment sale) will not justify a 

late election. No conditional elections 
will be permitted. For a special transi-
tional rule relating to certain taxable 
years for which a return is filed prior 
to February 19, 1981, see paragraph 
(d)(5) of this section. 

(4) Revoking an election. Generally, an 
election made under paragraph (d)(1) is 
irrevocable. An election may be re-
voked only with the consent of the In-
ternal Revenue Service. A revocation is 
retroactive. A revocation will not be 
permitted when one of its purposes is 
the avoidance of Federal income taxes, 
or when the taxable year in which any 
payment was received has closed. For a 
special transitional rule relating to 
certain taxable years for which a re-
turn is filed prior to February 19, 1981, 
see paragraph (d)(5) of this section. 

(5) Transitional rules. The following 
transitional rules shall apply with re-
spect to any contingent payment sale 
made after October 19, 1980 in a taxable 
year, ending after that date, for which 
the taxpayer has filed a federal income 
tax return prior to February 19, 1981. If 
in such tax return the taxpayer has 
treated the contingent payment sale 
under the installment method, consent 
of the Internal Revenue Service to a 
late election by the taxpayer not to re-
port the transaction on the installment 
method will generally be granted if the 
request for election out of installment 
method treatment is filed by May 5, 
1981. If in such tax return the taxpayer 
has elected not to report the contin-
gent payment sale under the install-
ment method, consent of the Service to 
revocation of the election by the tax-
payer will generally be granted if the 
request for revocation is filed by May 
5, 1981. 

(e) Purchaser evidences of indebtedness 
payable on demand or readily tradable— 
(1) Treatment as payment—(i) In general. 
A bond or other evidence of indebted-
ness (hereinafter in this section re-
ferred to as an obligation) issued by 
any person and payable on demand 
shall be treated as a payment in the 
year received, not as installment obli-
gations payable in future years. In ad-
dition, an obligation issued by a cor-
poration or a government or political 
subdivision thereof— 

VerDate Aug<04>2004 11:29 Apr 28, 2005 Jkt 205096 PO 00000 Frm 00228 Fmt 8010 Sfmt 8010 Y:\SGML\205096.XXX 205096



219 

Internal Revenue Service, Treasury § 15a.453–1 

(A) With interest coupons attached 
(whether or not the obligation is read-
ily tradable in an established securities 
market), 

(B) In registered form (other than an 
obligation issued in registered form 
which the taxpayer establishes will not 
be readily tradable in an established 
securities market), or 

(C) In any other form designed to 
render such obligation readily tradable 
in an established securities market, 
shall be treated as a payment in the 
year received, not as an installment 
obligation payable in future years. For 
purposes of this paragraph, an obliga-
tion is to be considered in registered 
form if it is registered as to principal, 
interest, or both and if its transfer 
must be effected by the surrender of 
the old instrument and either the 
reissuance by the corporation of the 
old instrument to the new holder or 
the issuance by the corporation of a 
new instrument to the new holder. 

(ii) Examples. The rules stated in this 
paragraph may be illustrated by the 
following examples: 

Example (1). On July 1, 1981, A, an indi-
vidual on the cash method of accounting re-
porting on a calendar year basis, transferred 
all of his stock in corporation X (traded on 
an established securities market and having 
a fair market value of $1,000,000) to corpora-
tion Y in exchange for 250 of Y’s registered 
bonds (which are traded in an over-the- 
counter-market) each with a principal 
amount and fair market value of $1,000 (with 
interest payable at the rate of 12 percent per 
year), and Y’s unsecured promissory note 
with a principal amount of $750,000. At the 
time of such exchange A’s basis in the X 
stock is $900,000. The promissory note is pay-
able at the rate of $75,000 annually, due on 
July 1 of each year following 1981 until the 
principal balance is paid. The note provides 
for the payment of interest at the rate of 12 
percent per year also payable on July 1 of 
each year. Under the rule stated in para-
graph (e)(1)(i) of this section, the 250 reg-
istered bonds of Y are treated as a payment 
in 1981 in the amount of the value of the 
bonds, $250,000. 

Example (2). Assume the same facts as in 
example (1). Assume further that on July 1, 
1982, Y makes its first installment payment 
to A under the terms of the unsecured prom-
issory note with 75 more of its $1,000 reg-
istered bonds. A must include $7,500 (i.e., 10 
percent gross profit percentage times $75,000) 
A’s gross income for calendar year 1982. In 
addition, A includes the interest payment 

made by Y on July 1 in A’s gross income for 
1982. 

(2) Amounts treated as payment. If 
under paragraph (e)(1) of this section 
an obligation is treated as a payment 
in the year received, the amount real-
ized by reason of such payment shall be 
determined in accordance with the tax-
payer’s method of accounting. If the 
taxpayer uses the cash receipts and dis-
bursements method of accounting, the 
amount realized on such payment is 
the fair market value of the obligation. 
If the taxpayer uses the accrual meth-
od of accounting, the amount realized 
on receipt of an obligation payable on 
demand is the face amount of the obli-
gation, and the amount realized on re-
ceipt of an obligation with coupons at-
tached or a readily tradable obligation 
is the stated redemption price at matu-
rity less any original issue discount (as 
defined in section 1232(b)(1)) or, if there 
is no original issue discount, the 
amount realized is the stated redemp-
tion price at maturity appropriately 
discounted to reflect total unstated in-
terest (as defined in section 483(b)), if 
any. 

(3) Payable on demand. An obligation 
shall be treated as payable on demand 
only if the obligation is treated as pay-
able on demand under applicable state 
or local law. 

(4) Designed to be readily tradable in an 
established securities market—(i) In gen-
eral. Obligations issued by a corpora-
tion or government or political sub-
division thereof will be deemed to be in 
a form designed to render such obliga-
tions readily tradable in an established 
securities market if— 

(A) Steps necessary to create a mar-
ket for them are taken at the time of 
issuance (or later, if taken pursuant to 
an expressed or implied agreement or 
understanding which existed at the 
time of issuance), 

(B) If they are treated as readily 
tradable in an established securities 
market under paragraph (e)(4)(ii) of 
this section, or 

(C) If they are convertible obliga-
tions to which paragraph (e)(5) of this 
section applies. 

(ii) Readily tradable in an established 
securities market. An obligation will be 
treated as readily tradable in an estab-
lished securities market if— 
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(A) The obligation is part of an issue 
or series of issues which are readily 
tradable in an established securities 
market, or 

(B) The corporation issuing the obli-
gation has other obligations of a com-
parable character which are described 
in paragraph (e)(4)(ii)(A) of this sec-
tion. For purposes of paragraph 
(e)(4)(ii)(B) of this section, the deter-
mination as to whether there exist ob-
ligations of a comparable character de-
pends upon the particular facts and cir-
cumstances. Factors to be considered 
in making such determination include, 
but are not limited to, substantial sim-
ilarity with respect to the presence and 
nature of security for the obligation, 
the number of obligations issued (or to 
be issued), the number of holders of 
such obligation, the principal amount 
of the obligation, and other relevant 
factors. 

(iii) Readily tradable. For purposes of 
paragraph (e)(4)(ii)(A) of this section, 
an obligation shall be treated as read-
ily tradable if it is regularly quoted by 
brokers or dealers making a market in 
such obligation or is part of an issue a 
portion of which is in fact traded in an 
established securities market. 

(iv) Established securities market. For 
purposes of this paragraph, the term 
‘‘established securities market’’ in-
cludes (A) a national securities ex-
change which is registered under sec-
tion 6 of the Securities Exchange Act 
of 1934 (15 U.S.C. 78f), (B) an exchange 
which is exempted from registration 
under section 5 of the Securities Ex-
change Act of 1934 (15 U.S.C. 78e) be-
cause of the limited volume of trans-
actions, and (c) any over-the-counter 
market. For purposes of this (iv), an 
over-the-counter market is reflected by 
the existence of an interdealer 
quotation system. An interdealer 
quotation system is any system of gen-
eral circulation to brokers and dealers 
which regularly disseminates 
quotations of obligations by identified 
brokers or dealers, other than a 
quotation sheet prepared and distrib-
uted by a broker or dealer in the reg-
ular course of business and containing 
only quotations of such broker or deal-
er. 

(v) Examples. The rules stated in this 
paragraph may be illustrated by the 
following examples: 

Example (1). On June 1, 1982, 25 individuals 
owning equal interests in a tract of land 
with a fair market value of $1 million sell 
the land to corporation Y. The $1 million 
sales price is represented by 25 bonds issued 
by Y, each having a face value of $40,000. The 
bonds are not in registered form and do not 
have interest coupons attached, and, in addi-
tion, are payable in 120 equal installments, 
each due on the first business day of each 
month. In addition, the bonds are negotiable 
and may be assigned by the holder to any 
other person. However, the bonds are not 
quoted by any brokers or dealers who deal in 
corporate bonds, and, furthermore, there are 
no comparable obligations of Y (determined 
with reference to the characteristics set 
forth in paragraph (e)(2) of this section) 
which are so quoted. Therefore, the bonds 
are not treated as readily tradable in an es-
tablished securities market. In addition, 
under the particular facts and circumstances 
stated, the bonds will not be considered to be 
in a form designed to render them readily 
tradable in an established securities market. 
The receipt of such bonds by the holder is 
not treated as a payment for purposes of sec-
tion 453(f)(4), notwithstanding that they are 
freely assignable. 

Example (2). On April 1, 1981, corporation M 
purchases in a casual sale of personal prop-
erty a fleet of trucks from corporation N in 
exchange for M’s negotiable notes, not in 
registered form and without coupons at-
tached. The M notes are comparable to ear-
lier notes issued by M, which notes are 
quoted in the Eastern Bond section of the 
National Daily Quotation Sheet, which is an 
interdealer quotation system. Both issues of 
notes are unsecured, held by more than 100 
holders, have a maturity date of more than 
5 years, and were issued for a comparable 
principal amount. On the basis of these simi-
lar characteristics it appears that the latest 
notes will also be readily tradable. Since an 
interdealer system reflects an over-the- 
counter market, the earlier notes are treated 
as readily tradable in an established securi-
ties market. Since the later notes are obliga-
tions comparable to the earlier ones, which 
are treated as readily tradable in an estab-
lished securities market, the later notes are 
also treated as readily tradable in an estab-
lished securities market (whether or not 
such notes are actually traded). 

(5) Special rule for convertible securi-
ties—(i) General rule. If an obligation 
contains a right whereby the holder of 
such obligation may convert it directly 
or indirectly into another obligation 
which would be treated as a payment 
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under paragraph (e)(1) of this section or 
may convert it directly or indirectly 
into stock which would be treated as 
readily tradable or designed to be read-
ily tradable in an established securities 
market under paragraph (e)(4) of this 
section, the convertible obligation 
shall be considered to be in a form de-
signed to render such obligation read-
ily tradable in an established securities 
market unless such obligation is con-
vertible only at a substantial discount. 
In determining whether the stock or 
obligation into which an obligation is 
convertible is readily tradable or de-
signed to be readily tradable in an es-
tablished securities market, the rules 
stated in paragraph (e)(4) of this sec-
tion shall apply, and for purposes of 
such paragraph (e)(4) if such obligation 
is convertible into stock then the term 
‘‘stock’’ shall be substituted for the 
term ‘‘obligation’’ wherever it appears 
in such paragraph (e)(4). 

(ii) Substantial discount rule. Whether 
an obligation is convertible at a sub-
stantial discount depends upon the par-
ticular facts and circumstances. A sub-
stantial discount shall be considered to 
exist if at the time the convertible ob-
ligation is issued, the fair market 
value of the stock or obligation into 
which the obligation is convertible is 
less than 80 percent of the fair market 
value of the obligation (determined by 
taking into account all relevant fac-
tors, including proper discount to re-
flect the fact that the convertible obli-
gation is not readily tradable in an es-
tablished securities market and any 
additional consideration required to be 
paid by the taxpayer). Also, if a privi-
lege to convert an obligation into 
stock or an obligation which is readily 
tradable in an established securities 
market may not be exercised within a 
period of one year from the date the 
obligation is issued, a substantial dis-
count shall be considered to exist. 

(6) Effective date. The provisions of 
this paragraph (e) shall apply to sales 
or other dispositions occurring after 
May 27, 1969, which are not made pursu-
ant to a binding written contract en-
tered into on or before such date. No 
inference shall be drawn from this sec-
tion as to any questions of law con-
cerning the application of section 453 

to sales or other dispositions occurring 
on or before May 27, 1969. 

[T.D. 7768, 46 FR 10709, Feb. 4, 1981; 46 FR 
13688, Feb. 24, 1981; 46 FR 43036, Aug. 26, 1981, 
as amended by T.D. 7788, 46 FR 48920, Oct. 5, 
1981; T.D. 8535, 59 FR 18751, Apr. 20, 1994] 

§ 15a.453–2 Installment obligations re-
ceived as liquidating distribution. 
[Reserved] 

PART 16—TEMPORARY REGULA-
TIONS UNDER THE REVENUE ACT 
OF 1962 

AUTHORITY: Sec. 7805, 68 Stat. 917; 26 U.S.C. 
7805. 

§ 16.3–1 Returns as to the creation of 
or transfers to certain foreign 
trusts. 

(a) Requirement of return. Every 
United States person who, on or after 
October 16, 1962, either creates a for-
eign trust or transfers money or prop-
erty to a foreign trust, directly or indi-
rectly, shall file an information return 
on Form 3520, except as provided in 
subparagraph (4) of paragraph (d) of 
this section. The return must be filed 
by the grantor or the transferor, or the 
fiduciary of the estate in the case of a 
testamentary trust. The return must 
be filed whether or not any beneficiary 
is a United States person and whether 
or not the grantor or any other person 
may be treated as the substantial 
owner of any portion of the trust under 
sections 671–678. 

(b) Meaning of terms. For purposes of 
this section the following terms shall 
have the meaning assigned to them in 
this paragraph: 

(1) Foreign trust. See section 
7701(a)(31) of the Code for the definition 
of foreign trust. 

(2) United States person. See section 
7701(a)(30) of the Code for the definition 
of United States person. 

(3) Grantor. The term ‘‘grantor’’ re-
fers to any United States person who 
by an inter vivos declaration or agree-
ment creates a foreign trust. 

(4) Transferor. The term ‘‘transferor’’ 
refers to any United States person, 
other than a person who is the grantor 
or the fiduciary (as defined in subpara-
graph (5) of this paragraph), who trans-
fers money or property to or for the 
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benefit of a foreign trust. It does not 
refer to a person who transfers money 
or property to a foreign trust pursuant 
to a sale or an exchange which is made 
for full and adequate consideration. 

(5) Fiduciary of an estate. In the case 
of a testamentary trust expressed in 
the will of a decedent the term ‘‘fidu-
ciary of an estate’’ refers to the execu-
tor or administrator who is responsible 
for establishing a foreign trust on be-
half of the decedent. 

(c) Information required. The return 
required by section 6048 and this sec-
tion shall be made on Form 3520 and 
shall set forth the following informa-
tion: 

(1) The name, address, and identi-
fying number of the person (or persons) 
filing the return, a statement identi-
fying each person named as either a 
grantor, fiduciary of an estate, or 
transferor, and the date of the trans-
action for which the return is being 
filed; 

(2) In the case of a fiduciary of an es-
tate, the name and identifying number 
of the decedent; 

(3) The name of the trust and the 
name of the country under whose laws 
the foreign trust was created; 

(4) The date the foreign trust was 
created and the name and address of 
the person (or persons) who created it; 

(5) The date on which the trust is to 
terminate or a statement describing 
the conditions which will cause the 
trust to terminate; 

(6) The name and business address of 
the foreign trustee (or trustees); 

(7) A statement either that the trust-
ee is required to distribute all of the 
trust’s income currently (in which case 
the information required in subpara-
graph (c)(9) of this paragraph need not 
be furnished) or a statement that the 
trust may accumulate some or all of 
its income; 

(8) The name, address, and identi-
fying number, if any, of each bene-
ficiary who is either named in the in-
strument or whose identity is defi-
nitely ascertainable at the time the re-
turn required by this section is filed, 
and the date of birth for each bene-
ficiary who is a United States person 
and whose rights under the trust are 
determined, in whole or in part, by ref-
erence to the beneficiary’s age; 

(9) Except as provided in subpara-
graph (c)(7) of this paragraph, a state-
ment with respect to each beneficiary 
setting forth his right to receive in-
come or corpus, or both, from the 
trust, his proportionate interest, if 
any, in the income or corpus, or both, 
of the trust, and any condition gov-
erning the time when a distribution to 
him may be made, such as a specific 
date or age (or in lieu of such state-
ment a copy of the trust instrument 
which must be attached to the return); 

(10) A detailed list of the property 
transferred to the foreign trust in the 
transaction for which the return is 
being filed, containing a complete de-
scription of each item transferred, its 
adjusted basis and its fair market 
value on the date transferred, and the 
consideration, if any, paid by the for-
eign trust for such transfer; and 

(11) The name and address of the per-
son (or persons) having custody of the 
books of account and records of the for-
eign trust, and the location of such 
books and records if different from 
such address. 

(d) Special provisions—(1) Separate re-
turn for each foreign trust and each 
transfer. If a United States person cre-
ates more than one foreign trust or 
transfers money or property to more 
than one foreign trust, then separate 
returns must be filed with respect to 
each foreign trust where returns are re-
quired under section 6048 and this sec-
tion. If a United States person trans-
fers money or property to the same for-
eign trust at different times, then sepa-
rate returns must be filed with respect 
to each transfer where returns are re-
quired under section 6048 and this sec-
tion. However, where more than one 
transfer to the same foreign trust is 
made by a United States person during 
any 90-day period, such person may, at 
his election, file a single return, so 
long as the return includes the infor-
mation required with respect to each 
transfer and is filed on or before the 
90th day after the earliest transfer in 
any such period. 

(2) Joint returns. Where returns are re-
quired under section 6048 and this sec-
tion by two or more persons who either 
jointly create a foreign trust or jointly 
transfer money or property to a foreign 
trust, they may jointly execute and file 

VerDate Aug<04>2004 11:29 Apr 28, 2005 Jkt 205096 PO 00000 Frm 00232 Fmt 8010 Sfmt 8010 Y:\SGML\205096.XXX 205096



223 

Internal Revenue Service, Treasury § 16A.126–1 

one return in lieu of filing several re-
turns. 

(3) Actual ownership of money or prop-
erty transferred. If any person referred 
to in this section is not the real party 
in interest as to the money or property 
transferred but is merely acting for a 
United States person, the information 
required under this section shall be fur-
nished in the name of and by the actual 
owner of such money or property, ex-
cept that a fiduciary of an estate shall 
file information relating to the dece-
dent. 

(4) Payments to an employees’ trust, etc. 
In the case of contributions made to a 
foreign trust under a plan which pro-
vides pension, profit-sharing, stock 
bonus, sickness, accident, unemploy-
ment, welfare, or similar benefits or a 
combination of such benefits for em-
ployees, neither employers nor employ-
ees shall be required to file a return as 
set forth in this section. 

(e) Time and place for filing return—(1) 
Time for filing. Any return required by 
section 6048 and this section shall be 
filed on or before the 90th day after ei-
ther the creation of any foreign trust 
by a United States person or the trans-
fer of any money or property to a for-
eign trust by a United States person. 
The Director of International Oper-
ations is authorized to grant reason-
able extensions of time to file returns 
under section 6048 and this section in 
accordance with the applicable provi-
sions of section 6081(a) and § 1.6081–1. 

(2) Place for filing. Returns required 
by section 6048 and this section shall be 
filed with the Director of International 
Operations, Internal Revenue Service, 
Washington D.C. 20225. 

(f) Penalties—(1) Criminal. For crimi-
nal penalties for failure to file a return 
see section 7203. For criminal penalties 
for filing a false or fraudulent return, 
see sections 7206 and 7207. 

(2) Civil. For civil penalty for failure 
to file a return or failure to show the 
information required on a return under 
this section, see section 6677. 

[T.D. 6632, 28 FR 277, Jan. 10, 1963] 

PART 16A—TEMPORARY INCOME 
TAX REGULATIONS RELATING TO 
THE PARTIAL EXCLUSION FOR 
CERTAIN CONSERVATION COST- 
SHARING PAYMENTS 

Sec. 
16A.126–0 Effective dates. 
16A.126–1 Certain cost-sharing payments— 

in general. 
16A.126–2 Section 126 elections. 
16A.1255–1 General rule for treatment of 

gain from disposition of section 126 prop-
erty. 

16A.1255–2 Special rules. 

AUTHORITY: Secs. 126 and 7805 of the Inter-
nal Revenue Code of 1954 (92 Stat. 2888, 26 
U.S.C. 126; 68A Stat. 917, 26 U.S.C. 7805). 

SOURCE: T.D. 7778, 46 FR 27637, May 21, 1981, 
unless otherwise noted. 

§ 16A.126–0 Effective dates. 

These temporary regulations shall 
apply to any payments received under 
a contract signed by the taxpayer and 
the appropriate agency after Sep-
tember 30, 1979. 

§ 16A.126–1 Certain cost-sharing pay-
ments—in general. 

(a) Introduction. In general, section 
126 provides that recipients of pay-
ments made after September 30, 1979 
under certain conservation, reclama-
tion and restoration programs may ex-
clude all or a portion of those pay-
ments from income if the payments do 
not substantially increase the annual 
income derived by the taxpayer from 
the affected property. For purposes of 
this section, the term ‘‘payment’’ as 
used in section 126 means payment of 
the economic benefit, if any, conferred 
upon the taxpayer upon receipt of the 
improvement. An increase in annual 
income is substantial if it exceeds the 
greater of 10 percent of the average an-
nual income derived from the affected 
property prior to receipt of the im-
provement or an amount equal to $2.50 
times the number of affected acres. The 
amount of gross income which a tax-
payer realizes upon the receipt of a sec-
tion 126 payment is the value of the 
section 126 improvement, reduced by 
the sum of the excludable portion and 
the taxpayer’s share of the cost of the 
improvement (if any). 
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(b) Definitions. For purposes of this 
section, the term: 

(1) ‘‘Cost of the improvement’’ means 
the sum of amounts paid by a govern-
ment and the taxpayer, whether or not 
with borrowed funds, for the improve-
ment. 

(2) ‘‘Section 126 cost’’ means the cost 
of the improvement less the sum of 

(i) Any government payments under 
a program which is not listed in sec-
tion 126(a), 

(ii) Any portion of a government pay-
ment under a program which is listed 
in section 126(a) which the Secretary of 
Agriculture has not certified is pri-
marily for purposes of conservation, 

(iii) Any government payment to the 
taxpayer which is in the nature of rent 
or compensation for services. 

(3) ‘‘Value of the section 126 improve-
ment’’ means the fair market value of 
the improvement multiplied by a frac-
tion, the numerator of which is the sec-
tion 126 cost and the denominator of 
which is the cost of the improvement. 

(4) ‘‘Affected acreage’’ means the 
acres affected by the improvement. 

(5) ‘‘Excludable portion’’ means the 
present fair market value of the right 
to receive annual income from the af-
fected acreage of the greater of 10 per-
cent of the prior average annual in-
come from the affected acreage or $2.50 
times the number of affected acres. 

(6) ‘‘Prior average annual income’’ 
means the average of the gross receipts 
from the affected acreage for the last 
three taxable years preceding the tax-
able year in which installation of the 
improvement is commenced. 

(7) ‘‘Section 126 improvement’’ means 
the portion of the improvement equal 
to the percentage which government 
payments made to the taxpayer, which 
the Secretary of Agriculture has cer-
tified were made primarily for the pur-
pose of conservation, bear to the cost 
of the improvement. 

(c) Income realized upon receipt of a 
section 126 improvement—(1) Section 126 
exclusion applied. Unless a taxpayer 
elects not to have section 126 apply, 
the amount of gross income realized on 
receipt of the section 126 improvement 
is the value of the section 126 improve-
ment less the sum of the taxpayer’s 
share of the cost of the improvement 
and the excludable portion. 

(2) Section 126 exclusion not applied. If 
a taxpayer elects under section 126(c) 
not to have section 126 apply in whole 
or in part, the amount realized on the 
receipt of the section 126 improvement 
is the value of the section 126 improve-
ment less the sum of the taxpayer’s 
share of the cost of the improvement 
and the excludable portion that ap-
plies, if any. 

(d) Payments under watershed pro-
grams—(1) Programs within section 
126(a)(9). Section 126(a)(9) covers cer-
tain programs affecting small water-
sheds. 

These programs must be administered 
by the Secretary of Agriculture and be 
determined by the Commissioner to be 
substantially similar to the type of 
program described in section 126(a) (1) 
through (8). The Commissioner has de-
termined that section 126 improve-
ments made in connection with small 
watersheds are within the scope of sec-
tion 126(a)(9) if they are made under 
one of the following programs: 

(A) The Watershed Protection and 
Flood Prevention Act, Pub. L. 566, 68 
Stat. 666, as amended (16 U.S.C. 1001, et 
seq.), as funded by the Act of November 
9, 1979, Pub. L. 96–108, 93 Stat. 834. 

(B) Flood Prevention Projects, Pub. 
L. 86–468, sec. 1, 74 Stat. 131, as amend-
ed (16 U.S.C. 1006a); Pub. L. 78–534, sec. 
2, 58 Stat. 889 (33 U.S.C. 701a–1); Pub. L. 
78–534, sec. 13, 58 Stat. 905; 

(C) Emergency Watershed Protec-
tion, Pub. L. 81–516, sec. 216, 64 Stat. 184 
(33 U.S.C. 701b–1), and 

(D) Colorado River Basin Salinity 
Control Act, Pub. L. 93–320, 88 Stat. 266: 

(1) Title 1—Programs downstream 
from Imperial Dam, and 

(2) Title 2—Measures upstream from 
Imperial Dam. 

(2) Other programs. The Commissioner 
may announce further determinations 
under section 126(a)(9) from time to 
time in the Internal Revenue Bulletin. 

(3) Small watershed defined. A water-
shed is a ‘‘small watershed’’ under this 
paragraph and section 126(a)(9) if the 
watershed or subwatershed does not ex-
ceed 250,000 acres and does not include 
any single structure providing more 
than 12,500 acre-feet of floodwater de-
tention capacity, nor more than 25,000 
acre-feet of total capacity. 
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(e) Basis of property not increased by 
reason of excludable amounts. Notwith-
standing any provision of section 1016 
(relating to adjustments to basis) to 
the contrary, basis of any property 
does not include any amount which is 
excludable from gross income under 
section 126. 

(f) Cross reference. For rules relating 
to the recapture as ordinary income of 
the gain from the disposition (within 20 
years of the date of receipt) of property 
for which an exclusion is claimed for a 
section 126 improvement, see section 
1255 and the regulations thereunder. 

(g) Examples. The provisions of this 
section are illustrated by the following 
examples: 

Example (1). In 1981, 100 acres of the tax-
payer’s land is reclaimed under a Rural 
Abandoned Mine Program contract with the 
Soil Conservation Service of the U.S. Depart-
ment of Agriculture. The total cost of the 
improvement is $700,000. USDA pays $690,000, 
the taxpayer $10,000. The Secretary of Agri-
culture certifies that 95% of the $690,000 
USDA payment was primarily for the pur-
pose of conservation. Therefore, $34,500 
($690,000×.05) is a nonsection 126 payment. 
$150,000 of USDA’s payment is compensation 
for the taxpayer’s service in the reclamation 
project and is includable in gross income as 
compensation for services. The taxpayer has 
$20,000 of allowable deductions in 1981, $15,500 
of which are properly attributable to the 
USDA payment. Based on all the facts and 
circumstances, the value of the improvement 
is $21,000. The taxpayer elects not to have 
section 126 apply. The taxpayer computes the 
amount which is included in gross income as 
a result of receipt of the improvement as fol-
lows: 
(1) 

Cost of improvement ........................................... $700,000 
Nonsection 126 payment .............................. (34,500 ) 
Compensation for services ........................... (150,000 ) 
Current deductions ....................................... (15,500 ) 

Section 126 cost .................................... 500,000 

(2) 

Value of improvement .......................................... 21,000 
Multiplied by section 126 cost ...................... ×500,000 

Cost of improvement .................................... 700,000 

Value of section 126 improvement ....... 15,000 

(3) 

Value of section 126 improvement ...................... 15,000 
(Taxpayer’s contribution) ..................................... 10,000 

Amount included in gross income ......... 5,000 

Example (2). The facts are the same as ex-
ample (1) except that section 126 applies. 

Based on all the facts and circumstances, the 
present fair market value of the right to re-
ceive annual income from the property of 10 
percent of the prior average annual income 
of the affected acreage prior to the receipt of 
the improvement is $1,380 and the present 
fair market value of the right to receive $250 
($2.50 × 100 acres) is $1,550. The excludable 
portion is, therefore, $1,550. The taxpayer 
computes the amount included in gross in-
come as follows: 
Value of section 126 improvement ...................... $15,000 
(Taxpayer’s contribution) ..................................... (10,000 ) 
(Excludable portion) ............................................. (1,550 ) 

Amount included in income ...................... 3,450 

Example (3). The facts are the same as ex-
ample (2) except that the present value of 10 
percent of the prior average annual income 
is $5,600. The taxpayer realizes no income as 
a result of receipt of the section 126 project. 

(1) 
Value of section 126 improvement ...................... $15,000 
(Taxpayer’s contribution) ..................................... (10,000 ) 
(Excludable portion) ............................................. (5,600 ) 

Amount included in income ...................... 0 

Example (4). In 1983, the taxpayer signs a 
contract under the water bank program 
under which he will maintain 20 acres of un-
disturbed wetlands as a wildfowl preserve. In 
return he will receive $90 an acre as rent 
from the government. Although the payment 
is made under a program listed in section 
126(a) and the Secretary of Agriculture has 
certified that the entire amount of payment 
was made primarily for the purpose of con-
servation, there is no income eligible for sec-
tion 126 exclusion because the full payment 
is rent. The rent is included in full in gross 
income. 

Example (5). In 1980, the taxpayer reforests 
200 acres of nonindustrial private forest land 
by planting tree seedlings. The taxpayer 
pays the full cost of the reforestation, 
$15,000. Under the cost-sharing provisions of 
the forestry incentives program, the tax-
payer receives a reimbursement from USDA 
of $12,000. The Secretary of Agriculture cer-
tifies that 100% of the USDA payment is pri-
marily for the purpose of conservation. As-
sume that the excludable portion is $3,500 
and that based on all the facts and cir-
cumstances, the value of the improvement is 
$15,000. The amount which is includable in 
income is the value of the section 126 im-
provement, reduced by the excludable por-
tion and the taxpayer’s share of the cost of 
the improvement. Therefore the taxpayer in-
cludes $8,500 in gross income as a result of 
the USDA payment, computed as follows: 
Value of the section 126 improvement ........ $15,000 
(Excludable portion) ..................................... (3,500) 
(Taxpayer’s contribution) ............................. (3,000) 

Amount included in gross income .... 8,500 
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[T.D. 7748, 46 FR 27637, May 21, 1981; 46 FR 
41043, Aug. 14, 1981] 

§ 16A.126–2 Section 126 elections. 
(a) Election for section 126 not to apply 

in whole or in part. A taxpayer may 
elect under section 126(c) not to have 
section 126 apply to all or any part of 
an improvement described in section 
126. 

(b) Application of the section 126 exclu-
sion. To the extent the section 126 ex-
clusion applies, the taxpayer should so 
indicate on an attachment to the tax 
return (or amended return) for the tax-
able year in which the taxpayer re-
ceived the last payment made by a gov-
ernment for the improvement. The at-
tachment should state the dollar 
amount of the section 126 cost funded 
by a government payment, the value of 
the section 126 improvement, and the 
amount that the taxpayer is excluding 
under section 126. 

§ 16A.1255–1 General rule for treat-
ment of gain from disposition of 
section 126 property. 

(a) Ordinary income—(1) General rule. 
Except as otherwise provided in this 
section and § 16A.1255–2, if section 126 
property is disposed of after September 
30, 1979, then under section 1255(a)(1) 
there shall be recognized as ordinary 
income the lesser of— 

(i) The ‘‘excludable portion’’ under 
section 126, or 

(ii)(A) The excess of the amount real-
ized (in the case of a sale, exchange, or 
involuntary conversion), or the fair 
market value of the section 126 prop-
erty (in the case of any other disposi- 
tion), over the adjusted basis of the 
property, less 

(B) The amount recognized as ordi-
nary income under the other provisions 
of Chapter I, Subchapter P, Part IV of 
the Code. 

(2) Application of section. Any gain 
treated as ordinary income under sec-
tion 1255(a)(1) shall be recognized as or-
dinary income notwithstanding any 
other provision of subtitle A of the 
Code except that section 1255 does not 
apply to the extent the gain is recog-
nized as ordinary income under the 
other provisions of Subchapter P, Part 
IV of the Code. For special rules with 
respect to the application of section 

1255, see § 16A.1255–2. For the relation of 
section 1255 to other provisions, see 
paragraph (c) of this section. 

(3) Meaning of terms. For purposes of 
section 1255 and these regulations— 

(i) The term ‘‘section 126 property’’ 
means any property acquired, im-
proved, or otherwise modified as a re-
sult of a payment listed in section 
126(a) which has been certified by the 
Secretary of Agriculture as primarily 
for the purpose of conservation; 

(ii) The term ‘‘excludable portion’’ is 
defined in § 16A.126–1(b)(5); 

(iii) The term ‘‘disposition’’ has the 
same meaning as in § 1.1245–1(a)(3); 

(iv) The term ‘‘date of receipt of the 
section 126 payment’’ means the last 
date the government made a payment 
for the improvements. 

(4) Applicable percentage. If section 126 
property is disposed of less than 10 
years after the date of receipt of the 
last payment which has been certified 
by the Secretary of Agriculture as pri-
marily for the purpose of conservation, 
the ‘‘applicable percentage’’ is 100 per-
cent; if section 126 property is disposed 
of more than 10 years after that date, 
the applicable percentage is 100 percent 
reduced (but not below zero) by 10 per-
cent for each year or part thereof in ex-
cess of 10 years such property was held 
after the date of the section 126 pay-
ment. 

(5) Portion of parcel. The amount of 
gain to be recognized as ordinary in-
come under section 1255(a)(1) shall be 
determined separately for each parcel 
of section 126 property in a manner 
consistent with the principles of § 1245– 
1(a) (4) and (5) relating to gain from 
disposition of certain depreciable prop-
erty. If (i) only a portion of a parcel of 
section 126 property is disposed of in a 
transaction, or if two or more portions 
of a single parcel are disposed of in one 
transaction, and (ii) the aggregate of 
‘‘excludable portions’’ with respect to 
any such portion cannot be established 
to the satisfaction of the Commis-
sioner, then the aggregate of the ‘‘ex-
cludable portions’’ in respect of the en-
tire parcel shall be allocated to each 
portion in proportion to the fair mar-
ket value of each at the time of the dis-
position. 

(b) Instances of nonapplication—(1) In 
general. Section 1255 does not apply if a 
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taxpayer disposes of section 126 prop-
erty more than 20 years after receipt of 
the last section 126 payment with re-
spect to the property. 

(2) Losses. Section 1255(a)(1) does not 
apply to losses. Thus, section 1255(a)(1) 
does not apply if a loss is realized upon 
a sale, exchange, or involuntary con-
version of property, all of which is sec-
tion 126 property, nor does the section 
apply to a disposition of the property 
other than by way of sale, exchange, or 
involuntary conversion if at the time 
of the disposition the fair market value 
of the property is not greater than its 
adjusted basis. 

(c) Relation of section 1255 to other pro-
visions—(1) General. The provisions of 
section 1255 apply notwithstanding any 
other provisions of Subtitle A of the 
Code except that they do not apply to 
the extent gain is recognized as ordi-
nary income under the other provisions 
of Subchapter P, Part IV of the Code. 
Thus, unless an exception or limitation 
under § 16A.1255–2 applies, gain under 
section 1255(a)(1) is recognized notwith-
standing any contrary nonrecognition 
provision or income characterizing pro-
vision. For example, since section 1255 
overrides section 1231 (relating to prop-
erty used in the trade or business), the 
gain recognized under section 1255 upon 
a disposition of section 126 property 
will be treated as ordinary income and 
only the remaining gain, if any, from 
the disposition may be considered as 
gain from the sale or exchange of prop-
erty to which section 1231 applies. See 
example (1) of paragraph (d) of this sec-
tion. 

(2) Nonrecognition sections overridden. 
The nonrecognition of gain provisions 
of Subtitle A of the Code which section 
1255 overrides include, but are not lim-
ited to, sections 267(d), 311(a), 336, 337, 
and 512(b)(5). See § 16A.1255–2 for the ex-
tent to which section 1255(a)(1) over-
rides sections 332, 351, 361, 371(a), 374(a), 
721, 731, 1031, and 1033. 

(3) Installment method. Gain from a 
disposition to which section 1255(a)(1) 
applies may be reported under the in-
stallment method if such method is 
otherwise available under section 453 of 
the Code. In such a case, the portion of 
the installment payment that is gain is 
treated as follows: first as ordinary 
gain under other sections of Chapter I 

Subchapter P, Part IV of the Code 
until all that gain has been reported; 
next as ordinary gain to which section 
1255 applies until all that gain is re-
ported; and finally as gain under other 
sections of Chapter I, Subchapter D, 
Part IV of the Code. For treatment of 
amounts as interest on certain deferred 
payments, see section 483. 

(4) Exempt income. With regard to ex-
empt income, the principles of § 1.1245– 
6(e) shall be applicable. 

(5) Treatment of gain not recognized 
under section 1255(a)(1). For treatment 
of gain not recognized under this sec-
tion, the principles of § 1.1245–6(f) shall 
be applicable. 

(d) Example. The provisions of this 
section may be illustrated by the fol-
lowing example: 

Example. Individual A uses the calendar 
year as his taxable year. On April 10, 1995, A 
sells for $75,000 section 126 property with an 
adjusted basis of $52,500 for a realized gain of 
$22,500. The excludable portion under section 
126 was $18,000. A received the section 126 
payment on January 5, 1990. No gain is recog-
nized as ordinary gain under sections 1231 
through 1254. Because the applicable percent-
age, 100 percent, of the aggregate of the sec-
tion 126 improvements ($18,000), $18,000, is 
lower than the gain realized, $22,500, the 
amount of gain recognized as ordinary in-
come under section 1255(a)(1) is $18,000. The 
remaining $4,500 of the gain may be treated 
as gain from the sale or exchange of property 
described in section 1231. 

§ 16A.1255–2 Special rules. 

(a) Exception for gifts—(1) General rule. 
In general, no gain shall be recognized 
under section 1255(a)(1) upon a disposi-
tion of section 126 property by gift. For 
purposes of section 1255 and this para-
graph, the term ‘‘gift’’ shall have the 
same meaning as in § 1.1245–4(a) and, 
with respect to the application of this 
paragraph, principles illustrated by the 
examples of § 1.1245–4(a)(2) shall apply. 

(2) Disposition in part a sale or ex-
change and in part a gift. Where a dis-
position of section 126 property is in 
part a sale or exchange and in part a 
gift, the amount of gain which shall be 
recognized as ordinary income under 
section 1255(a)(1) shall be computed 
under § 16A.1255–1(a)(1), applied by 
treating the gain realized (for purposes 
of § 16A.1255–1(a)(1)(ii)), as the excess of 
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the amount realized over the adjusted 
basis of the section 126 property. 

(3) Treatment of section 126 property in 
hands of transferee. See paragraph (d) of 
this section for treatment of the trans-
feree in the case of a disposition to 
which this paragraph applies. 

(4) Examples. The provisions of this 
paragraph may be illustrated by the 
following examples: 

Example (1). On March 2, 1986, A makes a 
gift to B of a parcel of land having an ad-
justed basis of $40,000 and fair market value 
of $65,000. On the date of that gift, the aggre-
gate of excludable portions under section 126 
was $24,000. The section 126 payments were 
all received on January 15, 1981. Upon mak-
ing the gift, A recognizes no gain under sec-
tion 1255(a)(1). See paragraph (a)(1) of this 
section. For treatment of the property in the 
hands of B, see example (1) of paragraph 
(d)(3) of this section. 

Example (2). (i) Assume the same facts as in 
example (1), except that A transfers the land 
to B for $50,000. Assume further that no gain 
is recognized as ordinary income under any 
other provision of Chapter I, Subchapter P, 
Part IV of the Code. Thus, the gain realized 
is $10,000 (amount realized, $50,000, minus ad-
justed basis, $40,000), and A has made a gift 
of $15,000 (fair market value, $65,000, minus 
amount realized, $50,000). 

(ii) Upon the transfer of the land to B, A 
recognizes $10,000 as ordinary income under 
section 1255(a)(1), computed under paragraph 
(a)(2) of this section as follows: 
(1) Aggregate of excludable portions under 

section 126 ..................................................... $24,000 
(2) Multiply: Applicable percentage for land dis-

posed if within sixth year after section 126 
payments were received ................................ 100 

(3) Amount in § 16A.1255–1(a)(1)(i) .................. $24,000 

(4) Gain realized (see (i) of this example) ........ 10,000 
(5) Amount in § 16A.1255–1(a)(1)(ii) applied in 

accordance with paragraph (a)(2) of this sec-
tion .................................................................. 10,000 

(6) Lower of line (3) or line (5) .......................... 10,000 

Thus, the entire gain realized on the trans-
fer, $10,000, is recognized as ordinary income. 

For treatment of the farm land in the 
hands of B, see example (2) of paragraph 
(d)(3) of this section. 

(b) Exception for transfer at death—(1) 
In general. Except as provided in sec-
tion 691 (relating to income in respect 
of a decedent), no gain shall be recog-
nized under section 1255(a)(1) upon a 
transfer at death. For purposes of sec-
tion 1255 and this paragraph, the term 
‘‘transfer at death’’ shall have the 
same meaning as in § 1.1245–4(b) and, 
with respect to the application of this 

paragraph, principles illustrated by the 
examples of § 1.1245–4(b)(2) shall apply. 

(2) Treatment of section 126 property in 
hands of transferee. If, as of the date a 
person acquires section 126 property 
from a decedent, the person’s basis is 
determined by reason of the applica-
tion of section 1014(a), solely by ref-
erence to the fair market value of the 
property on the date of the decedent’s 
death, or on the applicable date pro-
vided in section 2032 (relating to alter-
native valuation date), then on that 
date the aggregate of excludable por-
tions under section 126 in the hands of 
such transferee is zero. 

(c) Limitation for certain tax-free trans-
actions—(1) Limitation on amount of 
gain. Upon a transfer of section 126 
property described in paragraph (c)(2) 
of this section, the amount of gain rec-
ognized as ordinary income under sec-
tion 1255(a)(1) shall not exceed an 
amount equal to the excess (if any) of 
(i) the amount of gain recognized to 
the transferor on the transfer (deter-
mined without regard to section 1255) 
over (ii) the amount (if any) of gain 
recognized as ordinary income under 
the other provisions of Chapter I, Sub-
chapter P, Part IV of the Code. For 
purposes of paragraph (c)(1) of this sec-
tion, the principles of § 1.1245–4(c)(1) 
shall apply. Thus, in the case of a 
transfer of section 126 property and 
other property in one transaction, the 
amount realized from the disposition of 
the section 126 property (as determined 
in a manner consistent with the prin-
ciples of § 1.1245–1(a)(5)) shall consist of 
that portion of the fair market value of 
each property acquired which bears the 
same ratio to the fair market value of 
the acquired property as the amount 
realized from the disposition of the sec-
tion 126 property bears to the total 
amount realized. The preceding sen-
tence shall be applied solely for pur-
poses of computing the portion of the 
total gain (determined without regard 
to section 1255) which is eligible to be 
recognized as ordinary income under 
section 1255(a)(1). The provisions of this 
paragraph do not apply to a disposition 
of property to an organization (other 
than a cooperative described in section 
521) which is exempt from the tax im-
posed by Chapter I of the Code. 
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(2) Transfers covered. The transfers re-
ferred to in paragraph (c)(1) of this sec-
tion are transfers of section 126 prop-
erty in which the basis of the property 
in the hands of the transferee is deter-
mined by reference to its basis in the 
hands of the transferor by reason of the 
application of any of the following pro-
visions: 

(i) Section 332 (relating to distribu-
tions in complete liquidation of an 80- 
percent-or-more controlled subsidiary 
corporation). For application of para-
graph (c)(1) of this section to such a 
complete liquidation, the principles of 
§ 1.1245–4(c)(3) shall apply. Thus, for ex-
ample, the provisions of paragraph 
(c)(1) of this section do not apply to a 
liquidating distribution of section 126 
property by an 80-percent-or-more con-
trolled subsidiary to its parent if the 
parent’s basis for the property is deter-
mined, under section 334(b)(2), by ref-
erence to its basis for the stock of the 
subsidiary. 

(ii) Section 351 (relating to transfer 
to a corporation controlled by the 
transferor). 

(iii) Section 361 (relating to ex-
changes pursuant to certain corporate 
reorganizations). 

(iv) Section 371(a) (relating to ex-
changes pursuant to certain receiver-
ship and bankruptcy proceedings). 

(v) Section 374(a) (relating to ex-
changes pursuant to certain railroad 
reorganizations). 

(vi) Section 721 (relating to transfers 
to a partnership in exchange for a part-
nership interest). See paragraph (e) of 
this section. 

(vii) Section 731 (relating to distribu-
tions by a partnership to a partner). 
For special carryover of basis rule, see 
paragraph (e) of this section. 

(viii) Section 1031 (relating to like 
kind exchanges). 

(ix) Section 1034 (relating to rollover 
of gain on the sale of a principal resi-
dence). 

(3) Treatment of section 126 property in 
the hands of transferee. See paragraph 
(d) of this section for treatment of the 
transferee in the case of a disposition 
to which this paragraph applies. 

(4) Examples. The provisions of this 
paragraph may be illustrated by the 
following examples: 

Example (1). On January 4, 1986, A holds a 
parcel of property that is section 126 prop-
erty having an adjusted basis of $15,000 and a 
fair market value of $40,000. On that date he 
transfers the parcel to corporation M in ex-
change for stock in the corporation worth 
$40,000 in a transaction qualifying under sec-
tion 351. On the date of the transfer, the ag-
gregate of excludable portions under section 
126 with respect to the transferred property 
is $18,000 and all of such amount was received 
on March 25, 1981. With regard to section 
1255, A would recognize no gain under section 
351 upon the transfer and M’s basis for the 
land would be determined under section 
362(a) by reference to its basis in the hands 
of A. Thus, as a result of the disposition, no 
gain is recognized as ordinary income under 
section 1255 by A since the amount of gain 
recognized under that section is limited to 
the amount of gain which is recognized 
under section 351 (determined without regard 
to section 1255). See paragraph (c)(1) of this 
section. For treatment of the section 126 
property in the hands of B, see paragraph 
(d)(1) of this section. 

Example (2). Assume the same facts in ex-
ample (1), except that A transferred the 
property to M for stock in the corporation 
worth $32,000 and $8,000 cash. The gain real-
ized is $25,000 (amount realized, $40,000, 
minus adjusted basis, $15,000). Without re-
gard to section 1255, A would recognize $8,000 
of gain under section 351(b). Assume further 
that no gain is recognized as ordinary in-
come under the other provisions of Chapter 
I, Subchapter P, Part IV of the Code. There-
fore, since the applicable percentage, 100 per-
cent of the aggregate excludable portions 
under section 126, $18,000, is lower than the 
gain realized, $25,000, the amount of gain to 
be recognized as ordinary income under sec-
tion 1255(a)(1) would be $18,000 if the provi-
sions of paragraph (c)(1) of this section do 
not apply. Since under section 351(b) gain in 
the amount of $8,000 would be recognized to 
the transferor without regard to section 1255, 
the limitation provided in paragraph (c)(1) of 
this section limits the gain taken into ac-
count by A under section 1255(a)(1) to $8,000. 

Example (3). Assume the same facts as in 
example (2), except that $5,000 of gain is rec-
ognized as ordinary income under section 
1251(c)(1). The amount of gain recognized as 
ordinary income under section 1255(a)(1) is 
$3,000 computed as follows: 
(1) Amount of gain under section 1255(a)(1) (de-

termined without regard to paragraph (c)(1) of 
this section): 

(a) Aggregate of excludable portions under 
section 126 .................................................. $18,000 

(b) Multiply: Applicable percentage for prop-
erty disposed of within the fifth year after 
section 126 payments were received (per-
cent) ............................................................ 100 

(c) Amount in § 16A.1255–1(a)(1)(i) .............. $18,000 
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(d) Gain realized (amount realized $40,000 
less adjusted basis, $15,000) ..................... $25,000 

(e) Lower of line (c) or line (d) ...................... $18,000 

(2) Limitation in paragraph (c)(1) of this section: 
(a) Gain recognized (determined without re-

gard to section 1255) .................................. $8,000 
(b) Minus: Gain recognized as ordinary in-

come under section 1251(c)(1) ................... $5,000 

(c) Difference ................................................. $3,000 
(3) Lower of line (1)(e) or line (2)(c) ..................... $3,000 

Thus, the entire gain recognized under sec-
tion 351(b) (determined without regard to 
sections 1251 and 1255), $8,000, is recognized as 
ordinary income since that amount is equal 
to the sum of the gain recognized as ordinary 
income under section 1251(c)(1), $5,000, and 
under section 1255(a)(1), $3,000. 

(d) Treatment of section 126 property re-
ceived by a transferee in a disposition by 
gift and certain tax-free transactions—(1) 
General rule. If section 126 property is 
disposed of in a transaction which is ei-
ther a gift to which paragraph (a)(1) of 
this section applies, or a completely 
tax-free transfer to which paragraph 
(c)(1) of this section applies, then for 
purposes of section 1255— 

(i) The aggregate of the excludable 
portions under section 126 in respect of 
the land in the hands of the transferee 
immediately after the disposition shall 
be an amount equal to the amount of 
such aggregate in the hands of the 
transferor immediately before the dis-
position, and 

(ii) For purposes of applying section 
1255 upon a subsequent disposition by 
the transferee (including a computa-
tion of the applicable percentage), the 
dates of receipt of section 126 payments 
shall not be affected by the disposi-
tions. 

(2) Certain partially tax-free transfers. 
If section 126 property is disposed of in 
a transaction which either is in part a 
sale or exchange and in part a gift to 
which paragraph (a)(2) of this section 
applies, or is a partially tax-free trans-
fer to which paragraph (c)(1) of this 
section applies, then for purposes of 
section 1255 the amount determined 
under paragraph (d)(1) of this section 
shall be reduced by the amount of gain 
taken into account under section 1255 
by the transferor upon the disposition. 
Upon a subsequent disposition by the 
transferee, the dates of receipt of sec-
tion 126 payments remain the same in 
the hands of the transferee as they 
were in the hands of the transferor. 

With respect to the 175 and 182 deduc-
tions taken by the transferee, the hold-
ing period shall not include the holding 
period of the transferor. 

(3) Examples. The provisions of this 
paragraph may be illustrated by the 
following examples: 

Example (1). Assume the same facts as in 
example (1) of paragraph (a)(4) of this sec-
tion. Therefore, on the date B receives the 
land in the gift transaction, under paragraph 
(d)(1) of this section the aggregate of exclud-
able portions under section 126 in respect of 
the land in the hands of B is the amount in 
the hands of A, $24,000, and for purposes of 
applying section 1255 upon a subsequent dis-
position by B (including a computation of 
the applicable percentage) the date the sec-
tion 126 payments were received is the same 
as it was when the property was in A’s hands 
(January 15, 1981). 

Example (2). Assume the same facts as in 
example (2) of paragraph (a)(4) of this sec-
tion. Under paragraph (d)(2) of this section, 
the aggregate of excludable portions under 
section 126 which pass over to B for purposes 
of section 1255 is $14,000 ($24,000 excluded 
under section 126 minus $10,000 gain recog-
nized under section 1255(d)(1) in accordance 
with example (2) of paragraph (a)(4) of this 
section). The date the section 126 payments 
were received is the same as when the prop-
erty was in B’s hands (January 15, 1981). 

(e) Disposition of section 126 property 
not specifically covered. If section 126 
property is disposed of in a transaction 
not specifically covered under 
§ 16A.1255–1, and this section, then the 
principles of section 1245 shall apply. 

PART 17—TEMPORARY INCOME 
TAX REGULATIONS UNDER 26 
U.S.C. 103(c) 

AUTHORITY: Sec. 7805 of the Internal Rev-
enue Code of 1954; 68A Stat. 917 (26 U.S.C. 
7805). 

§ 17.1 Industrial development bonds 
used to provide solid waste disposal 
facilities; temporary rules. 

(a) In general. Section 103(c)(4)(E) 
provides that section 103(c)(1) shall not 
apply to obligations issued by a State 
or local governmental unit which are 
part of an issue substantially all the 
proceeds of which are used to provide 
solid waste disposal facilities. Section 
1.103–8(f) of this chapter provides gen-
eral rules with respect to such facili-
ties and defines such facilities. In the 
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case of property which has both a solid 
waste disposal function and a function 
other than the disposal of solid waste, 
only the portion of the cost of the 
property allocable to the function of 
solid waste disposal (as determined 
under paragraph (b) of this section) is 
taken into account as an expenditure 
to provide solid waste disposal facili-
ties. A facility which otherwise quali-
fies as a solid waste disposal facility 
will not be treated as having a function 
other than solid waste disposal merely 
because material or heat which has 
utility or value is recovered or results 
from the disposal process. Where mate-
rials or heat are recovered, the waste 
disposal function includes the proc-
essing of such materials or heat which 
occurs in order to put them into the 
form in which the materials or heat are 
in fact sold or used, but does not in-
clude further processing which con-
verts the materials or heat into other 
products. 

(b) Allocation. The portion of the cost 
of property allocable to solid waste dis-
posal is determined by allocating the 
cost of such property between the prop-
erty’s solid waste disposal function and 
any other functions by any method 
which, with reference to all the facts 
and circumstances with respect to such 
property, reasonably reflects a separa-
tion of costs for each function of the 
property. 

(c) Example. The principles of this 
paragraph may be illustrated by the 
following example: 

Example. Company A intends to construct a 
new facility to process solid waste which 
City X will deliver to the facility. City X will 
pay a disposal fee for each ton of solid waste 
that City X dumps at the facility. The waste 
will be processed by A in a manner which 
separates metals, glass, and similar mate-
rials. As separated, some of such items are 
commercially saleable; but A does not intend 
to sell the metals and glass until the metals 
are further separated, sorted, sized, and 
cleaned and the glass is pulverized. The met-
als and pulverized glass will then be sold to 
commercial users. The waste disposal func-
tion includes such processing of the metals 
and glass, but no further processing is in-
cluded. 

The remaining waste will be burned 
in an incinerator. Gases generated by 
the incinerator will be cleaned by use 
of an electrostatic precipitator. To re-

duce the size and cost of the electro-
static precipitator, the incinerator ex-
haust gases will be cooled and reduced 
in volume by means of a heat exchange 
process using boilers. The precipitator 
is functionally related and subordinate 
to disposal of the waste residue and is 
therefore property used in solid waste 
disposal. The heat can be used by A to 
produce steam. Company B operates an 
adjacent electric generating facility 
and B can use steam to power its tur-
bine-generator. B needs steam with 
certain physical characteristics and as 
a result A’s boilers, heat exchanger and 
related equipment are somewhat more 
costly than might be required to 
produce steam for some other uses. The 
disposal function includes the equip-
ment actually used to put the heat into 
the form in which it is sold. 

Company A intends to construct 
pipes to carry the steam from A’s boil-
er to B’s facility. When converted to 
such steam the heat is in the form in 
which sold, and therefore the disposal 
function does not include subsequent 
transporting of the steam by pipes. 
Similarly, if A installed generating 
equipment and used the steam to gen-
erate electricity, the disposal function 
would not include the generating 
equipment, since such equipment 
transforms the commercially saleable 
steam into another form of energy. 

[T.D. 7362, 40 FR 26028, June 20, 1975] 

PART 18—TEMPORARY INCOME 
TAX REGULATIONS UNDER THE 
SUBCHAPTER S REVISION ACT OF 
1982 

Sec. 
18.0 Effective date of temporary regulations 

under the Subchapter S Revision Act of 
1982. 

18.1371–1 Election to treat distributions as 
dividends during certain post-termi-
nation transition periods. 

18.1379–1 Transitional rules on enactment. 
18.1379–2 Special rules for all elections, con-

sents, and refusals. 

AUTHORITY: 26 U.S.C. 7805. 

SOURCE: T.D. 7872, 48 FR 3590, Jan. 26, 1983, 
unless otherwise noted. 
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§ 18.0 Effective date of temporary reg-
ulations under the Subchapter S 
Revision Act of 1982. 

The temporary regulations provided 
under § 18.1377–1, 18.1379–1, and 18.1379–2 
are effective with respect to taxable 
years beginning after 1982, and the 
temporary regulations provided under 
§ 18.1378–1 are effective with respect to 
elections made after October 19, 1982. 

[T.D. 8600, 60 FR 37588, July 21, 1995] 

§ 18.1371–1 Election to treat distribu-
tions as dividends during certain 
post-termination transition periods. 

A corporation may make an election 
under section 1371(e) (as amended by 
section 721(o) of the Act) to treat all 
distributions of money made during 
the post-termination transition period 
described in section 1377(b)(1)(A) as 
coming out of the corporation’s earn-
ings and profits (after earnings and 
profits have been eliminated, the dis-
tributions are applied against and re-
duce the adjusted basis of the stock). 
The election may be made only with 
the consent of each shareholder to 
whom the corporation makes a dis-
tribution (whether or not it is a cash 
distribution) during such post-termi-
nation transition period. Any such 
election shall be made by the corpora-
tion by attaching to its income tax re-
turn for the C year in which such post- 
termination transition period ends a 
statement which clearly indicates that 
the corporation elects to have section 
1371(e)(1) not apply to all distributions 
made during such post-termination 
transition period. The election shall 
not be effective unless such statement 
is signed by a person authorized to sign 
the return required to be filed under 
section 6012 and by each shareholder 
required to consent to the election. 

[T.D. 7976, 49 FR 35493, Sept. 10, 1984] 

§ 18.1379–1 Transitional rules on en-
actment. 

(a) Prior elections. Any election that 
was made under section 1372(a) (as in 
effect before the enactment of the Sub-
chapter S Revision Act of 1982), and 
that is still in effect as of the first day 
of a taxable year beginning in 1983, 
shall be treated as being an election 
made under section 1362(a). In addition, 

any election that was made under sec-
tion 1371(g)(2) (as in effect before the 
enactment of that Act), and that is 
still in effect as of the first day of a 
taxable year beginning in 1983, shall be 
treated as being an election made 
under section 1362(d)(2). 

(b) Prior terminations. For purposes of 
section 1362(g), any termination under 
section 1372(e) (as in effect before the 
enactment of the Subchapter S Revi-
sion Act of 1982) shall not be taken into 
account. 

(c) Time and manner of making an elec-
tion under section 6(c)(3)(B) of the Sub-
chapter S Revision Act of 1982. In the 
case of a qualified oil corporation (as 
defined in section 6(c)(3)(B) of the Sub-
chapter S Revision Act of 1982), the 
corporation may elect under that sec-
tion of the Act to have the amend-
ments made by the Act not apply and 
to have Subchapter S (as in effect on 
July 1, 1982), Chapter I of the Internal 
Revenue Code of 1954 apply. The elec-
tion shall be made by the corporation 
by filing a statement that— 

(1) Contains the name, address, and 
taxpayer identification number of the 
corporation and of each shareholder, 

(2) Identifies the election as an elec-
tion under section 6(c)(3)(B) of the Sub-
chapter S Revision Act of 1982, and 

(3) Provides all information nec-
essary in the judgment of the district 
director to show that the corporation 
meets the requirements (other than the 
requirement of making this election) of 
a qualified oil corporation. 
The statement shall be signed by any 
person authorized to sign the return re-
quired to be filed under section 6037 
and by each person who is or was a 
shareholder in the corporation at any 
time during the taxable year beginning 
in 1983 and shall be filed with the re-
turn for that taxable year. 

§ 18.1379–2 Special rules for all elec-
tions, consents, and refusals. 

(a) Additional information required. If 
later regulations issued under the sec-
tion of the Code or of the Subchapter S 
Revision Act of 1982 under which the 
election, consent, or refusal was made 
require the furnishing of information 
in addition to that which was furnished 
with the statement of election, con-
sent, or refusal as provided by part 18 
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of this title, and if an office of the In-
ternal Revenue Service requests the 
taxpayer to provide the additional in-
formation, the taxpayer shall furnish 
the additional information in a state-
ment filed with that office of the Inter-
nal Revenue Service within 60 days 
after the date on which the request is 
made. This statement shall also— 

(1) Contain the name, address, and 
taxpayer identification number of each 
party identified in connection with the 
election, consent, or refusal, 

(2) Identify the election, consent, or 
refusal by reference to the section of 
the Code or Act under which the elec-
tion, consent, or refusal was made, and 

(3) Specify the scope of the election, 
consent, or refusal. 
If the additional information is not 
provided within 60 days after the date 
on which the request is made, the elec-
tion, consent, or refusal may, at the 
discretion of the Commissioner, be held 
invalid. 

(b) State law incorporator. For pur-
poses of any election, consent, or re-
fusal provided in part 18 of this title, 
any person who is considered to be a 
shareholder for state law purposes sole-
ly by virtue of his or her status as an 
incorporator shall not be treated as a 
shareholder. 

PART 19—TEMPORARY REGULA-
TIONS UNDER THE REVENUE ACT 
OF 1964 

AUTHORITY: 26 U.S.C. 7805. 

§ 19.3–1 Interest on certain deferred 
payments; interest rate for use in 
determining whether there is total 
unstated interest under a contract. 

(a) In general. Section 224(a) of the 
Revenue Act of 1964 adds a new section 
483 to the Internal Revenue Code of 
1954. Section 483(a) provides, generally, 
that in the case of any contract for the 
sale or exchange of property (which is 
a capital asset or section 1231 property) 
there shall be treated as interest that 
part of a payment to which section 483 
applies which bears the same ratio to 
the amount of such payment as the 
total unstated interest under such con-
tract bears to the total of the pay-
ments to which such section applies 

which are due under the contract. Sec-
tion 483(b) defines the term ‘‘total 
unstated interest’’, with respect to a 
contract for the sale or exchange of 
property, as an amount equal to the ex-
cess of— 

(1) The sum of the payments to which 
section 483 applies which are due under 
the contract, over 

(2) The sum of the present values of 
such payments and the present values 
of any interest payments due under the 
contract. 
Section 483(b) further provides that, for 
purposes of section 483(b)(2), the 
present value of a payment shall be de-
termined, as of the date of the sale or 
exchange, by discounting such pay-
ment at the rate, and in the manner, 
provided in regulations prescribed by 
the Secretary or his delegate, and that 
such regulations shall provide for dis-
counting on the basis of 6-month 
brackets and shall provide that the 
present value of any interest payment 
due not more than 6 months after the 
date of the sale or exchange is an 
amount equal to 100 percent of such 
payment. Section 483(c) provides that, 
except as provided in section 483(f) (re-
lating to exceptions and limitations), 
section 483 shall apply to any payment 
on account of the sale or exchange of 
property which constitutes part or all 
of the sales price and which is due 
more than 6 months after the date of 
such sale or exchange under a contract 
under which some or all of the pay-
ments are due more than one year after 
the date of such sale or exchange, and 
under which, using a rate provided by 
regulations (for purposes of section 
483(c)(1)(B)), there is total unstated in-
terest. Section 483(c) further provides 
that any rate prescribed for deter-
mining whether there is total unstated 
interest for purposes of section 
483(c)(1)(B) shall be at least one per-
centage point lower than the rate pre-
scribed for purposes of section 483(b)(2). 

(b) Rate of interest and table of present 
values for purposes of section 483(c)(1)(B). 
For purposes of determining under sec-
tion 483(c)(1)(B) whether there is total 
unstated interest under a contract 
(other than a contract of sale or ex-
change under which the purchaser is 
the United States, a State, or any 
other purchaser described in section 
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103) which provides for the payment of 
some interest, a rate of 4 percent per 
annum simple interest shall be used. 
As an illustration of the meaning of 
simple interest, if a contract provides 
for payments of $6,000 in 3 equal in-
stallments of $2,000 plus 4 percent per 
annum simple interest, such install-
ments of principal and interest being 
due 1, 2, and 3 years, respectively, from 
the date of the sale, the amount of in-
terest due with the first installment is 
$80 ($2,000×0.04×1), the amount of inter-
est due with the second installment is 
$160 ($2,000×0.04×2), and the amount of 
interest due with the third installment 
is $240 ($2,000×0.04×3). Section 483 shall 
not apply if the interest payments 
specified in a contract are at a rate of 
at least 4 percent per annum, whether 
simple or compounded. In all other 
cases, for purposes of determining, 
under section 483(c)(1)(B), whether 
there is total unstated interest, under 
a contract (not involving a purchaser 
described in section 103), the following 
table, which provides for discounting 
payments at a 4 percent per annum 
simple interest rate, shall be used for 
computing the present value of a pay-
ment to which section 483 applies 
which is due under the contract, and 
the present value of any interest pay-
ment due under the contract: 

PRESENT VALUE OF DEFERRED PAYMENT (4 
PERCENT PER ANNUM SIMPLE INTEREST) 

Number of months deferred Present value of $1 at 
4% simple interest At least But less than 

0 6 1.00000 
6 9 .98039 
9 15 .96154 

15 21 .94340 
21 27 .92593 

27 33 .90909 
33 39 .89286 
39 45 .87719 
45 51 .86207 
51 57 .84746 

57 63 .83333 
63 69 .81967 
69 75 .80645 
75 81 .79365 
81 87 .78125 

87 93 .76923 
93 99 .75758 
99 105 .74627 

105 111 .73529 
111 117 .72464 

117 123 .71429 

PRESENT VALUE OF DEFERRED PAYMENT (4 
PERCENT PER ANNUM SIMPLE INTEREST)— 
Continued 

Number of months deferred Present value of $1 at 
4% simple interest At least But less than 

123 129 .70423 
129 135 .69444 
135 141 .68493 
141 147 .67568 

147 153 .66667 
153 159 .65789 
159 165 .64935 
165 171 .64103 
171 177 .63291 

177 183 .62500 
183 189 .61728 
189 195 .60976 
195 201 .60241 
201 207 .59524 

207 213 .58824 
213 219 .58140 
219 225 .57471 
225 231 .56818 
231 237 .56180 

237 243 .55556 
243 249 .54945 
249 255 .54348 
255 261 .53763 
261 267 .53191 

267 273 .52632 
273 279 .52083 
279 285 .51546 
285 291 .51020 
291 297 .50505 

297 303 .50000 
303 309 .49505 
309 315 .49020 
315 321 .48544 
321 327 .48077 

327 333 .47619 
333 339 .47170 
339 345 .46729 
345 351 .46296 
351 357 .45872 

357 363 .45455 
363 369 .45045 
369 375 .44643 
375 381 .44248 
381 387 .43860 

387 393 .43478 
393 399 .43103 
399 405 .42735 
405 411 .42373 
411 417 .42017 

417 423 .41667 
423 429 .41322 
429 435 .40984 
435 441 .40650 
441 447 .40323 

447 453 .40000 
453 459 .39683 
459 465 .39370 
465 471 .39063 

VerDate Aug<04>2004 11:29 Apr 28, 2005 Jkt 205096 PO 00000 Frm 00244 Fmt 8010 Sfmt 8010 Y:\SGML\205096.XXX 205096



235 

Internal Revenue Service, Treasury § 19.3–1 

PRESENT VALUE OF DEFERRED PAYMENT (4 
PERCENT PER ANNUM SIMPLE INTEREST)— 
Continued 

Number of months deferred Present value of $1 at 
4% simple interest At least But less than 

471 477 .38760 

477 483 .38462 
483 489 .38168 
489 495 .37879 
495 501 .37594 
501 507 .37313 

507 513 .37037 
513 519 .36765 
519 525 .36496 
525 531 .36232 
531 537 .35971 

537 543 .35714 
543 549 .35461 
549 555 .35211 
555 561 .34965 
561 567 .34722 

567 573 .34483 
573 579 .34247 
579 585 .34014 
585 591 .33784 
591 597 .33557 

597 603 .33333 
603 609 .33113 
609 615 .32895 
615 621 .32680 
621 627 .32468 

627 633 .32258 
633 639 .32051 
639 645 .31847 
645 651 .31646 
651 657 .31447 

657 663 .31250 
663 669 .31056 

PRESENT VALUE OF DEFERRED PAYMENT (4 
PERCENT PER ANNUM SIMPLE INTEREST)— 
Continued 

Number of months deferred Present value of $1 at 
4% simple interest At least But less than 

669 675 .30864 
675 681 .30675 
681 687 .30488 

687 693 .30303 
693 699 .30120 
699 705 .29940 
705 711 .29762 
711 717 .29586 
717 723 .29412 

To compute the present value of a pay-
ment, multiply the amount of the pay-
ment by the factor contained in the 
present value column for the appro-
priate number of months the payment 
is deferred. For example, the present 
value of an installment payment of 
$5,000 due 2 years (24 months) from the 
date of the sale would be $4,629.65 
($5,000×0.92593). 

(c) Effective date. The provisions of 
section 483 and these temporary regula-
tions shall apply to payments made 
after December 31, 1963, on account of 
sales or exchanges of property occur-
ring after June 30, 1963, other than any 
sale or exchange made pursuant to a 
binding written contract (including an 
irrevocable written option) entered 
into before July 1, 1963. 

[T.D. 6720, 29 FR 4882, Apr. 7, 1964] 
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SUBCHAPTER B—ESTATE AND GIFT TAXES 

PART 20—ESTATE TAX; ESTATES OF 
DECEDENTS DYING AFTER AU-
GUST 16, 1954 

INTRODUCTION 

Sec. 
20.0–1 Introduction. 
20.0–2 General description of tax. 

ESTATES OF CITIZENS OR RESIDENTS 

TAX IMPOSED 

20.2001–1 Valuation of adjusted taxable gifts 
and section 2701(d) taxable events. 

20.2002–1 Liability for payment of tax. 

CREDITS AGAINST TAX 

20.2011–1 Credit for State death taxes. 
20.2011–2 Limitation on credit if a deduction 

for State death taxes is allowed under 
section 2053(d). 

20.2012–1 Credit for gift tax. 
20.2013–1 Credit for tax on prior transfers. 
20.2013–2 ‘‘First limitation’’. 
20.2013–3 ‘‘Second limitation’’. 
20.2013–4 Valuation of property transferred. 
20.2013–5 ‘‘Property’’ and ‘‘transfer’’ defined. 
20.2013–6 Examples. 
20.2014–1 Credit for foreign death taxes. 
20.2014–2 ‘‘First limitation’’. 
20.2014–3 ‘‘Second limitation’’. 
20.2014–4 Application of credit in cases in-

volving a death tax convention. 
20.2014–5 Proof of credit. 
20.2014–6 Period of limitations on credit. 
20.2014–7 Limitation on credit if a deduction 

for foreign death taxes is allowed under 
section 2053(d). 

20.2015–1 Credit for death taxes on remain-
ders. 

20.2016–1 Recovery of death taxes claimed as 
credit. 

GROSS ESTATE 

20.2031–0 Table of contents. 
20.2031–1 Definition of gross estate; valu-

ation of property. 
20.2031–2 Valuation of stocks and bonds. 
20.2031–3 Valuation of interests in busi-

nesses. 
20.2031–4 Valuation of notes. 
20.2031–5 Valuation of cash on hand or on 

deposit. 
20.2031–6 Valuation of household and per-

sonal effects. 
20.2031–7 Valuation of annuities, interests 

for life or term of years, and remainder 
or reversionary interests. 

20.2031–8 Valuation of certain life insurance 
and annuity contracts; valuation of 

shares in an open-end investment com-
pany. 

20.2031–9 Valuation of other property. 
20.2032–1 Alternate valuation. 
20.2032A–3 Material participation require-

ments for valuation of certain farm and 
closely-held business real property. 

20.2032A–4 Method of valuing farm real 
property. 

20.2032A–8 Election and agreement to have 
certain property valued under section 
2032A for estate tax purposes. 

20.2033–1 Property in which the decedent 
had an interest. 

20.2034–1 Dower or curtesy interests. 
20.2036–1 Transfers with retained life estate. 
20.2037–1 Transfers taking effect at death. 
20.2038–1 Revocable transfers. 
20.2039–1 Annuities. 
20.2039–1T Limitations and repeal of estate 

tax exclusion for qualified plans and indi-
vidual retirement plans (IRAs) (tem-
porary). 

20.2039–2 Annuities under ‘‘qualified plans’’ 
and section 403(b) annuity contracts. 

20.2039–3 Lump sum distributions under 
‘‘qualified plans;’’ decedents dying after 
December 31, 1976, and before January 1, 
1979. 

20.2039–4 Lump sum distributions from 
‘‘qualified plans;’’ decedents dying after 
December 31, 1978. 

20.2039–5 Annuities under individual retire-
ment plans. 

20.2040–1 Joint interests. 
20.2041–1 Powers of appointment; in general. 
20.2041–2 Powers of appointment created on 

or before October 21, 1942. 
20.2041–3 Powers of appointment created 

after October 21, 1942. 
20.2042–1 Proceeds of life insurance. 
20.2043–1 Transfers for insufficient consider-

ation. 
20.2044–1 Certain property for which marital 

deduction was previously allowed. 
20.2044–2 Effective dates. 
20.2045–1 Applicability to pre-existing trans-

fers or interests. 
20.2046–1 Disclaimed property. 

ACTUARIAL TABLES APPLICABLE BEFORE MAY 
1, 1999 

20.2031–7A Valuation of annuities, interests 
for life or term of years, and remainder 
or reversionary interests for estates of 
decedents for which the valuation date of 
the gross estate is before May 1, 1999. 

TAXABLE ESTATE 

20.2051–1 Definition of taxable estate. 
20.2052–1 Exemption. 
20.2053–1 Deductions for expenses, indebted-

ness, and taxes; in general. 
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20.2053–2 Deduction for funeral expenses. 
20.2053–3 Deduction for expenses of admin-

istering estate. 
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INTRODUCTION 

§ 20.0–1 Introduction. 

(a) In general. (1) The regulations in 
this part (part 20, subchapter B, chap-
ter I, title 26, Code of Federal Regula-
tions) are designated ‘‘Estate Tax Reg-
ulations.’’ These regulations pertain to 
(i) the Federal estate tax imposed by 
chapter 11 of subtitle B of the Internal 
Revenue Code on the transfer of estates 
of decedents dying after August 16, 
1954, and (ii) certain related adminis-
trative provisions of subtitle F of the 
Code. It should be noted that the appli-
cation of many of the provisions of 
these regulations may be affected by 
the provisions of an applicable death 
tax convention with a foreign country. 
Unless otherwise indicated, references 
in the regulations to the ‘‘Internal 
Revenue Code’’ or the ‘‘Code’’ are ref-
erences to the Internal Revenue Code 
of 1954, as amended, and references to a 
section or other provision of law are 
references to a section or other provi-
sion of the Internal Revenue Code of 
1954, as amended. Unless otherwise pro-
vided, the Estate Tax Regulations are 
applicable to the estates of decedents 
dying after August 16, 1954, and super-
sede the regulations contained in part 
81, subchapter B, chapter I, title 26, 
Code of Federal Regulations (1939) (Regu-
lations 105, Estate Tax), as prescribed 
and made applicable to the Internal 
Revenue Code of 1954 by Treasury Deci-
sion 6091, signed August 16, 1954 (19 FR 
5167, Aug. 17, 1954). The regulations in 
this part do not reflect the amend-
ments made by the Foreign Investors 
Tax Act of 1966 (80 Stat. 1539). 

(2) Section 2208 makes the provisions 
of chapter 11 of the Code apply to the 
transfer of the estates of certain dece-
dents dying after September 2, 1958, 
who were citizens of the United States 
and residents of a possession thereof at 
the time of death. Section 2209 makes 
the provisions of chapter 11 apply to 
the transfer of the estates of certain 
other decedents dying after September 
14, 1960, who were citizens of the United 
States and residents of a possession 
thereof at the time of death. See 
§§ 20.2208–1 and 20.2209–1. Except as oth-
erwise provided in §§ 20.2208–1 and 
20.2209–1, the provisions of these regu-

lations do not apply to the estates of 
such decedents. 

(b) Scope of regulations—(1) Estates of 
citizens or residents. Subchapter A of 
Chapter 11 of the Code pertains to the 
taxation of the estate of a person who 
was a citizen or a resident of the 
United States at the time of his death. 
A ‘‘resident’’ decedent is a decedent 
who, at the time of his death, had his 
domicile in the United States. The 
term ‘‘United States’’, as used in the 
estate tax regulations, includes only 
the States and the District of Colum-
bia. The term also includes the Terri-
tories of Alaska and Hawaii prior to 
their admission as States. See section 
7701(a)(9). A person acquires a domicile 
in a place by living there, for even a 
brief period of time, with no definite 
present intention of later removing 
therefrom. Residence without the req-
uisite intention to remain indefinitely 
will not suffice to constitute domicile, 
nor will intention to change domicile 
effect such a change unless accom-
panied by actual removal. For the 
meaning of the term ‘‘citizen of the 
United States’’ as applied in a case 
where the decedent was a resident of a 
possession of the United States, see 
§ 20.2208–1. The regulations pursuant to 
subchapter A are set forth in §§ 20.2001– 
1 to 20.2056(d)–1. 

(2) Estates of nonresidents not citizens. 
Subchapter B of Chapter 11 of the Code 
pertains to the taxation of the estate 
of a person who was a nonresident not 
a citizen of the United States at the 
time of his death. A ‘‘nonresident’’ de-
cedent is a decedent who, at the time 
of his death, had his domicile outside 
the United States under the principles 
set forth in subparagraph (1) of this 
paragraph. (See, however, section 2202 
with respect to missionaries in foreign 
service.) The regulations pursuant to 
subchapter B are set forth in §§ 20.2101– 
1 to 20.2107–1. 

(3) Miscellaneous substantive provi-
sions. Subchapter C of Chapter 11 of the 
Code contains a number of miscella-
neous substantive provisions. The regu-
lations pursuant to subchapter C are 
set forth in §§ 20.2201–1 to 20.2209–1. 

(4) Procedure and administration provi-
sions. Subtitle F of the Internal Rev-
enue Code contains some sections 
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which are applicable to the Federal es-
tate tax. The regulations pursuant to 
those sections are set forth in 
§§ 20.6001–1 to 20.7101–1. Such regula-
tions do not purport to be all the regu-
lations on procedure and administra-
tion which are pertinent to estate tax 
matters. For the remainder of the reg-
ulations on procedure and administra-
tion which are pertinent to estate tax 
matters, see part 301 (Regulations on 
Procedure and Administration) of this 
chapter. 

(c) Arrangement and numbering. Each 
section of the regulations in this part 
(other than this section and § 20.0–2) is 
designated by a number composed of 
the part number followed by a decimal 
point (20.); the section of the Internal 
Revenue Code which it interprets; a hy-
phen (-); and a number identifying the 
section. By use of these designations 
one can ascertain the sections of the 
regulations relating to a provision of 
the Code. For example, the regulations 
pertaining to section 2012 of the Code 
are designated § 20.2012–1. 

[T.D. 6296, 23 FR 4529, June 24, 1958, as 
amended by T.D. 6526, 26 FR 414, Jan. 19, 1961; 
T.D. 7238, 37 FR 28717, Dec. 29, 1972; T.D. 7296, 
38 FR 34191, Dec. 12, 1973; T.D. 7665, 45 FR 
6089, Jan. 25, 1980; T.D. 8522, 59 FR 9646, Mar. 
1, 1994] 

§ 20.0–2 General description of tax. 
(a) Nature of tax. The Federal estate 

tax is neither a property tax nor an in-
heritance tax. It is a tax imposed upon 
the transfer of the entire taxable es-
tate and not upon any particular leg-
acy, devise, or distributive share. Es-
cheat of a decedent’s property to the 
State for lack of heirs is a transfer 
which causes the property to be in-
cluded in the decedent’s gross estate. 

(b) Method of determining tax; estate of 
citizen or resident—(1) In general. Sub-
paragraphs (2) to (5) of this paragraph 
contain a general description of the 
method to be used in determining the 
Federal estate tax imposed upon the 
transfer of the estate of a decedent who 
was a citizen or resident of the United 
States at the time of his death. 

(2) Gross estate. The first step in de-
termining the tax is to ascertain the 
total value of the decedent’s gross es-
tate. The value of the gross estate in-
cludes the value of all property to the 

extent of the interest therein of the de-
cedent at the time of his death. (For 
certain exceptions in the case of real 
property situated outside the United 
States, see paragraphs (a) and (c) of 
§ 20.2031–1.) In addition, the gross estate 
may include property in which the de-
cedent did not have an interest at the 
time of his death. A decedent’s gross 
estate for Federal estate tax purposes 
may therefore be very different from 
the same decedent’s estate for local 
probate purposes. Examples of items 
which may be included in a decedent’s 
gross estate and not in his probate es-
tate are the following: certain property 
transferred by the decedent during his 
lifetime without adequate consider-
ation; property held jointly by the de-
cedent and others; property over which 
the decedent had a general power of ap-
pointment; proceeds of certain policies 
of insurance on the decedent’s life; an-
nuities; and dower or curtesy of a sur-
viving spouse or a statutory estate in 
lieu thereof. For a detailed explanation 
of the method of ascertaining the value 
of the gross estate, see sections 2031 
through 2044, and the regulations 
thereunder. 

(3) Taxable estate. The second step in 
determining the tax is to ascertain the 
value of the decedent’s taxable estate. 
The value of the taxable estate is de-
termined by subtracting from the value 
of the gross estate the authorized ex-
emption and deductions. Under various 
conditions and limitations, deductions 
are allowable for expenses, indebted-
ness, taxes, losses, charitable transfers, 
and transfers to a surviving spouse. 
For a detailed explanation of the meth-
od of ascertaining the value of the tax-
able estate, see sections 2051 through 
2056, and the regulations thereunder. 

(4) Gross estate tax. The third step is 
the determination of the gross estate 
tax. This is accomplished by the appli-
cation of certain rates to the value of 
the decedent’s taxable estate. In this 
connection, see section 2001 and the 
regulations thereunder. 

(5) Net estate tax payable. The final 
step is the determination of the net es-
tate tax payable. This is done by sub-
tracting from the gross estate tax the 
authorized credits against tax. Under 
certain conditions and limitations, 
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credits are allowable for the following 
(computed in the order stated below): 

(i) State death taxes paid in connec-
tion with the decedent’s estate (section 
2011); 

(ii) Gift taxes paid on inter-vivos 
transfers by the decedent of property 
included in his gross estate (section 
2012); 

(iii) Foreign death taxes paid in con-
nection with the decedent’s estate (sec-
tion 2014); and 

(iv) Federal estate taxes paid on 
transfers of property to the decedent 
(section 2013). 

Sections 25.2701–5 and 25.2702–6 of this 
chapter contain rules that provide ad-
ditional adjustments to mitigate dou-
ble taxation in cases where the amount 
of the decedent’s gift was previously 
determined under the special valuation 
provisions of sections 2701 and 2702. For 
a detailed explanation of the credits 
against tax, see sections 201l through 
2016 and the regulations thereunder. 

(c) Method of determining tax; estate of 
nonresident not a citizen. In general, the 
method to be used in determining the 
Federal estate tax imposed upon the 
transfer of an estate of a decedent who 
was a nonresident not a citizen of the 
United States is similar to that de-
scribed in paragraph (b) of this section 
with respect to the estate of a citizen 
or resident. Briefly stated, the steps 
are as follows: First, ascertain the sum 
of the value of that part of the dece-
dent’s ‘‘entire gross estate’’ which at 
the time of his death was situated in 
the United States (see §§ 20.2103–1 and 
20.2014–1) and, in the case of an estate 
of an expatriate to which section 2107 
applies, any amounts includible in his 
gross estate under section 2107(b) (see 
paragraph (b) of § 20.2107–1); second, de-
termine the value of the taxable estate 
by subtracting from the amount deter-
mined under the first step the amount 
of the allowable deductions (see 
§ 20.2106–1); third, compute the gross es-
tate tax on the taxable estate (see 
§ 20.2106–1); and fourth, subtract from 
the gross estate tax the total amount 
of any allowable credits in order to ar-
rive at the net estate tax payable (see 

§ 20.2102–1 and paragraph (c) of § 20.2107– 
1). 

[T.D. 6296, 23 FR 4529, June 24, 1958, as 
amended by T.D. 6684, 28 FR 11408, Oct. 24, 
1963; T.D. 7296, 38 FR 34191, Dec. 12, 1973; T.D. 
8395, 57 FR 4254, Feb. 4, 1992] 

ESTATES OF CITIZENS OR RESIDENTS 

TAX IMPOSED 

§ 20.2001–1 Valuation of adjusted tax-
able gifts and section 2701(d) tax-
able events. 

(a) Adjusted taxable gifts made prior to 
August 6, 1997. For purposes of deter-
mining the value of adjusted taxable 
gifts as defined in section 2001(b), if the 
gift was made prior to August 6, 1997, 
the value of the gift may be adjusted at 
any time, even if the time within 
which a gift tax may be assessed has 
expired under section 6501. This para-
graph (a) also applies to adjustments 
involving issues other than valuation 
for gifts made prior to August 6, 1997. 

(b) Adjusted taxable gifts and section 
2701(d) taxable events occurring after Au-
gust 5, 1997. For purposes of deter-
mining the amount of adjusted taxable 
gifts as defined in section 2001(b), if, 
under section 6501, the time has expired 
within which a gift tax may be assessed 
under chapter 12 of the Internal Rev-
enue Code (or under corresponding pro-
visions of prior laws) with respect to a 
gift made after August 5, 1997, or with 
respect to an increase in taxable gifts 
required under section 2701(d) and 
§ 25.2701–4 of this chapter, then the 
amount of the taxable gift will be the 
amount as finally determined for gift 
tax purposes under chapter 12 of the In-
ternal Revenue Code and the amount of 
the taxable gift may not thereafter be 
adjusted. The rule of this paragraph (b) 
applies to adjustments involving all 
issues relating to the gift, including 
valuation issues and legal issues in-
volving the interpretation of the gift 
tax law. 

(c) Finally determined. For purposes of 
paragraph (b) of this section, the 
amount of a taxable gift as finally de-
termined for gift tax purposes is— 

(1) The amount of the taxable gift as 
shown on a gift tax return, or on a 
statement attached to the return, if 
the Internal Revenue Service does not 
contest such amount before the time 
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has expired under section 6501 within 
which gift taxes may be assessed; 

(2) The amount as specified by the In-
ternal Revenue Service before the time 
has expired under section 6501 within 
which gift taxes may be assessed on the 
gift, if such specified amount is not 
timely contested by the taxpayer; 

(3) The amount as finally determined 
by a court of competent jurisdiction; or 

(4) The amount as determined pursu-
ant to a settlement agreement entered 
into between the taxpayer and the In-
ternal Revenue Service. 

(d) Definitions. For purposes of para-
graph (b) of this section, the amount is 
finally determined by a court of com-
petent jurisdiction when the court en-
ters a final decision, judgment, decree 
or other order with respect to the 
amount of the taxable gift that is not 
subject to appeal. See, for example, 
section 7481 regarding the finality of a 
decision by the U.S. Tax Court. Also, 
for purposes of paragraph (b) of this 
section, a settlement agreement means 
any agreement entered into by the In-
ternal Revenue Service and the tax-
payer that is binding on both. The 
term includes a closing agreement 
under section 7121, a compromise under 
section 7122, and an agreement entered 
into in settlement of litigation involv-
ing the amount of the taxable gift. 

(e) Expiration of period of assessment. 
For purposes of determining if the time 
has expired within which a tax may be 
assessed under chapter 12 of the Inter-
nal Revenue Code, see § 301.6501(c)–1(e) 
and (f) of this chapter. 

(f) Effective dates. Paragraph (a) of 
this section applies to transfers of 
property by gift made prior to August 
6, 1997, if the estate tax return for the 
donor/decedent’s estate is filed after 
December 3, 1999. Paragraphs (b) 
through (e) of this section apply to 
transfers of property by gift made after 
August 5, 1997, if the gift tax return for 
the calendar period in which the gift is 
made is filed after December 3, 1999. 

[T.D. 8845, 64 FR 67769, Dec. 3, 1999] 

§ 20.2002–1 Liability for payment of 
tax. 

The Federal estate tax imposed both 
with respect to the estates of citizens 
or residents and with respect to estates 
of nonresidents not citizens is payable 

by the executor or administrator of the 
decedent’s estate. This duty applies to 
the entire tax, regardless of the fact 
that the gross estate consists in part of 
property which does not come within 
the possession of the executor or ad-
ministrator. If there is no executor or 
administrator appointed, qualified and 
acting in the United States, any person 
in actual or constructive possession of 
any property of the decedent is re-
quired to pay the entire tax to the ex-
tent of the value of the property in his 
possession. See section 2203, defining 
the term ‘‘executor’’. The personal li-
ability of the executor or such other 
person is described in section 3467 of 
the Revised Statutes (31 U.S.C. 192) as 
follows: 

Every executor, administrator, or assignee, 
or other person, who pays, in whole or in 
part, any debt due by the person or estate for 
whom or for which he acts before he satisfies 
and pays the debts due to the United States 
from such person or estate, shall become an-
swerable in his own person and estate to the 
extent of such payments for the debts so due 
to the United States, or for so much thereof 
as may remain due and unpaid. 

As used in said section, the word 
‘‘debt’’ includes a beneficiary’s dis-
tributive share of an estate. Thus, if 
the executor pays a debt due by the de-
cedent’s estate or distributes any por-
tion of the estate before all the estate 
tax is paid, he is personally liable, to 
the extent of the payment or distribu-
tion, for so much of the estate tax as 
remains due and unpaid. In addition, 
section 6324(a)(2) provides that if the 
estate tax is not paid when due, then 
the spouse, transferee, trustee (except 
the trustee of an employee’s trust 
which meets the requirements of sec-
tion 401(a)), surviving tenant, person in 
possession of the property by reason of 
the exercise, nonexercise, or release of 
a power of appointment, or beneficiary, 
who receives, or has on the date of the 
decedent’s death, property included in 
the gross estate under section 2034 
through 2042, is personally liable for 
the tax to the extent of the value, at 
the time of the decedent’s death, of 
such property. See also the following 
related sections of the Internal Rev-
enue Code: Section 2204, discharge of 
executor from personal liability; sec-
tion 2205, reimbursement out of estate; 
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sections 2206 and 2207, liability of life 
insurance beneficiaries and recipients 
of property over which decedent had 
power of appointment; sections 6321 
through 6325, concerning liens for 
taxes; and section 6901(a)(1), concerning 
the liabilities of transferees and fidu-
ciaries. 

CREDITS AGAINST TAX 

§ 20.2011–1 Credit for State death 
taxes. 

(a) In general. A credit is allowed 
under section 2011 against the Federal 
estate tax for estate, inheritance, leg-
acy or succession taxes actually paid 
to any State, Territory, or the District 
of Columbia, or, in the case of dece-
dents dying before September 3, 1958, 
any possession of the United States 
(hereinafter referred to as ‘‘State death 
taxes’’). The credit, however, is allowed 
only for State death taxes paid (1) with 
respect to property included in the de-
cedent’s gross estate, and (2) with re-
spect to the decedent’s estate. The 
amount of the credit is subject to the 
limitation described in paragraph (b) of 
this section. It is subject to further 
limitations described in § 20.2011–2 if a 
deduction is allowed under section 
2053(d) for State death taxes paid with 
respect to a charitable gift. See para-
graph (a) of § 20.2014–1 as to the allow-
ance of a credit for death taxes paid to 
a possession of the United States in a 
case where the decedent died after Sep-
tember 2, 1958. 

(b) Amount of credit. (1) If the dece-
dent’s taxable estate does not exceed 
$40,000, the credit for State death taxes 
is zero. If the decedent’s taxable estate 
does exceed $40,000, the credit for State 
death taxes is limited to an amount 
computed in accordance with the fol-
lowing table: 

TABLE FOR COMPUTATION OF MAXIMUM CREDIT 
FOR STATE DEATH TAXES 

(A)—Taxable 
estate equal 
to or more 

than— 

(B)—Taxable 
estate less 

than— 

(C)—Credit 
on amount in 
column (A) 

(D)—Rates of 
credit on ex-

cess over 
amount in 
column (A) 
(percent) 

$40,000 $90,000 ...................... 0.8 
90,000 140,000 $400 1.6 

140,000 240,000 1,200 2.4 
240,000 440,000 3,600 3.2 
440,000 640,000 10,000 4.0 

TABLE FOR COMPUTATION OF MAXIMUM CREDIT 
FOR STATE DEATH TAXES—Continued 

(A)—Taxable 
estate equal 
to or more 

than— 

(B)—Taxable 
estate less 

than— 

(C)—Credit 
on amount in 
column (A) 

(D)—Rates of 
credit on ex-

cess over 
amount in 
column (A) 
(percent) 

640,000 840,000 18,000 4.8 
840,000 1,040,000 27,600 5.6 

1,040,000 1,540,000 38,800 6.4 
1,540,000 2,040,000 70,800 7.2 
2,040,000 2,540,000 106,800 8.0 
2,540,000 3,040,000 146,800 8.8 
3,040,000 3,540,000 190,800 9.6 
3,540,000 4,040,000 238,800 10.4 
4,040,000 5,040,000 290,800 11.2 
5,040,000 6,040,000 402,800 12.0 
6,040,000 7,040,000 522,800 12.8 
7,040,000 8,040,000 650,800 13.6 
8,040,000 9,040,000 786,800 14.4 
9,040,000 10,040,000 930,800 15.2 

10,040,000 ...................... 1,082,800 16.0 

(2) Subparagraph (1) of this para-
graph may be illustrated by the fol-
lowing example: 

Example. (i) The decedent died January 1, 
1955, leaving a taxable estate of $150,000. On 
January 1, 1956, inheritance taxes totaling 
$2,500 were actually paid to a State with re-
spect to property included in the decedent’s 
gross estate. Reference to the table discloses 
that the specified amount in column (A) 
nearest to but less than the value of the de-
cedent’s taxable estate is $140,000. The max-
imum credit in respect of this amount, as in-
dicated in column (C), is $1,200. The amount 
by which the taxable estate exceeds the same 
specified amount is $10,000. The maximum 
credit in respect of this amount, computed 
at the rate of 2.4 percent indicated in column 
(D), is $240. Thus, the maximum credit in re-
spect of the decedent’s taxable estate of 
$150,000 is $1,440, even though $2,500 in inher-
itance taxes was actually paid to the State. 

(ii) If, in subdivision (i) of this example, 
the amount actually paid to the State was 
$950, the credit for State death taxes would 
be limited to $950. If, in subdivision (i) of this 
example, the decedent’s taxable estate was 
$35,000, no credit for State death taxes would 
be allowed. 

(c) Miscellaneous limitations and condi-
tions to credit—(1) Period of limitations. 
The credit for State death taxes is lim-
ited under section 2011(c) to those taxes 
which were actually paid and for which 
a credit was claimed within four years 
after the filing of the estate tax return 
for the decedent’s estate. If, however, a 
petition has been filed with the Tax 
Court of the United States for the rede-
termination of a deficiency within the 
time prescribed in section 6213(a), the 
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credit is limited to those taxes which 
were actually paid and for which a 
credit was claimed within four years 
after the filing of the return or within 
60 days after the decision of the Tax 
Court becomes final, whichever period 
is the last to expire. Similarly, if an 
extension of time has been granted 
under section 6161 for payment of the 
tax shown on the return, or of a defi-
ciency, the credit is limited to those 
taxes which were actually paid and for 
which a credit was claimed within four 
years after the filing of the return, or 
before the date of the expiration of the 
period of the extension, whichever pe-
riod is last to expire. If a claim for re-
fund or credit of an overpayment of the 
Federal estate tax is filed within the 
time prescribed in section 6511, the 
credit for State death taxes is limited 
to such taxes as were actually paid and 
credit therefor claimed within four 
years after the filing of the return or 
before the expiration of 60 days from 
the date of mailing by certified or reg-
istered mail by the district director to 
the taxpayer of a notice of disallow-
ance of any part of the claim, or before 
the expiration of 60 days after a deci-
sion by any court of competent juris-
diction becomes final with respect to a 
timely suit instituted upon the claim, 
whichever period is the last to expire. 
See section 2015 for the applicable pe-
riod of limitations for credit for State 
death taxes on reversionary or remain-
der interests if an election is made 
under section 6163(a) to postpone pay-
ment of the estate tax attributable to 
reversionary or remainder interests. If 
a claim for refund based on the credit 
for State death taxes is filed within the 
applicable period described in this sub-
paragraph, a refund may be made de-
spite the general limitation provisions 
of sections 6511 and 6512. Any refund 
based on the credit described in this 
section shall be made without interest. 

(2) Submission of evidence. Before the 
credit for State death taxes is allowed, 
evidence that such taxes have been 
paid must be submitted to the district 
director. The district director may re-
quire the submission of a certificate 
from the proper officer of the taxing 
State, Territory, or possession of the 
United States, or the District of Co-
lumbia, showing: (i) The total amount 

of tax imposed (before adding interest 
and penalties and before allowing dis-
count); (ii) the amount of any discount 
allowed; (iii) the amount of any pen-
alties and interest imposed or charged; 
(iv) the total amount actually paid in 
cash; and (v) the date or dates of pay-
ment. If the amount of these taxes has 
been redetermined, the amount finally 
determined should be stated. The re-
quired evidence should be filed with 
the return, but if that is not conven-
ient or possible, then it should be sub-
mitted as soon thereafter as prac-
ticable. The district director may re-
quire the submission of such additional 
proof as is deemed necessary to estab-
lish the right to the credit. For exam-
ple, he may require the submission of a 
certificate of the proper officer of the 
taxing jurisdiction showing (vi) wheth-
er a claim for refund of any part of the 
State death tax is pending and (vii) 
whether a refund of any part thereof 
has been authorized, and if a refund has 
been made, its date and amount, and a 
description of the property or interest 
in respect of which the refund was 
made. The district director may also 
require an itemized list of the property 
in respect of which State death taxes 
were imposed certified by the officer 
having custody of the records per-
taining to those taxes. In addition, he 
may require the executor to submit a 
written statement (containing a dec-
laration that it is made under penalties 
of perjury) stating whether, to his 
knowledge, any person has instituted 
litigation or taken an appeal (or con-
templates doing so), the final deter-
mination of which may affect the 
amount of those taxes. See section 2016 
concerning the redetermination of the 
estate tax if State death taxes claimed 
as credit are refunded. 

(d) Definition of ‘‘basic estate tax’’. 
Section 2011(d) provides definitions of 
the terms ‘‘basic estate tax’’ and ‘‘ad-
ditional estate tax’’, used in the Inter-
nal Revenue Code of 1939, and ‘‘estate 
tax imposed by the Revenue Act of 
1926’’, for the purpose of supplying a 
means of computing State death taxes 
under local statutes using those terms, 
and for use in determining the exemp-
tion provided for in section 2201 for es-
tates of certain members of the Armed 
Forces. See section 2011(e)(3) for a 
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modification of these definitions if a 
deduction is allowed under section 
2053(d) for State death taxes paid with 
respect to a charitable gift. 

[T.D. 6296, 23 FR 4529, June 24, 1958, as 
amended by T.D. 6526, 26 FR 414, Jan. 19, 1961] 

§ 20.2011–2 Limitation on credit if a 
deduction for State death taxes is 
allowed under section 2053(d). 

If a deduction is allowed under sec-
tion 2053(d) for State death taxes paid 
with respect to a charitable gift, the 
credit for State death taxes is subject 
to special limitations. Under these lim-
itations, the credit cannot exceed the 
least of the following: 

(a) The amount of State death taxes 
paid other than those for which a de-
duction is allowed under section 
2053(d); 

(b) The amount indicated in section 
2011(b) to be the maximum credit al-
lowable with respect to the decedent’s 
taxable estate; or 

(c) An amount, A, which bears the 
same ratio to B (the amount which 
would be the maximum credit allow-
able under section 2011(b) if the deduc-
tion under section 2053(d) for State 
death taxes were not allowed in com-
puting the decedent’s taxable estate) as 
C (the amount of State death taxes 

paid other than those for which a de-
duction is allowed under section 
2053(d)) bears to D (the total amount of 
State death taxes paid). For the pur-
pose of this computation, in deter-
mining what the decedent’s taxable es-
tate would be if the deduction for State 
death taxes under section 2053(d) were 
not allowed, adjustment must be made 
for the decrease in the deduction for 
charitable gifts under section 2055 or 
2106(a)(2) (for estates of nonresidents 
not citizens) by reason of any increase 
in Federal estate tax which would be 
charged against the charitable gifts. 
The application of this section may be 
illustrated by the following example: 

Example. The decedent died January 1, 1955, 
leaving a gross estate of $925,000. Expenses, 
indebtedness, etc., amounted to $25,000. The 
decedent bequeathed $400,000 to his son with 
the direction that the son bear the State 
death taxes on the bequest. The residuary es-
tate was left to a charitable organization. 
Except as noted above, all Federal and State 
death taxes were payable out of the resid-
uary estate. The State imposed death taxes 
of $60,000 on the son’s bequest and death 
taxes of $75,000 on the bequest to charity. No 
death taxes were imposed by a foreign coun-
try with respect to any property in the gross 
estate. The decedent’s taxable estate (deter-
mined without regard to the limitation im-
posed by section 2011(e)(2)(B) is computed as 
follows: 

Gross estate ........................................................................................... .................... .................... .................... $925,000.00 
Expenses, indebtedness, etc. ................................................................ .................... .................... $25,000.00 
Exemption .............................................................................................. .................... .................... 60,000.00 
Deduction under section 2053(d) .......................................................... .................... .................... 75,000.00 
Charitable deduction: 

Gross estate ................................................................................... .................... $925,000.00 
Expenses, etc ................................................................................. $25,000.00 
Bequest to son ................................................................................ 400,000.00 
State death tax paid from residue .................................................. 75,000.00 
Federal estate tax paid from residue ............................................. 122,916.67 622,916.67 302,083.33 462,083.33 

Taxable estate ....................................................................................... .................... .................... .................... 462,916.67 

If the deduction under section 2053(d) were 
not allowed, the decedent’s taxable estate 
would be computed as follows: 

Gross estate ........................................................................................... .................... .................... .................... $925,000.00 
Expenses, indebtedness, etc. ................................................................ .................... .................... $25,000.00 
Exemption .............................................................................................. .................... .................... 60,000.00 
Charitable deduction: 

Gross estate ................................................................................... .................... $925,000.00 
Expenses, etc ................................................................................. $25,000.00 
Bequest to son ................................................................................ 400,000.00 
State death tax paid from residue .................................................. 75,000.00 
Federal estate tax paid from residue ............................................. 155,000.00 655,000.00 270,000.00 355,000.00 

Taxable estate ....................................................................................... .................... .................... .................... 570,000.00 
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On a taxable estate of $570,000, the max-
imum credit allowable under section 2011(b) 
would be $15,200. Under these facts, the cred-

it for State death taxes is determined as fol-
lows: 

(1) Amount of State death taxes paid other than those for which a deduction is allowed under section 2053(d) 
($135,000¥$75,000) ................................................................................................................................................. $60,000.00 

(2) Amount indicated in section 2011(b) to be the maximum credit allowable with respect to the decedent’s tax-
able estate of $462,916.67 ........................................................................................................................................ 10,916.67 

(3) Amount determined by use of the ratio described in paragraph (c) above [($60,000÷$135,000)×$15,200] .......... 6,755.56 
(4) Credit for State death taxes (least of subparagraphs (1) through (3) above) ........................................................ 6,755.56 

[T.D. 6296, 23 FR 4529, June 24, 1958, as amended by T.D. 6600, 27 FR 4983, May 29, 1962] 

§ 20.2012–1 Credit for gift tax. 
(a) In general. With respect to gifts 

made before 1977, a credit is allowed 
under section 2012 against the Federal 
estate tax for gift tax paid under chap-
ter 12 of the Internal Revenue Code, or 
corresponding provisions of prior law, 
on a gift by the decedent of property 
subsequently included in the decedent’s 
gross estate. The credit is allowable 
even though the gift tax is paid after 
the decedent’s death and the amount of 
the gift tax is deductible from the 
gross estate as a debt of the decedent. 

(b) Limitations on credit. The credit 
for gift tax is limited to the smaller of 
the following amounts: 

(1) The amount of gift tax paid on the 
gift computed as set forth in paragraph 
(c) of this section, or 

(2) The amount of the estate tax at-
tributable to the inclusion of the gift 
in the gross estate, computed as set 
forth in paragraph (d) of this section. 
When more than one gift is included in 
the gross estate, a separate computa-
tion of the two limitations on the cred-
it is to be made for each gift. 

(c) ‘‘First limitation’’. The amount of 
the gift tax paid on the gift is the 
‘‘first limitation’’. Thus, if only one 
gift was made during a certain cal-
endar quarter, or calendar year if the 
gift was made before January 1, 1971, 
and the gift is wholly included in the 
decedent’s gross estate for the purpose 
of the estate tax, the credit with re-
spect to the gift is limited to the 
amount of the gift tax paid for that 
calendar quarter or calendar year. On 
the other hand, if more than one gift 
was made during a certain calendar 
quarter or calendar year, the credit 
with respect to any such gift which is 
included in the decedent’s gross estate 
is limited under section 2012(d) to an 
amount, A, which bears the same ratio 

to B (the total gift tax paid for that 
calendar quarter or calendar year) as C 
(the ‘‘amount of the gift,’’ computed as 
described below) bears to D (the total 
taxable gifts for the calendar quarter 
or the calendar year, computed with-
out deduction of the gift tax specific 
exemption). Stated algebraically, the 
‘‘first limitation’’ (A) equals: 

‘‘Amount of the gift’’ (C) ÷ Total taxable 
gifts, plus specific exemption allowed (D) × 
Total gift tax paid (B). 

For purposes of the ratio stated above, 
the ‘‘amount of the gift’’ referred to as 
factor ‘‘C’’ is the value of the gift re-
duced by any portion excluded or de-
ducted under sections 2503(b) (annual 
exclusion), 2522 (charitable deduction), 
or 2523 (marital deduction) of the Inter-
nal Revenue Code or corresponding pro-
visions of prior law. In making the 
computations described in this para-
graph, the values to be used are those 
finally determined for the purpose of 
the gift tax, irrespective of the values 
determined for the purpose of the es-
tate tax. A similar computation is 
made in case only a portion of any gift 
is included in the decedent’s gross es-
tate. The application of this paragraph 
may be illustrated by the following ex-
ample: 

Example. The donor made gifts during the 
calendar year 1955 on which a gift tax was 
determined as shown below: 
Gift of property to son on February 1 ...................... $13,000 
Gift of property to wife on May 1 ............................. 86,000 
Gift of property to charitable organization on May 

15 ......................................................................... 10,000 

Total gifts .......................................................... 109,000 
Less exclusions ($3,000 for each gift) .................... 9,000 

Total included amount of gifts .......................... 100,000 
Marital deduction (for gift to wife) .......... $43,000 
Charitable deduction .............................. 7,000 
Specific exemption ($30,000 less 

$20,000 used in prior years) .............. 10,000 
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Total deductions ............................................... 60,000 

Taxable gifts ..................................................... 40,000 
Total gift tax paid for calendar year 1955 ............... 3,600 

The donor’s gift to his wife was made in con-
templation of death and was thereafter in-
cluded in his gross estate. Under the ‘‘first 
limitation’’, the credit with respect to that 
gift cannot exceed: 

[$86,000 ¥ $3,000 ¥ $43,000 (gift to wife, less 
annual exclusion and marital deduction)] 
÷ [$40,000 + $10,000 (taxable gifts, plus spe-
cific exemption allowed)] × $3,600 (total 
gift tax paid) = $2,880. 

(d) ‘‘Second limitation’’. (1) The 
amount of the estate tax attributable 
to the inclusion of the gift in the gross 
estate is the ‘‘second limitation’’. 
Thus, the credit with respect to any 
gift of property included in the gross 
estate is limited to an amount, E, 
which bears the same ratio to F (the 
gross estate tax, reduced by any credit 
for State death taxes under section 
2011) as G (the ‘‘value of the gift’’, com-
puted as described in subparagraph (2) 
of this paragraph) bears to H (the value 
of entire gross estate, reduced by the 
total deductions allowed under sections 
2055 or 2106(a)(2) (charitable deduction) 
and 2056 (marital deduction)). Stated 
algebraically, the ‘‘second limitation’’ 
(E) equals: 

‘‘Value of the gift’’ (G) ÷ Value of gross es-
tate, less marital and charitable deductions 
(H) × Gross estate tax, less credit for State 
death taxes (F). 

(2) For purposes of the ratio stated in 
subparagraph (1) of this paragraph, the 
‘‘value of the gift’’ referred to as factor 
‘‘G’’ is the value of the property trans-
ferred by gift and included in the gross 
estate, as determined for the purpose of 
the gift tax or for the purpose of the es-
tate tax, whichever is lower, and ad-
justed as follows: 

(i) The appropriate value is reduced 
by all or a portion of any annual exclu-
sion allowed for gift tax purposes under 
section 2503(b) of the Internal Revenue 
Code or corresponding provisions of 
prior law. If the gift tax value is lower 
than the estate tax value, it is reduced 
by the entire amount of the exclusion. 
If the estate tax value is lower than 
the gift tax value, it is reduced by an 
amount which bears the same ratio to 
the estate tax value as the annual ex-
clusion bears to the total value of the 
property as determined for gift tax pur-

poses. To illustrate: In 1955, a donor, in 
contemplation of death, transferred 
certain property to his five children 
which was valued at $300,000, for the 
purpose of the gift tax. Thereafter, the 
same property was included in his 
gross estate at a value of $270,000. In 
computing his gift tax, the donor was 
allowed annual exclusions totalling 
$15,000. The reduction provided for in 
this subdivision is: 

$15,000 (annual exclusions allowed) ÷ 
$300,000 (value of transferred property for the 
purpose of the gift tax) × $270,000 (value of 
transferred property for the purpose of the 
estate tax) = $13,500. 

(ii) The appropriate value is further 
reduced if any portion of the value of 
the property is allowed as a marital de-
duction under section 2056 or as a char-
itable deduction under section 2055 or 
section 2106(a)(2) (for estates of non-
residents not citizens). The amount of 
the reduction is an amount which bears 
the same ratio to the value determined 
under subdivision (i) of this subpara-
graph as the portion of the property al-
lowed as a marital deduction or as a 
charitable deduction bears to the total 
value of the property as determined for 
the purpose of the estate tax. Thus, if 
a gift is made solely to the decedent’s 
surviving spouse and is subsequently 
included in the decedent’s gross estate 
as having been made in contemplation 
of death, but a marital deduction is al-
lowed under section 2056 for the full 
value of the gift, no credit for gift tax 
on the gift will be allowed since the re-
duction under this subdivision together 
with the reduction under subdivision 
(i) of this subparagraph will have the 
effect of reducing the factor ‘‘G’’ of the 
ratio in subparagraph (1) of this para-
graph to zero. 

(e) Credit for ‘‘split gifts’’. If a dece-
dent made a gift of property which is 
thereafter included in his gross estate, 
and, under the provisions of section 
2513 of the Internal Revenue Code of 
1954 or section 1000(f) of the Internal 
Revenue Code of 1939, the gift was con-
sidered as made one-half by the dece-
dent and one-half by his spouse, credit 
against the estate tax is allowed for 
the gift tax paid with respect to both 
halves of the gift. The ‘‘first limita-
tion’’ is to be separately computed 
with respect to each half of the gift in 
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accordance with the principles stated 
in paragraph (c) of this section. The 
‘‘second limitation’’ is to be computed 
with respect to the entire gift in ac-
cordance with the principles stated in 
paragraph (d) of this section. To illus-
trate: A donor, in contemplation of 
death, transferred property valued at 
$106,000 to his son on January 1, 1955, 
and he and his wife consented that the 
gift should be considered as made one- 
half by him and one-half by her. The 
property was thereafter included in the 
donor’s gross estate. Under the ‘‘first 
limitation’’, the amount of the gift tax 
of the donor paid with respect to the 
one-half of the gift considered as made 
by him is determined to be $11,250, and 
the amount of the gift tax of his wife 
paid with respect to the one-half of the 
gift considered as made by her is deter-
mined to be $1,200. Under the ‘‘second 
limitation’’, the amount of the estate 
tax attributable to the property is de-
termined to be $28,914. Therefore, the 
credit for gift tax allowed is $12,450 
($11,250 plus $1,200). 

[T.D. 6296, 23 FR 4529, June 24, 1958, as 
amended by T.D. 7238, 37 FR 28718, Dec. 29, 
1972; T.D. 8522, 59 FR 9646, Mar. 1, 1994] 

§ 20.2013–1 Credit for tax on prior 
transfers. 

(a) In general. A credit is allowed 
under section 2013 against the Federal 
estate tax imposed on the present dece-
dent’s estate for Federal estate tax 
paid on the transfer of property to the 
present decedent from a transferor who 
died within ten years before, or within 
two years after, the present decedent’s 
death. See § 20.2013–5 for definition of 
the terms ‘‘property’’ and ‘‘transfer’’. 
There is no requirement that the trans-
ferred property be identified in the es-
tate of the present decedent or that the 
property be in existence at the time of 
the decedent’s death. It is sufficient 
that the transfer of the property was 
subjected to Federal estate tax in the 
estate of the transferor and that the 
transferor died within the prescribed 
period of time. The executor must sub-
mit such proof as may be requested by 
the district director in order to estab-
lish the right of the estate to the cred-
it. 

(b) Limitations on credit. The credit 
for tax on prior transfers is limited to 
the smaller of the following amounts: 

(1) The amount of the Federal estate 
tax attributable to the transferred 
property in the transferor’s estate, 
computed as set forth in § 20.2013–2; or 

(2) The amount of the Federal estate 
tax attributable to the transferred 
property in the decedent’s estate, com-
puted as set forth in § 20.2013–3. 
Rules for valuing property for purposes 
of the credit are contained in § 20.2013– 
4. 

(c) Percentage reduction. If the trans-
feror died within the two years before, 
or within the two years after, the 
present decedent’s death, the credit is 
the smaller of the two limitations de-
scribed in paragraph (b) of this section. 
If the transferor predeceased the 
present decedent by more than two 
years, the credit is a certain percent-
age of the smaller of the two limita-
tions described in paragraph (b) of this 
section, determined as follows: 

(1) 80 percent, if the transferor died 
within the third or fourth years pre-
ceding the present decedent’s death; 

(2) 40 percent, if the transferor died 
within the fifth or sixth years pre-
ceding the present decedent’s death; 

(3) 40 percent, if the transferor died 
within the seventh or eighth years pre-
ceding the present decedent’s death; 
and 

(4) 20 percent, if the transferor died 
within the ninth or tenth years pre-
ceding the present decedent’s death. 
The word ‘‘within’’ as used in this para-
graph means ‘‘during’’. Therefore, if a 
death occurs on the second anniversary 
of another death, the first death is con-
sidered to have occurred within the 
two years before the second death. If 
the credit for tax on prior transfers re-
lates to property received from two or 
more transferors, the provisions of this 
paragraph are to be applied separately 
with respect to the property received 
from each transferor. See paragraph (d) 
of example (2) in § 20.2013–6. 

(d) Examples. For illustrations of the 
application of this section, see exam-
ples (1) and (2) set forth in § 20.2013–6. 

§ 20.2013–2 ‘‘First limitation’’. 
(a) The amount of the Federal estate 

tax attributable to the transferred 
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property in the transferor’s estate is 
the ‘‘first limitation.’’ Thus, the credit 
is limited to an amount, A, which bears 
the same ratio to B (the ‘‘transferor’s 
adjusted Federal estate tax’’, computed 
as described in paragraph (b) of this 
section) as C (the value of the property 
transferred (see § 20.2013–4)) bears to D 
(the ‘‘transferor’s adjusted taxable es-
tate’’, computed as described in para-
graph (c) of this section). Stated alge-
braically, the ‘‘first limitation’’ (A) 
equals: 

Value of transferred property (C) ÷ 
‘‘Transferor’s adjusted taxable estate’’ (D) × 
‘‘Transferor’s adjusted Federal estate tax’’ 
(B). 

(b) For purposes of the ratio stated in 
paragraph (a) of this section, the 
‘‘transferor’s adjusted Federal estate 
tax’’ referred to as factor ‘‘B’’ is the 
amount of the Federal estate tax paid 
with respect to the transferor’s estate 
plus: 

(1) Any credit allowed the trans-
feror’s estate for gift tax under section 
2012, or the corresponding provisions of 
prior law; and 

(2) Any credit allowed the trans-
feror’s estate, under section 2013, for 
tax on prior transfers, but only if the 
transferor acquired property from a 
person who died within 10 years before 
the death of the present decedent. 

(c)(1) For purposes of the ratio stated 
in paragraph (a) of this section, the 
‘‘transferor’s adjusted taxable estate’’ 
referred to as factor ‘‘D’’ is the amount 
of the transferor’s taxable estate (or 
net estate) decreased by the amount of 
any ‘‘death taxes’’ paid with respect to 
his gross estate and increased by the 
amount of the exemption allowed in 
computing his taxable estate (or net 
estate). The amount of the transferor’s 
taxable estate (or net estate) is deter-
mined in accordance with the provi-
sions of § 20.2051–1 in the case of a cit-
izen or resident of the United States or 
of § 20.2106–1 in the case of a non-
resident not a citizen of the United 
States (or the corresponding provisions 
of prior regulations). The term ‘‘death 
taxes’’ means the Federal estate tax 
plus all other estate, inheritance, leg-
acy, succession, or similar death taxes 
imposed by, and paid to, any taxing au-
thority, whether within or without the 
United States. However, only the net 

amount of such taxes paid is taken into 
consideration. 

(2) The amount of the exemption de-
pends upon the citizenship and resi-
dence of the transferor at the time of 
his death. Except in the case of a dece-
dent described in section 2209 (relating 
to certain residents of possessions of 
the United States who are considered 
nonresidents not citizens), if the dece-
dent was a citizen or resident of the 
United States, the exemption is the 
$60,000 authorized by section 2052 (or 
the corresponding provisions of prior 
law). If the decedent was a nonresident 
not a citizen of the United States, or is 
considered under section 2209 to have 
been such a nonresident, the exemption 
is the $30,000 or $2,000, as the case may 
be, authorized by section 2106(a)(3) (or 
the corresponding provisions of prior 
law), or such larger amount as is au-
thorized by section 2106(a)(3)(B) or may 
have been allowed as an exemption pur-
suant to the prorated exemption provi-
sions of an applicable death tax con-
vention. See § 20.2052–1 and paragraph 
(a)(3) of § 20.2106–1. 

(d) If the credit for tax on prior 
transfers relates to property received 
from two or more transferors, the pro-
visions of this section are to be applied 
separately with respect to the property 
received from each transferor. See 
paragraph (b) of example (2) in § 20.2013– 
6. 

(e) For illustrations of the applica-
tion of this section, see examples (1) 
and (2) set forth in § 20.2013–6. 

[T.D. 6296, 23 FR 4529, June 24, 1958; 25 FR 
14021, Dec. 31, 1960, as amended by T.D. 7296, 
38 FR 34191, Dec. 12, 1973] 

§ 20.2013–3 ‘‘Second limitation’’. 
(a) The amount of the Federal estate 

tax attributable to the transferred 
property in the present decedent’s es-
tate is the ‘‘second limitation’’. Thus, 
the credit is limited to the difference 
between— 

(1) The net estate tax payable (see 
paragraph (b)(5) or (c), as the case may 
be, of § 20.0–2) with respect to the 
present decedent’s estate, determined 
without regard to any credit for tax on 
prior transfers under section 2013 or 
any credit for foreign death taxes 
claimed under the provisions of a death 
tax convention, and 
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(2) The net estate tax determined as 
provided in subparagraph (1) of this 
paragraph but computed by sub-
tracting from the present decedent’s 
gross estate the value of the property 
transferred (see § 20.2013–4), and by 
making only the adjustment indicated 
in paragraph (b) of this section if a 
charitable deduction is allowable to 
the estate of the present decedent. 

(b) If a charitable deduction is allow-
able to the estate of the present dece-
dent under the provisions of section 
2055 or section 2106 (a)(2) (for estates of 
nonresidents not citizens), for purposes 
of determining the tax described in 
paragraph (a)(2) of this section, the 
charitable deduction otherwise allow-
able is reduced by an amount, E, which 
bears the same ratio to F (the chari-
table deduction otherwise allowable) as 
G (the value of the transferred prop-
erty (see § 20.2013–4)) bears to H (the 
value of the present decedent’s gross 
estate reduced by the amount of the 
deductions for expenses, indebtedness, 
taxes, losses, etc., allowed under the 
provisions of sections 2053 and 2054 or 
section 2106(a)(1) (for estates of non-
residents not citizens)). See paragraph 
(c)(2) of example (1) and paragraph 
(c)(2) of example (2) in § 20.2013–6. 

(c) If the credit for tax on prior 
transfers relates to property received 
from two or more transferors, the prop-
erty received from all transferors is ag-
gregated in determining the limitation 
on credit under this section (the ‘‘sec-
ond limitation’’). However, the limita-
tion so determined is apportioned to 
the property received from each trans-
feror in the ratio that the property re-
ceived from each transferor bears to 
the total property received from all 
transferors. See paragraph (c) of exam-
ple (2) in § 20.2013–6. 

(d) For illustrations of the applica-
tion of this section, see examples (1) 
and (2) set forth in § 20.2013–6. 

[T.D. 6296, 23 FR 4529, June 24, 1958; 25 FR 
14021, Dec. 31, 1960, as amended by T.D. 7296, 
38 FR 34191, Dec. 12, 1973] 

§ 20.2013–4 Valuation of property 
transferred. 

(a) For purposes of section 2013 and 
§§ 20.2013–1 to 20.2013–6, the value of the 
property transferred to the decedent is 
the value at which the property was in-

cluded in the transferor’s gross estate 
for the purpose of the Federal estate 
tax (see sections 2031, 2032, 2103, and 
2107, and the regulations thereunder) 
reduced as indicated in paragraph (b) of 
this section. If the decedent received a 
life estate or a remainder or other lim-
ited interest in property that was in-
cluded in a transferor decedent’s gross 
estate, the value of the interest is de-
termined as of the date of the trans-
feror’s death on the basis of recognized 
valuation principles (see §§ 20.2031–7 (or, 
for certain prior periods, § 20.2031–7A) 
and 20.7520–1 through 20.7520–4). The ap-
plication of this paragraph may be il-
lustrated by the following examples: 

Example (1). A died on January 1, 1953, leav-
ing Blackacre to B. The property was in-
cluded in A’s gross estate at a value of 
$100,000. On January 1, 1955, B sold Blackacre 
to C for $150,000. B died on February 1, 1955. 
For purposes of computing the credit against 
the tax imposed on B’s estate, the value of 
the property transferred to B is $100,000. 

Example (2). A died on January 1, 1953, leav-
ing Blackacre to B for life and, upon B’s 
death, remainder to C. At the time of A’s 
death, B was 56 years of age. The property 
was included in A’s gross estate at a value of 
$100,000. The part of that value attributable 
to the life estate is $44,688 and the part of 
that value attributable to the remainder is 
$55,312 (see § 20.2031–7A(b)). B died on January 
1, 1955, and C died on January 1, 1956. For 
purposes of computing the credit against the 
tax imposed on B’s estate, the value of the 
property transferred to B is $44,688. For pur-
poses of computing the credit against the tax 
imposed on C’s estate, the value of the prop-
erty transferred to C is $55,312. 

(b) In arriving at the value of the 
property transferred to the decedent, 
the value at which the property was in-
cluded in the transferor’s gross estate 
(see paragraph (a) of this section) is re-
duced as follows: 

(1) By the amount of the Federal es-
tate tax and any other estate, inherit-
ance, legacy, or succession taxes which 
were payable out of the property trans-
ferred to the decedent or which were 
payable by the decedent in connection 
with the property transferred to him. 
For example, if under the transferor’s 
will or local law all death taxes are to 
be paid out of other property with the 
result that the decedent receives a be-
quest free and clear of all death taxes, 
no reduction is to be made under this 
subparagraph; 
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(2) By the amount of any marital de-
duction allowed the transferor’s estate 
under section 2056 (or under section 
812(e) of the Internal Revenue Code of 
1939) if the decedent was the spouse of 
the transferor at the time of the trans-
feror’s death; 

(3)(i) By the amount of administra-
tion expenses in accordance with the 
principles of § 20.2056(b)–4(d). 

(ii) This paragraph (b)(3) applies to 
transfers from estates of decedents 
dying on or after December 3, 1999; and 

(4)(i) By the amount of any encum-
brance on the property or by the 
amount of any obligation imposed by 
the transferor and incurred by the de-
cedent with respect to the property, to 
the extent such charges would be taken 
into account if the amount of a gift to 
the decedent of such property were 
being determined. 

(ii) For purposes of this subpara-
graph, an obligation imposed by the 
transferor and incurred by the dece-
dent with respect to the property in-
cludes a bequest, etc., in lieu of the in-
terest of the surviving spouse under 
community property laws, unless the 
interest was, immediately prior to the 
transferor’s death, a mere expectancy. 
However, an obligation imposed by the 
transferor and incurred by the dece-
dent with respect to the property does 
not include a bequest, devise, or other 
transfer in lieu of dower, curtesy, or of 
a statutory estate created in lieu of 
dower or curtesy, or of other marital 
rights in the transferor’s property or 
estate. 

(iii) The application of this subpara-
graph may be illustrated by the fol-
lowing examples: 

Example (1). The transferor devised to the 
decedent real estate subject to a mortgage. 
The value of the property transferred to the 
decedent does not include the amount of the 
mortgage. If, however, the transferor by his 
will directs the executor to pay off the mort-
gage, such payment constitutes an addi-
tional amount transferred to the decedent. 

Example (2). The transferor bequeathed cer-
tain property to the decedent with a direc-
tion that the decedent pay $1,000 to X. The 
value of the property transferred to the dece-
dent is the value of the property reduced by 
$1,000. 

Example (3). The transferor bequeathed cer-
tain property to his wife, the decedent, in 
lieu of her interest in property held by them 
as community property under the law of the 

State of their residence. The wife elected to 
relinquish her community property interest 
and to take the bequest. The value of the 
property transferred to the decedent is the 
value of the property reduced by the value of 
the community property interest relin-
quished by the wife. 

Example (4). The transferor bequeathed to 
the decedent his entire residuary estate, out 
of which certain claims were to be satisfied. 
The entire distributable income of the trans-
feror’s estate (during the period of its admin-
istration) was applied toward the satisfac-
tion of these claims and the remaining por-
tion of the claims was satisfied by the dece-
dent out of his own funds. Thus, the decedent 
received a larger sum upon settlement of the 
transferor’s estate than he was actually be-
queathed. The value of the property trans-
ferred to the decedent is the value at which 
such property was included in the trans-
feror’s gross estate, reduced by the amount 
of the estate income and the decedent’s own 
funds paid out in satisfaction of the claims. 

[T.D. 6296, 23 FR 4529, June 24, 1958, as 
amended by T.D. 7077, 35 FR 18461, Dec. 4, 
1970; T.D. 7296, 38 FR 34191, Dec. 12, 1973; T.D. 
8522, 59 FR 9646, Mar. 1, 1994; T.D. 8540, 59 FR 
30151, June 10, 1994; T.D. 8846, 64 FR 67764, 
Dec. 3, 1999] 

§ 20.2013–5 ‘‘Property’’ and ‘‘transfer’’ 
defined. 

(a) For purposes of section 2013 and 
§§ 20.2013–1 to 20.2013–6, the term ‘‘prop-
erty’’ means any beneficial interest in 
property, including a general power of 
appointment (as defined in section 2041) 
over property. Thus, the term does not 
include an interest in property con-
sisting merely of a bare legal title, 
such as that of a trustee. Nor does the 
term include a power of appointment 
over property which is not a general 
power of appointment (as defined in 
section 2041). Examples of property, as 
described in this paragraph, are annu-
ities, life estates, estates for terms of 
years, vested or contingent remainders 
and other future interests. 

(b) In order to obtain the credit for 
tax on prior transfers, there must be a 
transfer of property described in para-
graph (a) of this section by or from the 
transferor to the decedent. The term 
‘‘transfer’’ of property by or from a 
transferor means any passing of prop-
erty or an interest in property under 
circumstances which were such that 
the property or interest was included 
in the gross estate of the transferor. In 
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this connection, if the decedent re-
ceives property as a result of the exer-
cise or nonexercise of a power of ap-
pointment, the donee of the power (and 
not the creator) is deemed to be the 
transferor of the property if the prop-
erty subject to the power is includible 
in the donee’s gross estate under sec-
tion 2041 (relating to powers of appoint-
ment). Thus, notwithstanding the des-
ignation by local law of the capacity in 
which the decedent takes, property re-
ceived from the transferor includes in-
terests in property held by or devolving 
upon the decedent: (1) As spouse under 
dower or curtesy laws or laws creating 
an estate in lieu of dower or curtesy; 
(2) as surviving tenant of a tenancy by 
the entirety or joint tenancy with sur-
vivorship rights; (3) as beneficiary of 
the proceeds of life insurance; (4) as 
survivor under an annuity contract; (5) 
as donee (possessor) of a general power 
of appointment (as defined in section 
2041); (6) as appointee under the exer-
cise of a general power of appointment 
(as defined in section 2041); or (7) as re-
mainderman under the release or non-
exercise of a power of appointment by 
reason of which the property is in-
cluded in the gross estate of the donee 
of the power under section 2041. 

(c) The application of this section 
may be illustrated by the following ex-
ample: 

Example: A devises Blackacre to B, as 
trustee, with directions to pay the income 
therefore to C, his son, for life. Upon C’s 
death. Blackacre is to be sold. C is given a 
general testamentary power, to appoint one- 
third of the proceeds, and a testamentary 
power, which is not a general power, to ap-
point the remaining two-thirds of the pro-
ceeds, to such of the issue of his sister D as 
he should choose. D has a daughter, E, and a 
son, F. Upon his death, C exercised his gen-
eral power by appointing one-third of the 
proceeds to D and his special power by ap-
pointing two-thirds of the proceeds to E. 
Since B’s interest in Blackacre as a trustee 
is not a beneficial interest, no part of it is 
‘‘property’’ for purpose of the credit in B’s 
estate. On the other hand, C’s life estate and 
his testamentary power over the one-third 
interest in the remainder constitute ‘‘prop-
erty’’ received from A for purpose of the 
credit in C’s estate. Likewise, D’s one-third 
interest in the remainder received through 
the exercise of C’s general power of appoint-
ment is ‘‘property’’ received from C for pur-
pose of the credit in D’s estate. No credit is 
allowed E’s estate for the property which 

passed to her from C since the property was 
not included in C’s gross estate. On the other 
hand, no credit is allowed in E’s estate for 
property passing to her from A since her in-
terest was not susceptible of valuation at the 
time of A’s death (see § 20.2013–4). 

§ 20.2013–6 Examples. 
The application of §§ 20.2013–1 to 

20.2013–5 may be further illustrated by 
the following examples: 

Example (1). (a) A died December 1, 1953, 
leaving a gross estate of $1,000,000. Expenses, 
indebtedness, etc., amounted to $90,000. A be-
queathed $200,000 to B, his wife, $100,000 of 
which qualified for the marital deduction. B 
died November 1, 1954, leaving a gross estate 
of $500,000. Expenses, indebtedness, etc., 
amounted to $40,000. B bequeathed $150,000 to 
charity. A and B were both citizens of the 
United States. The estates of A and B both 
paid State death taxes equal to the max-
imum credit allowable for State death taxes. 
Death taxes were not a charge on the be-
quest to B. 

(b) ‘‘First limitation’’ on credit for B’s es-
tate (§ 20.2013–2): 
A’s gross estate ........................................... $1,000,000.00 
Expenses, indebtedness, etc. ...................... 90,000.00 

A’s adjusted gross estate ..................... 910,000.00 
Marital deduction ........... $100,000.00 
Exemption ...................... 60,000.00 

160,000.00 

A’s taxable estate ................................. 750,000.00 

A’s gross estate tax .............................. 233,200.00 
Credit for State death taxes ........................ 23,280.00 

A’s net estate tax payable .................... 209,920.00 

‘‘First limitation’’ = 
$209,920.00 
(§ 20.2013–2(b)) × 
[($200,000.00 ¥ 

$100,000.00) 
(§ 20.2013–4) ÷ 
($750,000.00 ¥ 

$209,920.00 ¥ 

$23,280.00 + 
$60,000.00) 
(§ 20.2013–2(c))] ........ .......................... $36,393.90 

(c) ‘‘Second limitation’’ on credit for B’s 
estate (§ 20.2013–3): 

(1) B’s net estate tax payable as described 
in § 20.2013–3(a)(1) (previously taxed transfer 
included): 
B’s gross estate ......................... $500,000.00 
Expenses, indebtedness, etc. .... $40,000.00 
Charitable deduction .................. 150,000.00 
Exemption .................................. 60,000.00 

250,000.00 

B’s taxable estate ........... 250,000.00 

B’s gross estate tax ........................................... $65,700.00 
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Credit for State death taxes .............................. 3,920.00 

B’s net estate tax payable ...................... 61,780.00 

(2) B’s net estate tax payable as described 
in § 20.2013–3(a)(2) (previously taxed transfer 
excluded): 
B’s gross estate ......................... .................... $400,000.00 
Expenses, indebtedness, etc ..... $40,000.00 
Charitable deduction 

(§ 20.2013–3(b))=$150,000.00 
¥ [$150,000.00 × 
($200,000.00 ¥ $100,000.00 
÷ $500,000.00 ¥ 

$40,000.00)] ........................... 117,391.30 
Exemption .................................. 60,000.00 

217,391.30 

B’s taxable estate .............................................. 182,608.70 

B’s gross estate tax ........................................... 45,482.61 
Credit for State death taxes .............................. 2,221.61 

B’s net estate tax payable ...................... 43,260.00 

(3) ‘‘Second limitation’’: 
Subparagraph (1) ....................... $61,780.00 
Less: Subparagraph (2) ............. 43,260.00 

$18,520.00 

(d) Credit of B’s estate for tax on prior 
transfers (§ 20.2013–1(c)): 
Credit for tax on prior transfers=$18,520.00 

(lower of paragraphs (b) and (c))×100 percent 
(percentage to be taken into account under 
§ 20.2013–1(c)) ................................................ $18,520.00 

Example (2). (a) The facts are the same as 
those contained in example (1) of this para-
graph with the following additions. C died 
December 1, 1950, leaving a gross estate of 
$250,000. Expenses, indebtedness, etc., 
amounted to $50,000. C bequeathed $50,000 to 
B. C was a citizen of the United States. His 
estate paid State death taxes equal to the 
maximum credit allowable for State death 
taxes. Death taxes were not a charge on the 
bequest to B. 

(b) ‘‘First limitation’’ on credit for B’s es-
tate (§ 20.2013–2(d))¥ 

(1) With respect to the property received 
from A: 

‘‘First limitation’’=$36,393.90 (this com-
putation is identical with the one contained 
in paragraph (b) of example (1) of this sec-
tion). 

(2) With respect to the property received 
from C: 
C’s gross estate ......................... $250,000.00 
Expenses, indebtedness, etc. .... $50,000.00 
Exemption .................................. $60,000.00 

$110,000.00 

C’s taxable estate ........... 140,000.00 

C’s gross estate tax ................... .................... 32,700.00 
Credit for State death taxes ...... 1,200.00 

C’s net estate tax pay-
able ................................. 31,500.00 

‘‘First limitation’’ = $31,500.00 (§ 20.2013–2(b)) 
× [$50,000.00 (§ 20.2013–4) ÷ ($140,000.00 
¥ $31,500.00 ¥ $1,200.00 + $60,000.00) 
(§ 20.2013–2(c))] ............................................ $9,414.23 

(c) ‘‘Second limitation’’ on credit for B’s 
estate (§ 20.2013–3(c)): 

(1) B’s net estate tax payable as described 
in § 20.2013–3(a)(1) (previously taxed transfers 
included)=$61,780.00 (this computation is 
identical with the one contained in para-
graph (c)(1) of example (1) of this section). 

(2) B’s net estate tax payable as described 
in § 20.2013–3(a)(2) (previously taxed transfers 
excluded): 
B’s gross estate ................................................. $350,000.00 
Expenses, indebtedness, etc ..... $40,000.00 
Charitable deduction 

(§ 20.2013–3(b)) = 
$150,000.00 ¥ [$150,000.00 
× ($200,000.00 ¥ 

$100,000.00 + $50,000.00) ÷ 
($500,000.00 ¥ $40,000.00)] 101,086.96 

Exemption .................................. 60,000.00 

201,086.96 

B’s taxable estate ........... .................... 148,913.04 

B’s gross estate tax ................... .................... 35,373.91 
Credit for State death taxes ...... .................... 1,413.91 

B’s net estate tax pay-
able ................................. .................... 33,960.00 

(3) ‘‘Second limitation’’: 
Subparagraph (1) ....................... $61,780.00 
Less: Subparagraph (2) ............. 33,960.00 

$27,820.00 

(4) Apportionment of ‘‘second limitation’’ 
on credit: 
Transfer from A (§ 20.2013–4) .......................... $100,000.00 
Transfer from C (§ 20.2013–4) .......................... 50,000.00 

Total ........................................................ 150,000.00 
Portion of ‘‘second limitation’’ attributable to 

transfer from A (100/150 of $27,820.00) ....... 18,546.67 
Portion of ‘‘second limitation’’ attributable to 

transfer from C (50/150 of $27,820.00) ......... 9,273.33 

(d) Credit of B’s estate for tax on prior 
transfers (§ 20.2013–1(c)): 
Credit for tax on transfer from A= 

$18,546.67 (lower of ‘‘first limitation’’ com-
puted in paragraph (b)(1) and ‘‘second 
limitation’’ apportioned to A’s transfer in 
paragraph (c)(4)) × 100 percent (percent-
age to be taken into account under 
§ 20.2013–1(c)) ......................................... $18,546.67 

Credit for tax on transfer from C= 
$9,273.33 (lower of ‘‘first limitation’’ com-

puted in paragraph (b)(2) and ‘‘second 
limitation’’ apportioned to B’s transfer in 
paragraph (c)(4)) × 80 percent (percent-
age to be taken into account under 
§ 20.2013–1(c)) ......................................... 7,418.66 

Total credit for tax on prior transfers ............ 25,965.33 
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§ 20.2014–1 Credit for foreign death 
taxes. 

(a) In general. (1) A credit is allowed 
under section 2014 against the Federal 
estate tax for any estate, inheritance, 
legacy, or succession taxes actually 
paid to any foreign country (herein-
after referred to as ‘‘foreign death 
taxes’’). The credit is allowed only for 
foreign death taxes paid (i) with re-
spect to property situated within the 
country to which the tax is paid, (ii) 
with respect to property included in 
the decedent’s gross estate, and (iii) 
with respect to the decedent’s estate. 
The credit is allowable to the estate of 
a decedent who was a citizen of the 
United States at the time of his death. 
The credit is also allowable, as pro-
vided in paragraph (c) of this section, 
to the estate of a decedent who was a 
resident but not a citizen of the United 
States at the time of his death. The 
credit is not allowable to the estate of 
a decedent who was neither a citizen 
nor a resident of the United States at 
the time of his death. See paragraph 
(b)(1) of § 20.0–1 for the meaning of the 
term ‘‘resident’’ as applied to a dece-
dent. The credit is allowable not only 
for death taxes paid to foreign coun-
tries which are states in the inter-
national sense, but also for death taxes 
paid to possessions or political subdivi-
sions of foreign states. With respect to 
the estate of a decedent dying after 
September 2, 1958, the term ‘‘foreign 
country’’, as used in this section and 
§§ 20.2014–2 to 20.2014–6, includes a pos-
session of the United States. See 
§§ 20.2011–1 and 20.2011–2 for the allow-
ance of a credit for death taxes paid to 
a possession of the United States in the 
case of a decedent dying before Sep-
tember 3, 1958. No credit is allowable 
for interest or penalties paid in connec-
tion with foreign death taxes. 

(2) In addition to the credit for for-
eign death taxes under section 2014, 
similar credits are allowed under death 
tax conventions with certain foreign 
countries. If credits against the Fed-
eral estate tax are allowable under sec-
tion 2014, or under section 2014 and one 
or more death tax conventions, for 
death taxes paid to more than one 
country, the credits are combined and 
the aggregate amount is credited 
against the Federal estate tax, subject 

to the limitation provided for in para-
graph (c) of § 20.2014–4. For application 
of the credit in cases involving a death 
tax convention, see § 20.2014–4. 

(3) No credit is allowable under sec-
tion 2014 in connection with property 
situated outside of the foreign country 
imposing the tax for which credit is 
claimed. However, such a credit may be 
allowable under certain death tax con-
ventions. In the case of a tax imposed 
by a political subdivision of a foreign 
country, credit for the tax shall be al-
lowed with respect to property having 
a situs in that foreign country, even 
though, under the principles described 
in this subparagraph, the property has 
a situs in a political subdivision dif-
ferent from the one imposing the tax. 
Whether or not particular property of a 
decedent is situated in the foreign 
country imposing the tax is determined 
in accordance with the same principles 
that would be applied in determining 
whether or not similar property of a 
nonresident decedent not a citizen of 
the United States is situated within 
the United States for Federal estate 
tax purposes. See §§ 20.2104–1 and 
20.2105–1. For example, under § 20.2104–1 
shares of stock are deemed to be situ-
ated in the United States only if issued 
by a domestic corporation. Thus, a 
share of corporate stock is regarded as 
situated in the foreign country impos-
ing the tax only if the issuing corpora-
tion is incorporated in that country. 
Further, under § 20.2105–1 amounts re-
ceivable as insurance on the life of a 
nonresident not a citizen of the United 
States at the time of his death are not 
deemed situated in the United States. 
Therefore, in determining the credit 
under section 2014 in the case of a dece-
dent who was a citizen or resident of 
the United States, amounts receivable 
as insurance on the life of the decedent 
and payable under a policy issued by a 
corporation incorporated in a foreign 
country are not deemed situated in 
such foreign country. In addition, 
under § 20.2105–1 in the case of an estate 
of a nonresident not a citizen of the 
United States who died on or after No-
vember 14, 1966, a debt obligation of a 
domestic corporation is not considered 
to be situated in the United States if 
any interest thereon would be treated 
under section 862(a)(1) as income from 
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sources without the United States by 
reason of section 861(a)(1)(B) (relating 
to interest received from a domestic 
corporation less than 20 percent of 
whose gross income for a 3-year period 
was derived from sources within the 
United States). Accordingly, a debt ob-
ligation the primary obligor on which 
is a corporation incorporated in the 
foreign country imposing the tax is not 
considered to be situated in that coun-
try if, under circumstances cor-
responding to those described in 
§ 20.2105–1 less than 20 percent of the 
gross income of the corporation for the 
3-year period was derived from sources 
within that country. Further, under 
§ 20.2104–1 in the case of an estate of a 
nonresident not a citizen of the United 
States who died before November 14, 
1966, a bond for the payment of money 
is not situated within the United 
States unless it is physically located in 
the United States. Accordingly, in the 
case of the estate of a decedent dying 
before November 14, 1966, a bond is 
deemed situated in the foreign country 
imposing the tax only if it is physically 
located in that country. Finally, under 
§ 20.2105–1 moneys deposited in the 
United States with any person carrying 
on the banking business by or for a 
nonresident not a citizen of the United 
States who died before November 14, 
1966, and who was not engaged in busi-
ness in the United States at the time of 
death are not deemed situated in the 
United States. Therefore, an account 
with a foreign bank in the foreign 
country imposing the tax is not consid-
ered to be situated in that country 
under corresponding circumstances. 

(4) Where a deduction is allowed 
under section 2053(d) for foreign death 
taxes paid with respect to a charitable 
gift, the credit for foreign death taxes 
is subject to further limitations as ex-
plained in § 20.2014–7. 

(b) Limitations on credit. The credit 
for foreign death taxes is limited to the 
smaller of the following amounts: 

(1) The amount of a particular for-
eign death tax attributable to property 
situated in the country imposing the 
tax and included in the decedent’s 
gross estate for Federal estate tax pur-
poses, computed as set forth in 
§ 20.2014–2; or 

(2) The amount of the Federal estate 
tax attributable to particular property 
situated in a foreign country, subjected 
to foreign death tax in that country, 
and included in the decedent’s gross es-
tate for Federal estate tax purposes, 
computed as set forth in § 20.2014–3. 

(c) Credit allowable to estate of resident 
not a citizen. (1) In the case of an estate 
of a decedent dying before November 
14, 1966, who was a resident but not a 
citizen of the United States, a credit is 
allowed to the estate under section 2014 
only if the foreign country of which the 
decedent was a citizen or subject, in 
imposing foreign death taxes, allows a 
similar credit to the estates of citizens 
of the United States who were resident 
in that foreign country at the time of 
death. 

(2) In the case of an estate of a dece-
dent dying on or after November 14, 
1966, who was a resident but not a cit-
izen of the United States, a credit is al-
lowed to the estate under section 2014 
without regard to the similar credit re-
quirement of subparagraph (1) of this 
paragraph unless the decedent was a 
citizen or subject of a foreign country 
with respect to which there is in effect 
at the time of the decedent’s death a 
Presidential proclamation, as author-
ized by section 2014(h), reinstating the 
similar credit requirement. In the case 
of an estate of a decedent who was a 
resident of the United States and a cit-
izen or subject of a foreign country 
with respect to which such a proclama-
tion has been made, and who dies while 
the proclamation is in effect, a credit 
is allowed under section 2014 only if 
that foreign country, in imposing for-
eign death taxes, allows a similar cred-
it to the estates of citizens of the 
United States who were resident in 
that foreign country at the time of 
death. The proclamation authorized by 
section 2014(h) for the reinstatement of 
the similar credit requirement with re-
spect to the estates of citizens or sub-
jects of a specific foreign country may 
be made by the President whenever he 
finds that— 

(i) The foreign country, in imposing 
foreign death taxes, does not allow a 
similar credit to the estates of citizens 
of the United States who were resident 
in the foreign country at the time of 
death, 

VerDate Aug<04>2004 11:29 Apr 28, 2005 Jkt 205096 PO 00000 Frm 00265 Fmt 8010 Sfmt 8010 Y:\SGML\205096.XXX 205096



256 

26 CFR Ch. I (4–1–05 Edition) § 20.2014–2 

(ii) The foreign country, after having 
been requested to do so, has not acted 
to provide a similar credit to the es-
tates of such citizens, and 

(iii) It is in the public interest to 
allow the credit under section 2014 to 
the estates of citizens or subjects of 
the foreign country only if the foreign 
country allows a similar credit to the 
estates of citizens of the United States 
who were resident in the foreign coun-
try at the time of death. 

The proclamation for the reinstate-
ment of the similar credit requirement 
with respect to the estates of citizens 
or subjects of a specific foreign country 
may be revoked by the President. In 
that case, a credit is allowed under sec-
tion 2014, to the estate of a decedent 
who was a citizen or subject of that 
foreign country and a resident of the 
United States at the time of death, 
without regard to the similar credit re-
quirement if the decedent dies after 
the proclamation reinstating the simi-
lar credit requirement has been re-
voked. 

[T.D. 6296, 23 FR 4529, June 24, 1958, as 
amended by T.D. 6526, 26 FR 415, Jan. 19, 1961; 
T.D. 6600, 27 FR 4983, May 29, 1962; T.D. 7296, 
38 FR 34192, Dec. 12, 1973] 

§ 20.2014–2 ‘‘First limitation’’. 

(a) The amount of a particular for-
eign death tax attributable to property 
situated in the country imposing the 
tax and included in the decedent’s 
gross estate for Federal estate tax pur-
poses is the ‘‘first limitation.’’ Thus, 
the credit for any foreign death tax is 
limited to an amount, A, which bears 
the same ratio to B (the amount of the 
foreign death tax without allowance of 
credit, if any, for Federal estate tax), 
as C (the value of the property situated 
in the country imposing the foreign 
death tax, subjected to the foreign 
death tax, included in the gross estate 
and for which a deduction is not al-
lowed under section 2053(d)) bears to D 
(the value of all property subjected to 
the foreign death tax). Stated algebra-
ically, the ‘‘first limitation’’ (A) 
equals— 

Value of property in foreign country sub-
jected to foreign death tax, included in gross 
estate and for which a deduction is not al-
lowed under section 2053(d)(C) ÷ Value of all 

property subjected to foreign death tax (D) × 
Amount of foreign death tax (B) 

The values used in this proportion are 
the values determined for the purpose 
of the foreign death tax. The amount of 
the foreign death tax for which credit 
is allowable must be converted into 
United States money. The application 
of this paragraph may be illustrated by 
the following example: 

Example. At the time of his death on June 
1, 1966, the decedent, a citizen of the United 
States, owned stock in X Corporation (a cor-
poration organized under the laws of Coun-
try Y) valued at $80,000. In addition, he 
owned bonds issued by Country Y valued at 
$80,000. The stock and bond certificates were 
in the United States. Decedent left by will 
$20,000 of the stock and $50,000 of the Country 
Y bonds to his surviving spouse. He left the 
rest of the stock and bonds to his son. Under 
the situs rules referred to in paragraph (a)(3) 
of § 20.2014–1 the stock is deemed situated in 
Country Y while the bonds are deemed to 
have their situs in the United States. (The 
bonds would be deemed to have their situs in 
Country Y if the decedent had died on or 
after November 14, 1966.) There is not death 
tax convention in existence between the 
United States and Country Y. The laws of 
Country Y provide for inheritance taxes 
computed as follows: 
Inheritance tax of surviving spouse: 

Value of stock ................................................... $20,000 
Value of bonds ................................................. 50,000 

Total value ........................................................ 70,000 

Tax (16 percent rate) ........................................ 11,200 

Inheritance tax of son: 
Value of stock ................................................... 60,000 

Value of bonds ......................................................... $30,000 

Total value .................................................... 90,000 

Tax (16 percent rate) ............................................... 14,400 

The ‘‘first limitation’’ on the credit for for-
eign death taxes is: 

$20,000 + $60,000 (factor C of the ratio stated 
at § 20.2014¥2(a)) ÷ $70,000+ $90,000 (factor 
D of the ratio stated at § 20.2014¥2(a)) × 
($11,200+$14,400) (factor B of the ratio 
stated at § 20.2014–2(a)) = $12,800 

(b) If a foreign country imposes more 
than one kind of death tax or imposes 
taxes at different rates upon the sev-
eral shares of an estate, or if a foreign 
country and a political subdivision or 
possession thereof each imposes a 
death tax, a ‘‘first limitation’’ is to be 
computed separately for each tax or 
rate and the results added in order to 
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determine the total ‘‘first limitation.’’ 
The application of this paragraph may 
be illustrated by the following exam-
ple: 

Example. The facts are the same as those 
contained in the example set forth in para-
graph (a) of this section, except that the tax 
of the surviving spouse was computed at a 10 
percent rate and amounted to $7,000, and the 
tax of the son was computed at a 20 percent 
rate and amounted to $18,000. In this case, 
the ‘‘first limitation’’ on the credit for for-
eign death taxes is computed as follows: 
‘‘First limitation’’ with respect to inheritance tax of 

surviving spouse: 
[$20,000 (factor C of the ratio stated at 

§ 20.2014–2(a)) ÷ $70,000 (factor D of the 
ratio stated at § 20.2014–2(a))] ×$7,000 (fac-
tor B of the ratio stated at § 20.2014–2(a))= $2,000. 

‘‘First limitation’’ with respect to inheritance tax of 
son: 

[$60,000 (factor C of the ratio stated at 
§ 20.2014–2(a)) ÷ $90,000 (factor D of the 
ratio stated at § 20.2014–2(a))] ×$18,000 
(factor B of the ratio stated at § 20.2014– 
2(a))= ............................................................ 12,000. 

Total ‘‘first limitation’’ on the credit for for-
eign death taxes ........................................... 14,000 

[T.D. 6296, 23 FR 4529, June 24, 1958, as 
amended by T.D. 6600, 27 FR 4984, May 29, 
1962; T.D. 6684, 28 FR 11408, Oct. 24, 1963; T.D. 
7296, 38 FR 34193, Dec. 12, 1973; 39 FR 2090, 
Jan. 17, 1974] 

§ 20.2014–3 ‘‘Second limitation’’. 
(a) The amount of the Federal estate 

tax attributable to particular property 
situated in a foreign country, subjected 
to foreign death tax in that country, 
and included in the decedent’s gross es-
tate for Federal estate tax purposes is 
the ‘‘second limitation.’’ Thus, the 
credit is limited to an amount, E, 
which bears the same ratio to F (the 
gross Federal estate tax, reduced by 
any credit for State death taxes under 
section 2011 and by any credit for gift 
tax under section 2012) as G (the ‘‘ad-
justed value of the property situated in 
the foreign country, subjected to for-
eign death tax, and included in the 
gross estate’’, computed as described in 
paragraph (b) of this section) bears to 
H (the value of the entire gross estate, 
reduced by the total amount of the de-
ductions allowed under sections 2055 
(charitable deduction) and 2056 (mar-
ital deduction)). Stated algebraically, 
the ‘‘second limitation’’ (E) equals: 

‘‘Adjusted value of the property situated in 
the foreign country, subjected to foreign 

death taxes, and included in the gross es-
tate’’ (G) ÷ Value of entire gross estate, 
less charitable and marital deductions 
(H) × Gross Federal estate tax, less cred-
its for State death taxes and gift tax (F) 

The values used in this proportion are 
the values determined for the purpose 
of the Federal estate tax. 

(b) Adjustment is required to factor 
‘‘G’’ of the ratio stated in paragraph (a) 
of this section if a deduction for for-
eign death taxes under section 2053(d), 
a charitable deduction under section 
2055, or a marital deduction under sec-
tion 2056 is allowed with respect to the 
foreign property. If a deduction for for-
eign death taxes is allowed, the value 
of the property situated in the foreign 
country, subjected to foreign death 
tax, and included in the gross estate 
does not include the value of any prop-
erty in respect of which the deduction 
for foreign death taxes is allowed. See 
§ 20.2014–7. If a charitable deduction or 
a marital deduction is allowed, the 
value of such foreign property (after 
exclusion of the value of any property 
in respect of which the deduction for 
foreign death taxes is allowed) is re-
duced as follows: 

(1) If a charitable deduction or a mar-
ital deduction is allowed to a dece-
dent’s estate with respect to any part 
of the foreign property, except foreign 
property in respect of which a deduc-
tion for foreign death taxes is allowed, 
specifically bequeathed, devised, or 
otherwise specifically passing to a 
charitable organization or to the dece-
dent’s spouse, the value of the foreign 
property is reduced by the amount of 
the charitable deduction or marital de-
duction allowed with respect to such 
specific transfer. See example (1) of 
paragraph (c) of this section. 

(2) If a charitable deduction or a mar-
ital deduction is allowed to a dece-
dent’s estate with respect to a bequest, 
devise or other transfer of an interest 
in a group of assets including both the 
foreign property and other property, 
the value of the foreign property is re-
duced by an amount, I, which bears the 
same ratio to J (the amount of the 
charitable deduction or marital deduc-
tion allowed with respect to such 
transfer of an interest in a group of as-
sets) as K (the value of the foreign 

VerDate Aug<04>2004 11:29 Apr 28, 2005 Jkt 205096 PO 00000 Frm 00267 Fmt 8010 Sfmt 8010 Y:\SGML\205096.XXX 205096



258 

26 CFR Ch. I (4–1–05 Edition) § 20.2014–3 

property, except foreign property in re-
spect of which a deduction for foreign 
death taxes is allowed, included in the 
group of assets) bears to L (the value of 
the entire group of assets). As used in 
this subparagraph, the term ‘‘group of 
assets’’ has reference to those assets 
which, under applicable law, are 
chargeable with the charitable or mar-
ital transfer. See example (2) of para-
graph (c) of this section. 

Any reduction described in paragraph 
(b)(1) or (b)(2) of this section on ac-
count of the marital deduction must 
proportionately take into account, if 
applicable, the limitation on the aggre-
gate amount of the marital deduction 
contained in § 20.2056(a)–1(c). See 
§ 20.2014–3(c), Example 3. 

(c) The application of paragraphs (a) 
and (b) of this section may be illus-
trated by the following examples. In 
each case, the computations relate to 
the amount of credit under section 2014 
without regard to the amount of credit 
which may be allowable under an appli-
cable death tax convention. 

Example (1). (i) Decedent, a citizen and resi-
dent of the United States at the time of his 
death on February 1, 1967, left a gross estate 
of $1,000,000 which includes the following: 
shares of stock issued by a domestic corpora-
tion, valued at $750,000; bonds issued in 1960 
by the United States and physically located 
in foreign Country X, valued at $50,000; and 
shares of stock issued by a Country X cor-
poration, valued at $200,000, with respect to 
which death taxes were paid to Country X. 
Expenses, indebtedness, etc., amounted to 
$60,000. Decedent specifically bequeathed 
$40,000 of the stock issued by the Country X 
corporation to a U.S. charity and left the 
residue of his estate, in equal shares, to his 
son and daughter. The gross Federal estate 
tax is $266,500, and the credit for State death 
taxes is $27,600. Under the situs rules referred 
to in paragraph (a)(3) of § 20.2014–1, the shares 
of stock issued by the Country X corporation 
comprise the only property deemed to be sit-
uated in Country X. (The bonds also would 
be deemed to have their situs in Country X 
if the decedent had died before November 14, 
1966.) 

(ii) The ‘‘second limitation’’ on the credit 
for foreign death taxes is: 

[($200,000 ¥ $40,000 (factor G of the ratio stat-
ed at § 20.2014–3(a); see also § 20.2014– 
3(b)(1))) ÷ ($1,000,000 ¥ $40,000 (factor H of 
the ratio stated at § 20.2014–3(a)))] × 
($266,500 ¥ $27,600) (factor F of the ratio 
stated at § 20.2014–3(a)) = $39,816.67. 

The lesser of this amount and the amount of 
the ‘‘first limitation’’ (computed under 
§ 20.2014–2) is the credit for foreign death 
taxes. 

Example (2). (i) Decedent, a citizen and resi-
dent of the United States at the time of his 
death, left a gross estate of $1,000,000 which 
includes: shares of stock issued by a United 
States corporation, valued at $650,000; shares 
of stock issued by a Country X corporation, 
valued at $200,000; and life insurance, in the 
amount of $150,000, payable to a son. Ex-
penses, indebtedness, etc., amounted to 
$40,000. The decedent made a specific bequest 
of $25,000 of the Country X corporation stock 
to Charity A and a general bequest of $100,000 
to Charity B. The residue of his estate was 
left to his daughter. The gross Federal estate 
tax is $242,450 and the credit for State death 
taxes is $24,480. Under these facts and appli-
cable law, neither the stock of the Country X 
corporation specifically bequeathed to Char-
ity A nor the insurance payable to the son 
could be charged with satisfying the bequest 
to Charity B. Therefore, the ‘‘group of as-
sets’’ which could be so charged is limited to 
stock of the Country X corporation valued at 
$175,000 and stock of the United States cor-
poration valued at $650,000. 

(ii) Factor ‘‘G’’ of the ratio which is used 
in determining the ‘‘second limitation’’ is 
computed as follows: 
Value of property situated in Country X ............ $200,000.00 
Less: 

Reduction described in 
§ 20.2014–3(b)(1) .............. $25,000.00 

Reduction described in 
§ 20.2014–3(b)(2) = 
[$175,000 (factor K of the 
ratio stated at § 20.2014–3 
(b)(2)) ÷ ($175,000 + 
$650,000 (factor L of the 
ratio stated at § 20.2014–3 
(b)(2)))] × $100,000 (factor 
J of the ratio stated at 
§ 20.2014–3(b)(2)) = ......... 21,212.12 

46,212.12 

Factor ‘‘G’’ of the ratio ...... .................. 153,787.88 

(iii) In this case, the ‘‘second limitation’’ 
on the credit for foreign death taxes is: 

[$153,787.88 (factor G of the ratio stated at 
§ 20.2014–3(a); see also subdivision (ii) 
above) ÷ ($1,000,000 ¥ $125,000 (factor H of 
the ratio stated at § 20.2014–3(a)))] × 
($242,450 ¥ $24,480) (factor F of the ratio 
stated at § 20.2014–3(a)) = $38,309.88. 

Example (3). (i) Decedent, a citizen and resi-
dent of the United States at the time of his 
death, left a gross estate of $850,000 which in-
cludes: shares of stock issued by United 
States corporations, valued at $440,000; real 
estate located in the United States, valued 
at $110,000; and shares of stock issued by 
Country X corporations, valued at $300,000. 
Expenses, indebtedness, etc., amounted to 
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$50,000. Decedent devised $40,000 in real es-
tate to a United States charity. In addition, 
he bequeathed to his wife $200,000 in United 
States stocks and $300,000 in Country X 
stocks. The residue of his estate passed to 
his children. The gross Federal estate tax is 
$81,700 and the credit for State death taxes is 
$5,520. 

(ii) Decedent’s adjusted gross estate is 
$800,000 (i.e., the $850,000, gross estate less 
$50,000, expenses, indebtedness, etc.). Assume 
that the limitation imposed by section 
2056(c), as in effect before 1982, is applicable 
so that the aggregate allowable marital de-
duction is limited to one-half the adjusted 
gross estate, or $400,000 (which is 50 percent 
of $800,000). Factor ‘‘G’’ of the ratio which is 
used in determining the ‘‘second limitation’’ 
is computed as follows: 
Value of property situated in Country X. ........... $300,000 
Less: Reduction described in 

§ 20.2014–3 (b)(1) determined 
as follows (see also end of 
§ 20.2014–3(b))— 

Total amount of be-
quests which qualify 
for the marital deduc-
tion: 

Specific bequest of 
Country X stock ......... $300,000 

Specific bequest of 
United States stock .... 200,000 

500,000 
Limitation on aggregate marital 

deduction under section 
2056(c) ..................................... 400,000 

Part of specific bequest of Country X stock 
with respect to which the marital deduction is 
allowed—($400,000 ÷ $500,000 × $300,000) 240,000 

Factor ‘‘G’’ of the ratio ............................ 60,000 

(iii) Thus, the ‘‘second limitation’’ on the 
credit for foreign death taxes is: 

[$60,000 (factor G of the ratio stated at 
§ 20.2014–3(a); see also subdivision (ii) 
above) ÷ ($850,000 ¥ $40,000 ¥ $400,000 
(factor H of the ratio stated at § 20.2014– 
3(a)))] × ($81,700 ¥ $5,520) (factor F of the 
ratio stated at § 20.2014–3(a)) = $11,148.29. 

(d) If the foreign country imposes 
more than one kind of death tax or im-
poses taxes at different rates upon the 
several shares of an estate, or if the 
foreign country and a political subdivi-
sion or possession thereof each imposes 
a death tax, the ‘‘second limitation’’ is 
still computed by applying the ratio 
set forth in paragraph (a) of this sec-
tion. Factor ‘‘G’’ of the ratio is deter-
mined by taking into consideration the 
combined value of the foreign property 
which is subjected to each different tax 
or different rate. The combined value, 
however, cannot exceed the value at 
which such property was included in 

the gross estate for Federal estate tax 
purposes. Thus, if Country X imposes a 
tax on the inheritance of a surviving 
spouse at a 10-percent rate and on the 
inheritance of a son at a 20-percent 
rate, the combined value of their inher-
itances is taken into consideration in 
determining factor ‘‘G’’ of the ratio, 
which is then used in computing the 
‘‘second limitation.’’ However, the 
‘‘first limitation’’ is computed as pro-
vided in paragraph (b) of § 20.2014–2. The 
lesser of the ‘‘first limitation’’ and the 
‘‘second limitation’’ is the credit for 
foreign death taxes. 

[T.D. 6296, 23 FR 4529, June 24, 1958, as 
amended by T.D. 6600, 27 FR 4984, May 29, 
1962; T.D. 7296, 38 FR 34193, Dec. 12, 1973; T.D. 
8522, 59 FR 9646, Mar. 1, 1994] 

§ 20.2014–4 Application of credit in 
cases involving a death tax conven-
tion. 

(a) In general. (1) If credit for a par-
ticular foreign death tax is authorized 
by a death tax convention, there is al-
lowed either the credit provided for by 
the convention or the credit provided 
for by section 2014, whichever is the 
more beneficial to the estate. For cases 
where credit may be taken under both 
the death tax convention and section 
2014, see paragraph (b) of this section. 
The application of this paragraph may 
be illustrated by the following exam-
ple: 

Example. (i) Decedent, a citizen of the 
United States and a domiciliary of foreign 
Country X at the time of his death on De-
cember 1, 1966, left a gross estate of $1 mil-
lion which includes the following: Shares of 
stock issued by a Country X corporation, 
valued at $400,000; bonds issued in 1962 by the 
United States and physically located in 
Country X, valued at $350,000; and real estate 
located in the United States, valued at 
$250,000. Expenses, indebtedness, etc., 
amounted to $50,000. Decedent left his entire 
estate to his son. There is in effect a death 
tax convention between the United States 
and Country X which provides for the allow-
ance of credit by the United States for suc-
cession duties imposed by the national gov-
ernment of Country X. The gross Federal es-
tate tax is $307,200, and the credit for State 
death taxes is $33,760. Country X imposed a 
net succession duty on the stocks and bonds 
of $180,000. Under the situs rules referred to 
in paragraph (a)(3) of § 20.2014–1, the shares of 
stock comprise the only property deemed to 
be situated in Country X. (If the decedent 
has died before November 14, 1966, the bonds 
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also would be deemed to have their situs in 
Country X.) Under the convention, both the 
stocks and the bonds are deemed to be situ-
ated in Country X. In this example all fig-
ures are rounded to the nearest dollar. 

(ii)(a) The credit authorized by the conven-
tion for death taxes imposed by Country X is 
computed as follows: 
(1) Country X tax attributable to property situated 

in Country X and subjected to tax by both 
countries ($750,000÷$750,000×$180,000) ........ $180,000 

(2) Federal estate tax attributable to property situ-
ated in Country X and subjected to tax by both 
countries—($750,000 ÷ $1,000,000 × 
$273,440) ........................................................... 205,080 

(3) Credit (subdivision (1) or (2), whichever is 
less) .................................................................... 180,000 

(b) The credit authorized by section 2014 
for death taxes imposed by Country X is 
computed as follows: 
(1) ‘‘First limitation’’ computed under § 20.2014–2 

($400,000÷$750,000×$180,000) .......................... $96,000 
(2) ‘‘Second limitation’’ computed under § 20.2014– 

3 ($400,000÷$1,000,000×$273,440) .................... 109,376 
(3) Credit (subdivision (1) or (2), whichever is less) 96,000 

(iii) On the basis of the facts contained in 
this example, the credit of $180,000 author-
ized by the convention is the more beneficial 
to the estate. 

(2) It should be noted that the great-
er of the treaty credit and the statu-
tory credit is not necessarily the more 
beneficial to the estate. Such is the sit-
uation, for example, in those cases 
which involve both a foreign death tax 
credit and a credit under section 2013 
for tax on prior transfers. The reason is 
that the amount of the credit for tax 
on prior transfers may differ depending 
upon whether the credit for foreign 
death tax is taken under the treaty or 
under the statute. Therefore, under 
certain circumstances, the advantage 
of taking the greater of the treaty 
credit and the statutory credit may be 
more than offset by a resultant smaller 
credit for tax on prior transfers. The 
solution is to compute the net estate 
tax payable first on the assumption 
that the treaty credit will be taken and 
then on the assumption that the statu-
tory credit will be taken. Such com-
putations will indicate whether the 
treaty credit or the statutory credit is 
in fact the more beneficial to the es-
tate. 

(b) Taxes imposed by both a foreign 
country and a political subdivision there-
of. If death taxes are imposed by both 
a foreign country with which the 
United States has entered into a death 
tax convention and one or more of its 

possessions or political subdivisions, 
there is allowed, against the tax im-
posed by section 2001— 

(1) A credit for the combined death 
taxes paid to the foreign country and 
its political subdivisions or possessions 
as provided for by the convention, or 

(2) A credit for the combined death 
taxes paid to the foreign country and 
its political subdivisions or possessions 
as determined under section 2014, or 

(3)(i) A credit for that amount of the 
combined death taxes paid to the for-
eign country and its political subdivi-
sions or possessions as is allowable 
under the convention, and 

(ii) A credit under section 2014 for the 
death taxes paid to each political sub-
division or possession, but only to the 
extent such death taxes are not di-
rectly or indirectly creditable under 
the convention. 

whichever is the most beneficial to the 
estate. The application of this para-
graph may be illustrated by the fol-
lowing example: 

Example. (1) Decedent, a citizen of the 
United States and a domiciliary of Province 
Y of foreign Country X at the time of his 
death on February 1, 1966, left a gross estate 
of $250,000 which includes the following: 
Bonds issued by Country X physically lo-
cated in Province Y, valued at $75,000; bonds 
issued by Province Z of Country X and phys-
ically located in the United States, valued at 
$50,000; and shares of stock issued by a do-
mestic corporation, valued at $125,000. Dece-
dent left his entire estate to his son. Ex-
penses, indebtedness etc., amounted to 
$26,000. The Federal estate tax after allow-
ance of the credit for State death taxes is 
$38,124. Province Y imposed a death tax of 8 
percent on the Country X bonds located 
therein which amounted to $6,000. No death 
tax was imposed by Province Z. Country X 
imposed a death tax of 15 percent on the 
Country X bonds and the Province Z bonds 
which amounted to $18,750 before allowance 
of any credit for the death tax of Province Y. 
Country X allows against its death taxes a 
credit for death taxes paid to any of its prov-
inces on property which it also taxes, but 
only to the extent of one-half of the Country 
X death tax attributable to the property, or 
the amount of death taxes paid to its prov-
ince, whichever is less. Country X, therefore, 
allowed a credit of $5,625 for the death taxes 
paid to Province Y. There is in effect a death 
tax convention between the United States 
and Country X which provides for allowance 
of credit by the United States for death 
taxes imposed by the national government of 
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Country X. The death tax convention pro-
vides that in computing the ‘‘first limita-
tion’’ for the credit under the convention, 
the tax of Country X is not to be reduced by 
the amount of the credit allowed for provin-
cial taxes. Under the situs rules described in 
paragraph (a)(3) of § 20.2014–1, only the Coun-
try X bonds located in Province Y are 
deemed situated in Country X. (The bonds 
issued by Province Z also would be deemed 
to have their situs in Country X if the dece-
dent had died on or after November 14, 1966.) 
Under the convention, both the Country X 
bonds and the Province Z bonds are deemed 
to be situated in Country X. In this example 
all figures are rounded to the nearest dollar. 

(2)(i) The credit authorized by section 2014 
for death taxes imposed by Country X (which 
includes death taxes imposed by Province Y 
according to § 20.2014–1(a)(1)) is computed as 
follows: 
(a) ‘‘First limitation’’ with respect to tax imposed by 

national government of Country X (computed 
under paragraph (b) of § 20.2014–2) 

(1) Gross Country X death tax attributable to 
Country X bonds (before allowance of pro-
vincial death taxes) 
(75,000÷$125,000×$18,750) ......................... $11,250 

(2) Less credit for Province Y death taxes on 
such bonds .................................................... 5,625 

(3) Net Country X death tax attributable to 
such bonds .................................................... 5,625 

(b) ‘‘First limitation’’ with respect to tax imposed by 
Province Y (computed under paragraph (b) of 
§ 20.2014–2) ($75,000÷$75,000×$6,000) 6,000 

(c) Total ‘‘first limitation’’ .......................................... 11,625 
(d) ‘‘Second limitation’’ (computed under paragraph 

(d) of § 20.2014–3) 
($75,000÷$250,000×$38,124) .............................. 11,437 

(e) Credit (subdivision (c) or (d), whichever is less) 11,437 

(ii) The credit authorized under the death 
tax convention between the United States 
and Country X is computed as follows: 
(a) Country X tax attributable to property situated 

in Country X and subject to tax by both coun-
tries ($125,000÷$125,000×$18,750) .................... $18,750 

(b) Federal estate tax attributable to property situ-
ated in Country X and subjected to tax by both 
countries ($125,000÷$250,000×$38,124) ............ 19,062 

(c) Credit (subdivision (a) or (b), whichever is less) 18,750 

(3) If the estate takes a credit for death 
taxes under the convention, it would receive 
a credit of $18,750 which would include an in-
direct credit of $5,625 for death taxes paid to 
Province Y. The death tax of Province Y 
which was not directly or indirectly cred-
itable under the convention is $375 ($6,000¥ 

$5,625). A credit for this tax would also be al-
lowed under section 2014 but only to the ex-
tent of $187, as the amount of credit for the 
combined foreign death taxes is limited to 
the amount of Federal estate tax attrib-
utable to the property, determined in accord-
ance with the rules prescribed for computing 
the ‘‘second limitation’’ under section 2014. 
In this case, the ‘‘second limitation’’ under 
section 2014 on the taxes attributable to the 

Country X bonds is $11,437 (see computation 
set forth in (2)(i) (d) of this example). The 
amount of credit under the convention for 
taxes attributable to Country X bonds is 
$11,250¥($75,000÷$125,000× $18,750). Inasmuch 
as the ‘‘second limitation’’ under section 2014 
in respect of the Country X bonds ($11,437) 
exceeds the amount of the credit allowed 
under the convention in respect of the Coun-
try X bonds ($11,250) by $187, the additional 
credit allowable under section 2014 for the 
death taxes paid to Province Y not directly 
or indirectly creditable under the convention 
is limited to $187. 

(c) Taxes imposed by two foreign coun-
tries with respect to the same property. It 
is stated as a general rule in paragraph 
(a)(2) of § 20.2014–1 that if credits 
against the Federal estate tax are al-
lowable under section 2014, or under 
section 2014 and one or more death tax 
conventions, for death taxes paid to 
more than one country, the credits are 
combined and the aggregate amount is 
credited against the Federal estate tax. 
This rule may result in credit being al-
lowed for taxes imposed by two dif-
ferent countries upon the same item of 
property. If such is the case, the total 
amount of the credits with respect to 
such property is limited to the amount 
of the Federal estate tax attributable 
to the property, determined in accord-
ance with the rules prescribed for com-
puting the ‘‘second limitation’’ set 
forth in § 20.2014–3. The application of 
this section may be illustrated by the 
following example: 

Example. The decedent, a citizen of the 
United States and a domiciliary of Country 
X at the time of his death on May 1, 1967, left 
a taxable estate which included bonds issued 
by Country Z and physically located in 
Country X. Each of the three countries in-
volved imposed death taxes on the Country Z 
bonds. Assume that under the provisions of a 
treaty between the United States and Coun-
try X the estate is entitled to a credit 
against the Federal estate tax for death 
taxes imposed by Country X on the bonds in 
the maximum amount of $20,000. Assume, 
also, that since the decedent died after No-
vember 13, 1966, so that under the situs rules 
referred to in paragraph (a)(3) of § 20.2014–1 
the bonds are deemed to have their situs in 
Country Z, the estate is entitled to a credit 
against the Federal estate tax for death 
taxes imposed by Country Z on the bonds in 
the maximum amount of $10,000. Finally, as-
sume that the Federal estate tax attrib-
utable to the bonds is $25,000. Under these 
circumstances, the credit allowed the estate 
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with respect to the bonds would be limited to 
$25,000. 

[T.D. 6296, 23 FR 4529, June 24, 1958, as 
amended by T.D. 6742, 29 FR 7928, June 23, 
1964; T.D. 7296, 38 FR 34193, Dec. 12, 1973] 

§ 20.2014–5 Proof of credit. 
(a) If the foreign death tax has not 

been determined and paid by the time 
the Federal estate tax return required 
by section 6018 is filed, credit may be 
claimed on the return in an estimated 
amount. However, before credit for the 
foreign death tax is finally allowed, 
satisfactory evidence, such as a state-
ment by an authorized official of each 
country, possession or political sub-
division thereof imposing the tax, must 
be submitted on Form 706CE certifying: 

(1) The full amount of the tax (exclu-
sive of any interest or penalties), as 
computed before allowance of any cred-
it, remission, or relief; 

(2) The amount of any credit, allow-
ance, remission, or relief, and other 
pertinent information, including the 
nature of the allowance and a descrip-
tion of the property to which it per-
tains; 

(3) The net foreign death tax payable 
after any such allowance; 

(4) The date on which the death tax 
was paid, or if not all paid at one time, 
the date and amount of each partial 
payment; and 

(5) A list of the property situated in 
the foreign country and subjected to 
its tax, showing a description and the 
value of the property. 
Satisfactory evidence must also be sub-
mitted showing that no refund of the 
death tax is pending and none is au-
thorized or, if any refund is pending or 
has been authorized, its amount and 
other pertinent information. See also 
section 2016 and § 20.2016–1 for require-
ments if foreign death taxes claimed as 
a credit are subsequently recovered. 

(b) The following information must 
also be submitted whenever applicable: 

(1) If any of the property subjected to 
the foreign death tax was situated out-
side of the country imposing the tax, 
the description of each item of such 
property and its value. 

(2) If more than one inheritance or 
succession is involved with respect to 
which credit is claimed, or if the for-
eign country, possession or political 

subdivision thereof imposes more than 
one kind of death tax, or if both the 
foreign country and a possession or po-
litical subdivision thereof each imposes 
a death tax, a separate computation 
with respect to each inheritance or 
succession tax. 

(c) In addition to the information re-
quired under paragraphs (a) and (b) of 
this section, the district director may 
require the submission of any further 
proof deemed necessary to establish 
the right to the credit. 

§ 20.2014–6 Period of limitations on 
credit. 

The credit for foreign death taxes 
under section 2014 is limited to those 
taxes which were actually paid and for 
which a credit was claimed within four 
years after the filing of the estate tax 
return for the decedent’s estate. If, 
however, a petition has been filed with 
the Tax Court of the United States for 
the redetermination of a deficiency 
within the time prescribed in section 
6213(a), the credit is limited to those 
taxes which were actually paid and for 
which a credit was claimed within four 
years after the filing of the return, or 
before the expiration of 60 days after 
the decision of the Tax Court becomes 
final, whichever period is the last to 
expire. Similarly, if an extension of 
time has been granted under section 
6161 for payment of the tax shown on 
the return, or of a deficiency, the cred-
it is limited to those taxes which were 
actually paid and for which a credit 
was claimed within four years after the 
filing of the return, or before the date 
of the expiration of the period of the 
extension, whichever period is the last 
to expire. See section 2015 for the appli-
cable period of limitations for credit 
for foreign death taxes on reversionary 
or remainder interests if an election is 
made under section 6163(a) to postpone 
payment of the estate tax attributable 
to reversionary or remainder interests. 
If a claim for refund based on the cred-
it for foreign death taxes is filed within 
the applicable period described in this 
section, a refund may be made despite 
the general limitation provisions of 
sections 6511 and 6512. Any refund based 
on the credit for foreign death taxes 
shall be made without interest. 
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§ 20.2014–7 Limitation on credit if a 
deduction for foreign death taxes is 
allowed under section 2053(d). 

If a deduction is allowed under sec-
tion 2053(d) for foreign death taxes paid 
with respect to a charitable gift, the 
credit for foreign death taxes is subject 
to special limitations. In such a case 
the property described in subpara-
graphs (A), (B), and (C) of paragraphs 
(1) and (2) of section 2014(b) shall not 
include any property with respect to 
which a deduction is allowed under sec-
tion 2053(d). The application of this sec-
tion may be illustrated by the fol-
lowing example: 

Example. The decedent, a citizen of the 
United States, died July 1, 1955, leaving a 
gross estate of $1,200,000 consisting of: Shares 
of stock issued by United States corpora-
tions, valued at $600,000; bonds issued by the 
United States Government physically lo-
cated in the United States, valued at 
$300,000; and shares of stock issued by a 
Country X corporation, valued at $300,000. 
Expenses, indebtedness, etc., amounted to 
$40,000. The decedent made specific bequests 
of $400,000 of the United States corporation 
stock to a niece and $100,000 of the Country 
X corporation stock to a nephew. The res-
idue of his estate was left to charity. There 
is no death tax convention in existence be-
tween the United States and Country X. The 
Country X tax imposed was at a 50-percent 
rate on all beneficiaries. A State inheritance 
tax of $20,000 was imposed on the niece and 
nephew. The decedent did not provide in his 
will for the payment of the death taxes, and 
under local law the Federal estate tax is pay-
able from the general estate, the same as ad-
ministration expenses. 

DISTRIBUTION OF THE ESTATE 
Gross estate .......................... $1,200,000.00 
Debts and charges ................ $40,000.00 
Bequest of U.S. corporation 

stock to niece ..................... 400,000.00 
Bequest of country X corpora-

tion stock to nephew .......... 100,000.00 
Net Federal estate tax ........... 136,917.88 

676,917.88 

Residue before country X tax ................. 523,082.12 
Country X succession tax on charity ............. 100,000.00 

Charitable deduction ....... .................... 423,082.12 

TAXABLE ESTATE AND FEDERAL ESTATE TAX 

Gross estate .......................... 1,200,000.00 
Debts and charges ................ 40,000.00 
Deduction of foreign death 

tax under section 2053(d) .. 100,000.00 
Charitable deduction .............. 423,082.12 
Exemption .............................. 60,000.00 

623,082.12 
Taxable estate ........................................ 576,917.88 

DISTRIBUTION OF THE ESTATE 
Gross estate tax ............................................ 172,621.26 
Credit for State death taxes .......................... 15,476.72 

Gross estate tax less credit for State 
death taxes ............................................. 157,144.54 

Credit for foreign death taxes ........................ 20,226.66 
Net Federal estate tax .... .................... 136,917.88 

CREDIT FOR FOREIGN DEATH TAXES 

COUNTRY X TAX 

Succession tax on nephew: 
Value of stock of country X 

corporation ...................... .................... 100,000 
Tax (50% rate) ................... .................... $50,000 

Succession tax on charity: 
Value of stock of country X 

corporation ...................... .................... 200,000 
Tax (50% rate) ................... .................... 100,000 

COMPUTATION OF EXCLUSION UNDER SECTION 2014(B) 

Value of situated in country X .................... 300,000 
Value of property in respect 

of which a deduction is al-
lowed under section 
2053(d) ............................... .................... 200,000 

Value of property situated 
within country X, sub-
jected to tax, and in-
cluded in gross estate as 
limited by section 2014(f) .................... 100,000 

FIRST LIMITATION, § 28.2014–2(A) 

$100,000 (factor C of the ratio stated at 
§ 20.2014–2(a)) ÷ $100,000 + $200,000 (factor 
D of the ratio stated at § 20.2014 2(a) × 
$50,000 + $100,000) (factor B of the ratio 
stated at § 20.2014–2(a)) = $50,000.00 

SECOND LIMITATION, § 28.2014–3(A) 

$100,000 (factor G of the ratio stated at 
§ 20.2014–3(a)) (as limited by section 
2014(f)) ÷ $1,200,000 ¥ $423,082.12 (factor H 
of the ratio stated at § 20.2014 3(a) × 
$172,621.26 ¥ $15,476.72) (factor F of the 
ratio stated at § 20.2014–3(a)) = $20,226.66Z 

[T.D. 6600, 27 FR 4984, May 27, 1962] 

§ 20.2015–1 Credit for death taxes on 
remainders. 

(a) If the executor of an estate elects 
under section 6163(a) to postpone the 
time for payment of any portion of the 
Federal estate tax attributable to a re-
versionary or remainder interest in 
property, credit is allowed under sec-
tions 2011 and 2014 against that portion 
of the Federal estate tax for State 
death taxes and foreign death taxes at-
tributable to the reversionary or re-
mainder interest if the State death 
taxes or foreign death taxes are paid 
and if credit therefor is claimed ei-
ther— 

(1) Within the time provided for in 
sections 2011 and 2014, or 
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(2) Within the time for payment of 
the tax imposed by section 2001 or 2101 
as postponed under section 6163(a) and 
as extended under section 6163(b) (on 
account of undue hardship) or, if the 
precedent interest terminated before 
July 5, 1958, within 60 days after the 
termination of the preceding interest 
or interests in the property. 
The allowance of credit, however, is 
subject to the other limitations con-
tained in sections 2011 and 2014 and, in 
the case of the estate of a decedent who 
was a nonresident not a citizen of the 
United States, in section 2102(b). 

(b) In applying the rule stated in 
paragraph (a) of this section, credit for 
State death taxes or foreign death 
taxes paid within the time provided in 
sections 2011 and 2014 is applied first to 
the portion of the Federal estate tax 
payment of which is not postponed, and 
any excess is applied to the balance of 
the Federal estate tax. However, credit 
for State death taxes or foreign death 
taxes not paid within the time provided 
in section 2011 and 2014 is allowable 
only against the portion of the Federal 
estate tax attributable to the rever-
sionary or remainder interest, and only 
for State or foreign death taxes attrib-
utable to that interest. If a State death 
tax or a foreign death tax is imposed 
upon both a reversionary or remainder 
interest and upon other property, with-
out a definite apportionment of the 
tax, the amount of the tax deemed at-
tributable to the reversionary or re-
mainder interest is an amount which 
bears the same ratio to the total tax as 
the value of the reversionary or re-
mainder interest bears to the value of 
the entire property with respect to 
which the tax was imposed. In applying 
this ratio, adjustments consistent with 
those required under paragraph (c) of 
§ 20.6163–1 must be made. 

(c) The application of this section 
may be illustrated by the following ex-
amples: 

Example (1). One-third of the Federal estate 
tax was attributable to a remainder interest 
in real property located in State Y, and two- 
thirds of the Federal estate tax was attrib-
utable to other property located in State X. 
The payment of the tax attributable to the 
remainder interest was postponed under the 
provisions of section 6163(a). The maximum 
credit allowable for State death taxes under 
the provisions of section 2011 is $12,000. 

Therefore, of the maximum credit allowable, 
$4,000 is attributable to the remainder inter-
est and $8,000 is attributable to the other 
property. Within the 4-year period provided 
for in section 2011, inheritance tax in the 
amount of $9,000 was paid to State X in con-
nection with the other property. With re-
spect to this $9,000, $8,000 (the maximum 
amount allowable) is allowed as a credit 
against the Federal estate tax attributable 
to the other property, and $1,000 is allowed as 
a credit against the postponed tax. The life 
estate or other precedent interest expired 
after July 4, 1958. After the expiration of the 
4-year period but before the expiration of the 
period of postponment elected under section 
6163(a) and of the period of extension granted 
under section 6163(b) for payment of the tax, 
inheritance tax in the amount of $5,000 was 
paid to State Y in connection with the re-
mainder interest. As the maximum credit al-
lowable with respect to the remainder inter-
est is $4,000 and $1,000 has already been al-
lowed as a credit, an additional $3,000 will be 
credited against the Federal estate tax at-
tributable to the remainder interest. It 
should be noted that if the life estate or 
other precedent interest had expired after 
the expiration of the 4-year period but before 
July 5, 1958, the same result would be 
reached only if the inheritance tax had been 
paid to State Y before the expiration of 60 
days after the termination of the life estate 
or other precedent interest. 

Example (2). The facts are the same as in 
example (1), except that within the 4-year pe-
riod inheritance tax in the amount of $2,500 
was paid to State Y with respect to the re-
mainder interest and inheritance tax in the 
amount of $7,500 was paid to State X with re-
spect to the other property. The amount of 
$8,000 is allowed as a credit against the Fed-
eral estate tax attributable to the other 
property and the amount of $2,000 is allowed 
as a credit against the postponed tax. The 
life estate or other precedent interest ex-
pired after July 4, 1958. After the expiration 
of the 4-year period but before the expiration 
of the period of postponement elected under 
section 6163(a) and of the period of extension 
granted under section 6163(b) for payment of 
the tax, inheritance tax in the amount of 
$5,000 was paid to State Y in connection with 
the remainder interest. As the maximum 
credit allowable with respect to the remain-
der interest is $4,000 and $2,000 already has 
been allowed as a credit, an additional $2,000 
will be credited against the Federal estate 
tax attributable to the remainder interest. It 
should be noted that if the life estate or 
other precedent interest had expired after 
the expiration of the 4-year period but before 
July 5, 1958, the same result would be 
reached only if the inheritance tax had been 
paid to State Y before the expiration of 60 
days after the termination of the life estate 
or other precedent interest. 
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Example (3). The facts are the same as in 
example (2), except that no payment was 
made to State Y within the 4-year period. 
The amount of $7,500 is allowed as a credit 
against the Federal estate tax attributable 
to the other property. After termination of 
the life interest additional credit will be al-
lowed in the amount of $4,000 against the 
Federal estate tax attributable to the re-
mainder interest. Since the payment of $5,000 
was made to State Y following the expira-
tion of the 4-year period, no part of the pay-
ment may be allowed as a credit against the 
Federal estate tax attributable to the other 
property. 

[T.D. 6296, 23 FR 4529, June 24, 1958, as 
amended by T.D. 6526, 26 FR 415, Jan. 19, 1961; 
T.D. 7296, 38 FR 34194, Dec. 12, 1973] 

§ 20.2016–1 Recovery of death taxes 
claimed as credit. 

In accordance with the provisions of 
section 2016, the executor (or any other 
person) receiving a refund of any State 
death taxes or foreign death taxes 
claimed as a credit under section 2011 
or section 2014 shall notify the district 
director of the refund within 30 days of 
its receipt. The notice shall contain 
the following information: 

(a) The name of the decedent; 
(b) The date of the decedent’s death; 
(c) The property with respect to 

which the refund was made; 
(d) The amount of the refund, exclu-

sive of interest; 
(e) The date of the refund; and 
(f) The name and address of the per-

son receiving the refund. 
If the refund was in connection with 
foreign death taxes claimed as a credit 
under section 2014, the notice shall also 
contain a statement showing the 
amount of interest, if any, paid by the 
foreign country on the refund. Finally, 
the person filing the notice shall fur-
nish the district director such addi-
tional information as he may request. 
Any Federal estate tax found to be due 
by reason of the refund is payable by 
the person or persons receiving it, upon 
notice and demand, even though the re-
fund is received after the expiration of 
the period of limitations set forth in 
section 6501 (see section 6501(c)(5)). If 
the tax found to be due results from a 
refund of foreign death tax claimed as 
a credit under section 2014, such tax 
shall not bear interest for any period 
before the receipt of the refund, except 

to the extent that interest was paid by 
the foreign country on the refund. 

GROSS ESTATE 

§ 20.2031–0 Table of contents. 
This section lists the section head-

ings and undesignated center headings 
that appear in the regulations under 
section 2031. 

§ 20.2031–1 Definition of gross estate; valuation 
of property. 

§ 20.2031–2 Valuation of stocks and bonds. 
§ 20.2031–3 Valuation of interests in businesses. 
§ 20.2031–4 Valuation of notes. 
§ 20.2031–5 Valuation of cash on hand or on de-

posit. 
§ 20.2031–6 Valuation of household and per-

sonal effects. 
§ 20.2031–7 Valuation of annuities, interests for 

life or term of years, and remainder or rever-
sionary interests. 

§ 20.2031–8 Valuation of certain life insurance 
and annuity contracts; valuation of shares in 
an open-end investment company. 

§ 20.2031–9 Valuation of other property. 

ACTUARIAL TABLES APPLICABLE BEFORE MAY 
1, 1999 

§ 20.2031–7A Valuation of annuities, interests 
for life or term of years, and remainder or re-
versionary interests for estates of decedents 
for which the valuation date of the gross es-
tate is before May 1, 1999. 

[T.D. 8819, 64 FR 23211, Apr. 30, 1999, as 
amended by T.D. 8886, 65 FR 36929, June 12, 
2000] 

§ 20.2031–1 Definition of gross estate; 
valuation of property. 

(a) Definition of gross estate. Except as 
otherwise provided in this paragraph 
the value of the gross estate of a dece-
dent who was a citizen or resident of 
the United States at the time of his 
death is the total value of the interests 
described in sections 2033 through 2044. 
The gross estate of a decedent who died 
before October 17, 1962, does not include 
real property situated outside the 
United States (as defined in paragraph 
(b)(1) of § 20.0–1). Except as provided in 
paragraph (c) of this section (relating 
to the estates of decedents dying after 
October 16, 1962, and before July 1, 
1964), in the case of a decedent dying 
after October 16, 1962, real property sit-
uated outside the United States which 
comes within the scope of sections 2033 
through 2044 is included in the gross es-
tate to the same extent as any other 
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property coming within the scope of 
those sections. In arriving at the value 
of the gross estate the interests de-
scribed in sections 2033 through 2044 
are valued as described in this section, 
§§ 20.2031–2 through 20.2031–9 and 
§ 20.2032–1. The contents of sections 2033 
through 2044 are, in general, as follows: 

(1) Sections 2033 and 2034 are con-
cerned mainly with interests in prop-
erty passing through the decedent’s 
probate estate. Section 2033 includes in 
the decedent’s gross estate any interest 
that the decedent had in property at 
the time of his death. Section 2034 pro-
vides that any interest of the dece-
dent’s surviving spouse in the dece-
dent’s property, such as dower or cur-
tesy, does not prevent the inclusion of 
such property in the decedent’s gross 
estate. 

(2) Sections 2035 through 2038 deal 
with interests in property transferred 
by the decedent during his life under 
such circumstances as to bring the in-
terests within the decedent’s gross es-
tate. Section 2035 includes in the dece-
dent’s gross estate property transferred 
in contemplation of death, even though 
the decedent had not interest in, or 
control over, the property at the time 
of his death. Section 2036 provides for 
the inclusion of transferred property 
with respect to which the decedent re-
tained the income or the power to des-
ignate who shall enjoy the income. 
Section 2037 includes in the decedent’s 
gross estate certain transfers under 
which the beneficial enjoyment of the 
property could be obtained only by sur-
viving the decedent. Section 2038 pro-
vides for the inclusion of transferred 
property if the decedent had at the 
time of his death the power to change 
the beneficial enjoyment of the prop-
erty. It should be noted that there is 
considerable overlap in the application 
of sections 2036 through 2038 with re-
spect to reserved powers, so that trans-
ferred property may be includible in 
the decedent’s gross estate in varying 
degrees under more than one of those 
sections. 

(3) Sections 2039 through 2042 deal 
with special kinds of property and pow-
ers. Sections 2039 and 2040 concern an-
nuities and jointly held property re-
spectively. Section 2041 deals with pow-
ers held by the decedent over the bene-

ficial enjoyment of property not origi-
nating with the decedent. Section 2042 
concerns insurance under policies on 
the life of the decedent. 

(4) Section 2043 concerns the suffi-
ciency of consideration for transfers 
made by the decedent during his life. 
This has a bearing on the amount to be 
included in the decedent’s gross estate 
under sections 2035 through 2038, and 
2041. Section 2044 deals with retro-
activity. 

(b) Valuation of property in general. 
The value of every item of property in-
cludible in a decedent’s gross estate 
under sections 2031 through 2044 is its 
fair market value at the time of the de-
cedent’s death, except that if the ex-
ecutor elects the alternate valuation 
method under section 2032, it is the fair 
market value thereof at the date, and 
with the adjustments, prescribed in 
that section. The fair market value is 
the price at which the property would 
change hands between a willing buyer 
and a willing seller, neither being 
under any compulsion to buy or to sell 
and both having reasonable knowledge 
of relevant facts. The fair market value 
of a particular item of property includ-
ible in the decedent’s gross estate is 
not to be determined by a forced sale 
price. Nor is the fair market value of 
an item of property to be determined 
by the sale price of the item in a mar-
ket other than that in which such item 
is most commonly sold to the public, 
taking into account the location of the 
item wherever appropriate. Thus, in 
the case of an item of property includ-
ible in the decedent’s gross estate, 
which is generally obtained by the pub-
lic in the retail market, the fair mar-
ket value of such an item of property is 
the price at which the item or a com-
parable item would be sold at retail. 
For example, the fair market value of 
an automobile (an article generally ob-
tained by the public in the retail mar-
ket) includible in the decedent’s gross 
estate is the price for which an auto-
mobile of the same or approximately 
the same description, make, model, 
age, condition, etc., could be purchased 
by a member of the general public and 
not the price for which the particular 
automobile of the decedent would be 
purchased by a dealer in used auto-
mobiles. Examples of items of property 
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which are generally sold to the public 
at retail may be found in §§ 20.2031–6 
and 20.2031–8. The value is generally to 
be determined by ascertaining as a 
basis the fair market value as of the 
applicable valuation date of each unit 
of property. For example, in the case of 
shares of stock or bonds, such unit of 
property is generally a share of stock 
or a bond. Livestock, farm machinery, 
harvested and growing crops must gen-
erally be itemized and the value of 
each item separately returned. Prop-
erty shall not be returned at the value 
at which it is assessed for local tax 
purposes unless that value represents 
the fair market value as of the applica-
ble valuation date. All relevant facts 
and elements of value as of the applica-
ble valuation date shall be considered 
in every case. The value of items of 
property which were held by the dece-
dent for sale in the course of a business 
generally should be reflected in the 
value of the business. For valuation of 
interests in businesses, see § 20.2031–3. 
See § 20.2031–2 and §§ 20.2031–4 through 
20.2031–8 for further information con-
cerning the valuation of other par-
ticular kinds of property. For certain 
circumstances under which the sale of 
an item of property at a price below its 
fair market value may result in a de-
duction for the estate, see paragraph 
(d)(2) of § 20.2053–3. 

(c) Real property situated outside the 
United States; gross estate of decedent 
dying after October 16, 1962, and before 
July 1, 1964—(1) In general. In the case 
of decedent dying after October 16, 1962, 
and before July 1, 1964, the value of 
real property situated outside the 
United States (as defined in paragraph 
(b)(1) of § 20.0–1) is not included in the 
gross estate of the decedent— 

(i) Under section 2033, 2034, 2035(a), 
2036(a), 2037(a), or 2038(a) to the extent 
the real property, or the decedent’s in-
terest in it, was acquired by the dece-
dent before February 1, 1962; 

(ii) Under section 2040 to the extent 
such property or interest was acquired 
by the decedent before February 1, 1962, 
or was held by the decedent and the 
survivor in a joint tenancy or tenancy 
by the entirety before February 1, 1962; 
or 

(iii) Under section 2041(a) to the ex-
tent that before February 1, 1962, such 

property or interest was subject to a 
general power of appointment (as de-
fined in section 2041) possessed by the 
decedent. 

(2) Certain property treated as acquired 
before February 1, 1962. For purposes of 
this paragraph real property situated 
outside the United States (including 
property held by the decedent and the 
survivor in a joint tenancy or tenancy 
by the entirety), or an interest in such 
property or a general power of appoint-
ment in respect of such property, 
which was acquired by the decedent 
after January 31, 1962, is treated as ac-
quired by the decedent before February 
1, 1962, if 

(i) Such property, interest, or power 
was acquired by the decedent by gift 
within the meaning of section 2511, or 
from a prior decedent by devise or in-
heritance, or by reason of death, form 
of ownership, or other conditions (in-
cluding the exercise or nonexercise of a 
power of appointment); and 

(ii) Before February 1, 1962, the donor 
or prior decedent had acquired the 
property or his interest therein or had 
possessed a power of appointment in re-
spect thereof. 

(3) Certain property treated as acquired 
after January 31, 1962. For purposes of 
this paragraph that portion of capital 
additions or improvements made after 
January 31, 1962, to real property situ-
ated outside the United States is, to 
the extent that it materially increases 
the value of the property, treated as 
real property acquired after January 
31, 1962. Accordingly, the gross estate 
may include the value of improvements 
on unimproved real property, such as 
office buildings, factories, houses, 
fences, drainage ditches, and other cap-
ital items, and the value of capital ad-
ditions and improvements to existing 
improvements, placed on real property 
after January 31, 1962, whether or not 
the value of such real property or ex-
isting improvements is included in the 
gross estate. 

[T.D. 6296, 23 FR 4529, June 24, 1958, as 
amended by T.D. 6684, 28 FR 11408, Oct. 24, 
1963; T.D. 6826, 30 FR 7708, June 15, 1965] 

§ 20.2031–2 Valuation of stocks and 
bonds. 

(a) In general. The value of stocks and 
bonds is the fair market value per 
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share or bond on the applicable valu-
ation date. 

(b) Based on selling prices. (1) In gen-
eral, if there is a market for stocks or 
bonds, on a stock exchange, in an over- 
the-counter market, or otherwise, the 
mean between the highest and lowest 
quoted selling prices on the valuation 
date is the fair market value per share 
or bond. If there were no sales on the 
valuation date but there were sales on 
dates within a reasonable period both 
before and after the valuation date, the 
fair market value is determined by 
taking a weighted average of the 
means between the highest and lowest 
sales on the nearest date before and the 
nearest date after the valuation date. 
The average is to be weighted inversely 
by the respective numbers of trading 
days between the selling dates and the 
valuation date. If the stocks or bonds 
are listed on more than one exchange, 
the records of the exchange where the 
stocks or bonds are principally dealt in 
should be employed if such records are 
available in a generally available list-
ing or publication of general circula-
tion. In the event that such records are 
not so available and such stocks or 
bonds are listed on a composite listing 
of combined exchanges available in a 
generally available listing or publica-
tion of general circulation, the records 
of such combined exchanges should be 
employed. In valuing listed securities, 
the executor should be careful to con-
sult accurate records to obtain values 
as of the applicable valuation date. If 
quotations of unlisted securities are 
obtained from brokers, or evidence as 
to their sale is obtained from officers 
of the issuing companies, copies of the 
letters furnishing such quotations or 
evidence of sale should be attached to 
the return. 

(2) If it is established with respect to 
bonds for which there is a market on a 
stock exchange, that the highest and 
lowest selling prices are not available 
for the valuation date in a generally 
available listing or publication of gen-
eral circulation but that closing selling 
prices are so available, the fair market 
value per bond is the mean between the 
quoted closing selling price on the 
valuation date and the quoted closing 
selling price on the trading day before 
the valuation date. If there were no 

sales on the trading day before the 
valuation date but there were sales on 
a date within a reasonable period be-
fore the valuation date, the fair mar-
ket value is determined by taking a 
weighted average of the quoted closing 
selling price on the valuation date and 
the quoted closing selling price on the 
nearest date before the valuation date. 
The closing selling price for the valu-
ation date is to be weighted by the 
number of trading days between the 
previous selling date and the valuation 
date. If there were no sales within a 
reasonable period before the valuation 
date but there were sales on the valu-
ation date, the fair market value is the 
closing selling price on such valuation 
date. If there were no sales on the valu-
ation date but there were sales on 
dates within a reasonable period both 
before and after the valuation date, the 
fair market value is determined by 
taking a weighted average of the 
quoted closing selling prices on the 
nearest date before and the nearest 
date after the valuation date. The aver-
age is to be weighted inversely by the 
respective numbers of trading days be-
tween the selling dates and the valu-
ation date. If the bonds are listed on 
more than one exchange, the records of 
the exchange where the bonds are prin-
cipally dealt in should be employed. In 
valuing listed securities, the executor 
should be careful to consult accurate 
records to obtain values as of the appli-
cable valuation date. 

(3) The application of this paragraph 
may be illustrated by the following ex-
amples: 

Example (1). Assume that sales of X Com-
pany common stock nearest the valuation 
date (Friday, June 15) occurred two trading 
days before (Wednesday, June 13) and three 
trading days after (Wednesday, June 20) and 
on these days the mean sale prices per share 
were $10 and $15, respectively. The price of 
$12 is taken as representing the fair market 
value of a share of X Company common 
stock as of the valuation date 

3 10 2 15 5×( ) + ×( )[ ]/ .
Example (2). Assume the same facts as in 

example (1) except that the mean sale prices 
per share on June 13, and June 20 were $15 
and $10, respectively. The price of $13 is 
taken as representing the fair market value 
of a share of X Company common stock as of 
the valuation date 
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3 5 2 10 5×( ) + ×( )[ ] / .
Example (3). Assume the decedent died on 

Sunday, October 7, and that Saturday and 
Sunday were not trading days. If sales of X 
Company common stock occurred on Friday, 
October 5, at mean sale prices per share of 
$20 and on Monday, October 8, at mean sale 
prices per share of $23, the price of $21.50 is 
taken as representing the fair market value 
of a share of X Company common stock as of 
the valuation date 

1 20 23 1 2×( ) + ×( )[ ] / .
Example (4). Assume that on the valuation 

date (Tuesday, April 3, 1973) the closing sell-
ing price of a listed bond was $25 per bond 
and that the highest and lowest selling 
prices are not available in a generally avail-
able listing or publication of general circula-
tion for that date. Assume further, that the 
closing selling price of the same listed bond 
was $21 per bond on the day before the valu-
ation date (Monday, April 2, 1973). Thus, 
under paragraph (b)(2) of this section the 
price of $23 is taken as representing the fair 
market value per bond as of the valuation 
date 

25 21 2+( ) / .
Example (5). Assume the same facts as in 

example (4) except that there were no sales 
on the day before the valuation date. Assume 
further, that there were sales on Thursday, 
March 29, 1973, and that the closing selling 
price on that day was $23. The price of $24.50 
is taken as representing the fair market 
value per bond as of the valuation date 

1 23 3 25 4×( ) + ×( )[ ] / .
Example (6). Assume that no bonds were 

traded on the valuation date (Friday, April 
20). Assume further, that sales of bonds near-
est the valuation date occurred two trading 
days before (Wednesday, April 18) and three 
trading days after (Wednesday, April 25) the 
valuation date and that on these two days 
the closing selling prices per bond were $29 
and $22, respectively. The highest and lowest 
selling prices are not available for these 
dates in a generally available listing or pub-
lication of general circulation. Thus, under 
paragraph (b)(2) of this section, the price of 
$26.20 is taken as representing the fair mar-
ket value of a bond as of the valuation date 

3 29 2 22 5×( ) + ×( )[ ] / .
(c) Based on bid and asked prices. If 

the provisions of paragraph (b) of this 
section are inapplicable because actual 
sales are not available during a reason-
able period beginning before and end-

ing after the valuation date, the fair 
market value may be determined by 
taking the mean between the bona fide 
bid and asked prices on the valuation 
date, or if none, by taking a weighted 
average of the means between the bona 
fide bid and asked prices on the nearest 
trading date before and the nearest 
trading date after the valuation date, if 
both such nearest dates are within a 
reasonable period. The average is to be 
determined in the manner described in 
paragraph (b) of this section. 

(d) Based on incomplete selling prices or 
bid and asked prices. If the provisions of 
paragraphs (b) and (c) of this section 
are inapplicable because no actual sale 
prices or bona fide bid and asked prices 
are available on a date within a reason-
able period before the valuation date, 
but such prices are available on a date 
within a reasonable period after the 
valuation date, or vice versa, then the 
mean between the highest and lowest 
available sale prices or bid and asked 
prices may be taken as the value. 

(e) Where selling prices or bid and 
asked prices do not reflect fair market 
value. If it is established that the value 
of any bond or share of stock deter-
mined on the basis of selling or bid and 
asked prices as provided under para-
graphs (b), (c), and (d) of this section 
does not reflect the fair market value 
thereof, then some reasonable modi-
fication of that basis or other relevant 
facts and elements of value are consid-
ered in determining the fair market 
value. Where sales at or near the date 
of death are few or of a sporadic na-
ture, such sales alone may not indicate 
fair market value. In certain excep-
tional cases, the size of the block of 
stock to be valued in relation to the 
number of shares changing hands in 
sales may be relevant in determining 
whether selling prices reflect the fair 
market value of the block of stock to 
be valued. If the executor can show 
that the block of stock to be valued is 
so large in relation to the actual sales 
on the existing market that it could 
not be liquidated in a reasonable time 
without depressing the market, the 
price at which the block could be sold 
as such outside the usual market, as 
through an underwriter, may be a more 
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accurate indication of value than mar-
ket quotations. Complete data in sup-
port of any allowance claimed due to 
the size of the block of stock being val-
ued shall be submitted with the return. 
On the other hand, if the block of stock 
to be valued represents a controlling 
interest, either actual or effective, in a 
going business, the price at which 
other lots change hands may have lit-
tle relation to its true value. 

(f) Where selling prices or bid and asked 
prices are unavailable. If the provisions 
of paragraphs (b), (c), and (d) of this 
section are inapplicable because actual 
sale prices and bona fide bid and asked 
prices are lacking, then the fair mar-
ket value is to be determined by taking 
the following factors into consider-
ation: 

(1) In the case of corporate or other 
bonds, the soundness of the security, 
the interest yield, the date of matu-
rity, and other relevant factors; and 

(2) In the case of shares of stock, the 
company’s net worth, prospective earn-
ing power and dividend-paying capac-
ity, and other relevant factors. 
Some of the ‘‘other relevant factors’’ 
referred to in subparagraphs (1) and (2) 
of this paragraph are: The good will of 
the business; the economic outlook in 
the particular industry; the company’s 
position in the industry and its man-
agement; the degree of control of the 
business represented by the block of 
stock to be valued; and the values of 
securities of corporations engaged in 
the same or similar lines of business 
which are listed on a stock exchange. 
However, the weight to be accorded 
such comparisons or any other evi-
dentiary factors considered in the de-
termination of a value depends upon 
the facts of each case. In addition to 
the relevant factors described above, 
consideration shall also be given to 
nonoperating assets, including pro-
ceeds of life insurance policies payable 
to or for the benefit of the company, to 
the extent such nonoperating assets 
have not been taken into account in 
the determination of net worth, pro-
spective earning power and dividend- 
earning capacity. Complete financial 
and other data upon which the valu-
ation is based should be submitted with 
the return, including copies of reports 
of any examinations of the company 

made by accountants, engineers, or any 
technical experts as of or near the ap-
plicable valuation date. 

(g) Pledged securities. The full value of 
securities pledged to secure an indebt-
edness of the decedent is included in 
the gross estate. If the decedent had a 
trading account with a broker, all se-
curities belonging to the decedent and 
held by the broker at the date of death 
must be included at their fair market 
value as of the applicable valuation 
date. Securities purchased on margin 
for the decedent’s account and held by 
a broker must also be returned at their 
fair market value as of the applicable 
valuation date. The amount of the de-
cedent’s indebtedness to a broker or 
other person with whom securities 
were pledged is allowed as a deduction 
from the gross estate in accordance 
with the provisions of § 20.2053–1 or 
§ 20.2106–1 (for estates of nonresidents 
not citizens). 

(h) Securities subject to an option or 
contract to purchase. Another person 
may hold an option or a contract to 
purchase securities owned by a dece-
dent at the time of his death. The ef-
fect, if any, that is given to the option 
or contract price in determining the 
value of the securities for estate tax 
purposes depends upon the cir-
cumstances of the particular case. Lit-
tle weight will be accorded a price con-
tained in an option or contract under 
which the decedent is free to dispose of 
the underlying securities at any price 
he chooses during his lifetime. Such is 
the effect, for example, of an agree-
ment on the part of a shareholder to 
purchase whatever shares of stock the 
decedent may own at the time of his 
death. Even if the decedent is not free 
to dispose of the underlying securities 
at other than the option or contract 
price, such price will be disregarded in 
determining the value of the securities 
unless it is determined under the cir-
cumstances of the particular case that 
the agreement represents a bona fide 
business arrangement and not a device 
to pass the decedent’s shares to the 
natural objects of his bounty for less 
than an adequate and full consider-
ation in money or money’s worth. See 
section 2703 and the regulations at 
§ 25.2703 of this chapter for special rules 
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involving options and agreements (in-
cluding contracts to purchase) entered 
into (or substantially modified after) 
October 8, 1990. 

(i) Stock sold ‘‘ex-dividend.’’ In any 
case where a dividend is declared on a 
share of stock before the decedent’s 
death but payable to stock holders of 
record on a date after his death and the 
stock is selling ‘‘ex-dividend’’ on the 
date of the decedent’s death, the 
amount of the dividend is added to the 
ex-dividend quotation in determining 
the fair market value of the stock as of 
the date of the decedent’s death. 

(j) Application of chapter 14. See sec-
tion 2701 and the regulations at § 25.2701 
of this chapter for special rules for val-
uing the transfer of an interest in a 
corporation and for the treatment of 
unpaid qualified payments at the death 
of the transferor or an applicable fam-
ily member. See section 2704(b) and the 
regulations at § 25.2704–2 of this chapter 
for special valuation rules involving 
certain restrictions on liquidation 
rights created after October 8, 1990. 

[T.D. 6296, 23 FR 4529, June 24, 1958; 25 FR 
14021, Dec. 31, 1960, as amended by T.D. 7312, 
39 FR 14948, Apr. 29, 1974; T.D. 7327, 39 FR 
35354, Oct. 1, 1974; T.D. 7432, 41 FR 38769, Sept. 
13, 1976; T.D. 8395, 57 FR 4254, Feb. 4, 1992] 

§ 20.2031–3 Valuation of interests in 
businesses. 

The fair market value of any interest 
of a decedent in a business, whether a 
partnership or a proprietorship, is the 
net amount which a willing purchaser 
whether an individual or a corporation, 
would pay for the interest to a willing 
seller, neither being under any compul-
sion to buy or to sell and both having 
reasonable knowledge of relevant facts. 
The net value is determined on the 
basis of all relevant factors including— 

(a) A fair appraisal as of the applica-
ble valuation date of all the assets of 
the business, tangible and intangible, 
including good will; 

(b) The demonstrated earning capac-
ity of the business; and 

(c) The other factors set forth in 
paragraphs (f) and (h) of § 20.2031–2 re-
lating to the valuation of corporate 
stock, to the extent applicable. 
Special attention should be given to 
determining an adequate value of the 
good will of the business in all cases in 

which the decedent has not agreed, for 
an adequate and full consideration in 
money or money’s worth, that his in-
terest passes at his death to, for exam-
ple, his surviving partner or partners. 
Complete financial and other data upon 
which the valuation is based should be 
submitted with the return, including 
copies of reports of examinations of the 
business made by accountants, engi-
neers, or any technical experts as of or 
near the applicable valuation date. See 
section 2701 and the regulations at 
§ 25.2701 of this chapter for special rules 
for valuing the transfer of an interest 
in a partnership and for the treatment 
of unpaid qualified payments at the 
death of the transferor or an applicable 
family member. See section 2703 and 
the regulations at § 25.2703 of this chap-
ter for special rules involving options 
and agreements (including contracts to 
purchase) entered into (or substan-
tially modified after) October 8, 1990. 
See section 2704(b) and the regulations 
at § 25.2704–2 of this chapter for special 
valuation rules involving certain re-
strictions on liquidation rights created 
after October 8, 1990. 

[T.D. 8395, 57 FR 4254, Feb. 4, 1992] 

§ 20.2031–4 Valuation of notes. 
The fair market value of notes, se-

cured or unsecured, is presumed to be 
the amount of unpaid principal, plus 
interest accrued to the date of death, 
unless the executor establishes that 
the value is lower or that the notes are 
worthless. However, items of interest 
shall be separately stated on the estate 
tax return. If not returned at face 
value, plus accrued interest, satisfac-
tory evidence must be submitted that 
the note is worth less than the unpaid 
amount (because of the interest rate, 
date of maturity, or other cause), or 
that the note is uncollectible, either in 
whole or in part (by reason of the insol-
vency of the party or parties liable, or 
for other cause), and that any property 
pledged or mortgaged as security is in-
sufficient to satisfy the obligation. 

§ 20.2031–5 Valuation of cash on hand 
or on deposit. 

The amount of cash belonging to the 
decedent at the date of his death, 
whether in his possession or in the pos-
session of another, or deposited with a 
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bank, is included in the decedent’s 
gross estate. If bank checks out-
standing at the time of the decedent’s 
death and given in discharge of bona 
fide legal obligations of the decedent 
incurred for an adequate and full con-
sideration in money or money’s worth 
are subsequently honored by the bank 
and charged to the decedent’s account, 
the balance remaining in the account 
may be returned, but only if the obliga-
tions are not claimed as deductions 
from the gross estate. 

§ 20.2031–6 Valuation of household and 
personal effects. 

(a) General rule. The fair market 
value of the decedent’s household and 
personal effects is the price which a 
willing buyer would pay to a willing 
seller, neither being under any compul-
sion to buy or to sell and both having 
reasonable knowledge of relevant facts. 
A room by room itemization of house-
hold and personal effects is desirable. 
All the articles should be named spe-
cifically, except that a number of arti-
cles contained in the same room, none 
of which has a value in excess of $100, 
may be grouped. A separate value 
should be given for each article named. 
In lieu of an itemized list, the executor 
may furnish a written statement, con-
taining a declaration that it is made 
under penalties of perjury, setting 
forth the aggregate value as appraised 
by a competent appraiser or appraisers 
of recognized standing and ability, or 
by a dealer or dealers in the class of 
personalty involved. 

(b) Special rule in cases involving a sub-
stantial amount of valuable articles. Not-
withstanding the provisions of para-
graph (a) of this section, if there are in-
cluded among the household and per-
sonal effects articles having marked 
artistic or intrinsic value of a total 
value in excess of $3,000 (e.g., jewelry, 
furs, silverware, paintings, etchings, 
engravings, antiques, books, statuary, 
vases, oriental rugs, coin or stamp col-
lections), the appraisal of an expert or 
experts, under oath, shall be filed with 
the return. The appraisal shall be ac-
companied by a written statement of 
the executor containing a declaration 
that it is made under the penalties of 
perjury as to the completeness of the 
itemized list of such property and as to 

the disinterested character and the 
qualifications of the appraiser or ap-
praisers. 

(c) Disposition of household effects 
prior to investigation. If it is desired to 
effect distribution or sale of any por-
tion of the household or personal ef-
fects of the decedent in advance of an 
investigation by an officer of the Inter-
nal Revenue Service, information to 
that effect shall be given to the district 
director. The statement to the district 
director shall be accompanied by an ap-
praisal of such property, under oath, 
and by a written statement of the ex-
ecutor, containing a declaration that it 
is made under the penalties of perjury, 
regarding the completeness of the list 
of such property and the qualifications 
of the appraiser, as heretofore de-
scribed. If a personal inspection by an 
officer of the Internal Revenue Service 
is not deemed necessary, the executor 
will be so advised. This procedure is de-
signed to facilitate disposition of such 
property and to obviate future expense 
and inconvenience to the estate by af-
fording the district director an oppor-
tunity to make an investigation should 
one be deemed necessary prior to sale 
or distribution. 

(d) Additional rules if an appraisal in-
volved. If, pursuant to paragraphs (a), 
(b), and (c) of this section, expert ap-
praisers are employed, care should be 
taken to see that they are reputable 
and of recognized competency to ap-
praise the particular class of property 
involved. In the appraisal, books in 
sets by standard authors should be list-
ed in separate groups. In listing paint-
ings having artistic value, the size, 
subject, and artist’s name should be 
stated. In the case of oriental rugs, the 
size, make, and general condition 
should be given. Sets of silverware 
should be listed in separate groups. 
Groups or individuals pieces of silver-
ware should be weighed and the 
weights given in troy ounces. In arriv-
ing at the value of silverware, the ap-
praisers should take into consideration 
its antiquity, utility, desirability, con-
dition, and obsolescence. 
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§ 20.2031–7 Valuation of annuities, in-
terests for life or term of years, and 
remainder or reversionary inter-
ests. 

(a) In general. Except as otherwise 
provided in paragraph (b) of this sec-
tion and § 20.7520–3(b) (pertaining to 
certain limitations on the use of pre-
scribed tables), the fair market value 
of annuities, life estates, terms of 
years, remainders, and reversionary in-
terests for estates of decedents is the 
present value of such interests, deter-
mined under paragraph (d) of this sec-
tion. The regulations in this and in re-
lated sections provide tables with 
standard actuarial factors and exam-
ples that illustrate how to use the ta-
bles to compute the present value of 
ordinary annuity, life, and remainder 
interests in property. These sections 
also refer to standard and special actu-
arial factors that may be necessary to 
compute the present value of similar 
interests in more unusual fact situa-
tions. 

(b) Commercial annuities and insurance 
contracts. The value of annuities issued 
by companies regularly engaged in 
their sale, and of insurance policies on 
the lives of persons other than the de-
cedent, is determined under § 20.2031–8. 
See § 20.2042–1 with respect to insurance 
policies on the decedent’s life. 

(c) Actuarial valuations. The present 
value of annuities, life estates, terms 
of years, remainders, and reversions for 
estates of decedents for which the valu-
ation date of the gross estate is after 
April 30, 1999, is determined under 
paragraph (d) of this section. The 
present value of annuities, life estates, 
terms of years, remainders, and rever-
sions for estates of decedents for which 
the valuation date of the gross estate 
is before May 1, 1999, is determined 
under the following sections: 

Valuation date Applicable 
regulations After Before 

01–01–52 20.2031–7A(a) 
12–31–51 ....................... 01–01–71 20.2031–7A(b) 
12–31–70 ....................... 12–01–83 20.2031–7A(c) 
11–30–83 ....................... 05–01–89 20.2031–7A(d) 
04–30–89 ....................... 05–01–99 20.2031–7A(e) 

(d) Actuarial valuations after April 30, 
1999—(1) In general. Except as otherwise 
provided in paragraph (b) of this sec-
tion and § 20.7520–3(b) (pertaining to 

certain limitations on the use of pre-
scribed tables), if the valuation date 
for the gross estate of the decedent is 
after April 30, 1999, the fair market 
value of annuities, life estates, terms 
of years, remainders, and reversionary 
interests is the present value deter-
mined by use of standard or special sec-
tion 7520 actuarial factors. These fac-
tors are derived by using the appro-
priate section 7520 interest rate and, if 
applicable, the mortality component 
for the valuation date of the interest 
that is being valued. For purposes of 
the computations described in this sec-
tion, the age of an individual is the age 
of that individual at the individual’s 
nearest birthday. See §§ 20.7520–1 
through 20.7520–4. 

(2) Specific interests—(i) Charitable re-
mainder trusts. The fair market value of 
a remainder interest in a pooled in-
come fund, as defined in § 1.642(c)–5 of 
this chapter, is its value determined 
under § 1.642(c)–6(e) of this chapter. The 
fair market value of a remainder inter-
est in a charitable remainder annuity 
trust, as defined in § 1.664–2(a) of this 
chapter, is the present value deter-
mined under § 1.664–2(c) of this chapter. 
The fair market value of a remainder 
interest in a charitable remainder 
unitrust, as defined in § 1.664–3 of this 
chapter, is its present value deter-
mined under § 1.664–4(e) of this chapter. 
The fair market value of a life interest 
or term of years in a charitable re-
mainder unitrust is the fair market 
value of the property as of the date of 
valuation less the fair market value of 
the remainder interest on that date de-
termined under § 1.664–4(e)(4) and (5) of 
this chapter. 

(ii) Ordinary remainder and rever-
sionary interests. If the interest to be 
valued is to take effect after a definite 
number of years or after the death of 
one individual, the present value of the 
interest is computed by multiplying 
the value of the property by the appro-
priate remainder interest actuarial fac-
tor (that corresponds to the applicable 
section 7520 interest rate and remain-
der interest period) in Table B (for a 
term certain) or the appropriate Table 
S (for one measuring life), as the case 
may be. Table B is contained in para-
graph (d)(6) of this section and Table S 
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(for one measuring life when the valu-
ation date is after April 30, 1999) is con-
tained in paragraph (d)(7) of this sec-
tion and in Internal Revenue Service 
Publication 1457. For information 
about obtaining actuarial factors for 
other types of remainder interests, see 
paragraph (d)(4) of this section. 

(iii) Ordinary term-of-years and life in-
terests. If the interest to be valued is 
the right of a person to receive the in-
come of certain property, or to use cer-
tain nonincome-producing property, for 
a term of years or for the life of one in-
dividual, the present value of the inter-
est is computed by multiplying the 
value of the property by the appro-
priate term-of-years or life interest ac-
tuarial factor (that corresponds to the 
applicable section 7520 interest rate 
and term-of-years or life interest pe-
riod). Internal Revenue Service Publi-
cation 1457 includes actuarial factors 
for an interest for a term of years in 
Table B and for the life of one indi-
vidual in Table S (for one measuring 
life when the valuation date is after 
April 30, 1999). However, term-of-years 
and life interest actuarial factors are 
not included in Table B in paragraph 
(d)(6) of this section or Table S in para-
graph (d)(7) of this section. If Internal 
Revenue Service Publication 1457 (or 
any other reliable source of term-of- 
years and life interest actuarial fac-
tors) is not conveniently available, an 
actuarial factor for the interest may be 
derived mathematically. This actuarial 
factor may be derived by subtracting 
the correlative remainder factor (that 
corresponds to the applicable section 
7520 interest rate and the term of years 
or the life) in Table B (for a term of 
years) in paragraph (d)(6) of this sec-
tion or in Table S (for the life of one 
individual) in paragraph (d)(7) of this 
section, as the case may be, from 
1.000000. For information about obtain-
ing actuarial factors for other types of 
term-of-years and life interests, see 
paragraph (d)(4) of this section. 

(iv) Annuities. (A) If the interest to be 
valued is the right of a person to re-
ceive an annuity that is payable at the 
end of each year for a term of years or 
for the life of one individual, the 
present value of the interest is com-
puted by multiplying the aggregate 
amount payable annually by the appro-

priate annuity actuarial factor (that 
corresponds to the applicable section 
7520 interest rate and annuity period). 
Internal Revenue Publication 1457 in-
cludes actuarial factors in Table B (for 
an annuity payable for a term of years) 
and in Table S (for an annuity payable 
for the life of one individual when the 
valuation date is after April 30, 1999). 
However, annuity actuarial factors are 
not included in Table B in paragraph 
(d)(6) of this section or Table S in para-
graph (d)(7) of this section. If Internal 
Revenue Service Publication 1457 (or 
any other reliable source of annuity ac-
tuarial factors) is not conveniently 
available, a required annuity factor for 
a term of years or for one life may be 
mathematically derived. This annuity 
factor may be derived by subtracting 
the applicable remainder factor (that 
corresponds to the applicable section 
7520 interest rate and annuity period) 
in Table B (in the case of a term-of- 
years annuity) in paragraph (d)(6) of 
this section or in Table S (in the case 
of a one-life annuity when the valu-
ation date is after April 30, 1999) in 
paragraph (d)(7) of this section, as the 
case may be, from 1.000000 and then di-
viding the result by the applicable sec-
tion 7520 interest rate expressed as a 
decimal number. 

(B) If the annuity is payable at the 
end of semiannual, quarterly, monthly, 
or weekly periods, the product ob-
tained by multiplying the annuity fac-
tor by the aggregate amount payable 
annually is then multiplied by the ap-
plicable adjustment factor as con-
tained in Table K in paragraph (d)(6) of 
this section for payments made at the 
end of the specified periods. The provi-
sions of this paragraph (d)(2)(iv)(B) are 
illustrated by the following example: 

Example. At the time of the decedent’s 
death, the survivor/annuitant, age 72, is enti-
tled to receive an annuity of $15,000 a year 
for life payable in equal monthly install-
ments at the end of each period. The section 
7520 rate for the month in which the dece-
dent died is 9.6 percent. Under Table S in 
paragraph (d)(7) of this section, the remain-
der factor at 9.6 percent for an individual 
aged 72 is .38438. By converting the remain-
der factor to an annuity factor, as described 
above, the annuity factor at 9.6 percent for 
an individual aged 72 is 6.4127 (1.00000 minus 
.38438, divided by .096). Under Table K in 
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paragraph (d)(6) of this section, the adjust-
ment factor under the column for payments 
made at the end of each monthly period at 
the rate of 9.6 percent is 1.0433. The aggre-
gate annual amount, $15,000, is multiplied by 
the factor 6.4127 and the product multiplied 
by 1.0433. The present value of the annuity at 
the date of the decedent’s death is, therefore, 
$100,355.55 ($15,000 × 6.4127 × 1.0433). 

(C) If an annuity is payable at the be-
ginning of annual, semiannual, quar-
terly, monthly, or weekly periods for a 
term of years, the value of the annuity 
is computed by multiplying the aggre-
gate amount payable annually by the 
annuity factor described in paragraph 
(d)(2)(iv)(A) of this section; and the 
product so obtained is then multiplied 
by the adjustment factor in Table J in 
paragraph (d)(6) of this section at the 
appropriate interest rate component 
for payments made at the beginning of 
specified periods. If an annuity is pay-
able at the beginning of annual, semi-
annual, quarterly, monthly, or weekly 
periods for one or more lives, the value 
of the annuity is the sum of the first 
payment plus the present value of a 
similar annuity, the first payment of 
which is not to be made until the end 
of the payment period, determined as 
provided in this paragraph (d)(2)(iv). 

(v) Annuity and unitrust interests for a 
term of years or until the prior death of 
an individual. See § 25.2512–5(d)(2)(v) of 
this chapter for examples explaining 
how to compute the present value of an 
annuity or unitrust interest that is 
payable until the earlier of the lapse of 
a specific number of years or the death 
of an individual. 

(3) Transitional rule. (i) If a decedent 
dies after April 30, 1999, and if on May 
1, 1999, the decedent was mentally in-
competent so that the disposition of 
the decedent’s property could not be 
changed, and the decedent dies without 
having regained competency to dispose 
of the decedent’s property or dies with-
in 90 days of the date on which the de-
cedent first regains competency, the 
fair market value of annuities, life es-
tates, terms for years, remainders, and 
reversions included in the gross estate 
of the decedent is their present value 
determined either under this section or 
under the corresponding section appli-
cable at the time the decedent became 
mentally incompetent, at the option of 

the decedent’s executor. For example, 
see § 20.2031–7A(e)(2). 

(ii) If a decedent dies after April 30, 
1999, and before July 1, 1999, the fair 
market value of annuities, life estates, 
remainders, and reversions based on 
one or more measuring lives included 
in the gross estate of the decedent is 
their present value determined under 
this section by use of the section 7520 
interest rate for the month in which 
the valuation date occurs (see 
§§ 20.7520–1(b) and 20.7520–2(a)(2)) and 
the appropriate actuarial tables under 
either paragraph (d)(7) of this section 
or § 20.2031–7A(e)(4), at the option of the 
decedent’s executor. 

(iii) For purposes of paragraphs 
(d)(3)(i) and (ii) of this section, where 
the decedent’s executor is given the op-
tion to use the appropriate actuarial 
tables under either paragraph (d)(7) of 
this section or § 20.2031–7A(e)(4), the de-
cedent’s executor must use the same 
actuarial table with respect to each in-
dividual transaction and with respect 
to all transfers occurring on the valu-
ation date (for example, gift and in-
come tax charitable deductions with 
respect to the same transfer must be 
determined based on the same tables, 
and all assets includible in the gross 
estate and/or estate tax deductions 
claimed must be valued based on the 
same tables). 

(4) Publications and actuarial computa-
tions by the Internal Revenue Service. 
Many standard actuarial factors not 
included in paragraphs (d)(6) or (d)(7) of 
this section are included in Internal 
Revenue Service Publication 1457, 
‘‘Actuarial Values, Book Aleph,’’ (7– 
1999). Publication 1457 also includes ex-
amples that illustrate how to compute 
many special factors for more unusual 
situations. A copy of this publication is 
available for purchase from the Super-
intendent of Documents, United States 
Government Printing Office, Wash-
ington, DC 20402. See § 20.2031–7A for 
publications containing actuarial fac-
tors for valuing interests for which the 
valuation date is before May 1, 1999. If 
a special factor is required in the case 
of an actual decedent, the Internal 
Revenue Service may furnish the fac-
tor to the executor upon a request for 
a ruling. The request for a ruling must 
be accompanied by a recitation of the 
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facts including a statement of the date 
of birth for each measuring life, the 
date of the decedent’s death, any other 
applicable dates, and a copy of the will, 
trust, or other relevant documents. A 
request for a ruling must comply with 
the instructions for requesting a ruling 
published periodically in the Internal 
Revenue Bulletin (see §§ 601.201 and 
601.601(d)(2)(ii)(b) of this chapter) and 
include payment of the required user 
fee. 

(5) Examples. The provisions of this 
section are illustrated by the following 
examples: 

Example 1. Remainder payable at an individ-
ual’s death. The decedent, or the decedent’s 
estate, was entitled to receive certain prop-
erty worth $50,000 upon the death of A, to 
whom the income was bequeathed for life. At 
the time of the decedent’s death, A was 47 
years 5 months old. In the month in which 
the decedent died, the section 7520 rate was 
9.8 percent. Under Table S in paragraph (d)(7) 
of this section, the remainder factor at 9.8 
percent for determining the present value of 
the remainder interest due at the death of a 
person aged 47, the number of years nearest 
A’s actual age at the decedent’s death, is 
.10317. The present value of the remainder in-
terest at the date of the decedent’s death is, 
therefore, $5,158.50 ($50,000 × .10317). 

Example 2. Income payable for an individual’s 
life. A’s parent bequeathed an income inter-
est in property to A for life, with the remain-
der interest passing to B at A’s death. At the 
time of the parent’s death, the value of the 
property was $50,000 and A was 30 years 10 
months old. The section 7520 rate at the time 
of the parent’s death was 10.2 percent. Under 
Table S in paragraph (d)(7) of this section, 
the remainder factor at 10.2 percent for de-
termining the present value of the remainder 
interest due at the death of a person aged 31, 
the number of years closest to A’s age at the 
decedent’s death, is .03583. Converting this 
remainder factor to an income factor, as de-
scribed in paragraph (d)(2)(iii) of this sec-
tion, the factor for determining the present 
value of an income interest for the life of a 
person aged 31 is .96417. The present value of 
A’s interest at the time of the parent’s death 
is, therefore, $48,208.50 ($50,000 × .96417). 

Example 3. Annuity payable for an individ-
ual’s life. A purchased an annuity for the ben-
efit of both A and B. Under the terms of the 
annuity contract, at A’s death, a survivor 
annuity of $10,000 a year payable in equal 

semiannual installments made at the end of 
each interval is payable to B for life. At A’s 
death, B was 45 years 7 months old. Also, at 
A’s death, the section 7520 rate was 9.6 per-
cent. Under Table S in paragraph (d)(7) of 
this section, the factor at 9.6 percent for de-
termining the present value of the remainder 
interest at the death of a person age 46 (the 
number of years nearest B’s actual age) is 
.10013. By converting the factor to an annu-
ity factor, as described in paragraph 
(d)(2)(iv)(A) of this section, the factor for the 
present value of an annuity payable until the 
death of a person age 46 is 9.3736 (1.00000 
minus .10013, divided by .096). The adjust-
ment factor from Table K in paragraph (d)(6) 
of this section at an interest rate of 9.6 per-
cent for semiannual annuity payments made 
at the end of the period is 1.0235. The present 
value of the annuity at the date of A’s death 
is, therefore, $95,938.80 ($10,000 × 9.3736 × 
1.0235). 

Example 4. Annuity payable for a term of 
years. The decedent, or the decedent’s estate, 
was entitled to receive an annuity of $10,000 
a year payable in equal quarterly install-
ments at the end of each quarter throughout 
a term certain. At the time of the decedent’s 
death, the section 7520 rate was 9.8 percent. 
A quarterly payment had just been made 
prior to the decedent’s death and payments 
were to continue for 5 more years. Under 
Table B in paragraph (d)(6) of this section for 
the interest rate of 9.8 percent, the factor for 
the present value of a remainder interest due 
after a term of 5 years is .626597. Converting 
the factor to an annuity factor, as described 
in paragraph (d)(2)(iv)(A) of this section, the 
factor for the present value of an annuity for 
a term of 5 years is 3.8102. The adjustment 
factor from Table K in paragraph (d)(6) of 
this section at an interest rate of 9.8 percent 
for quarterly annuity payments made at the 
end of the period is 1.0360. The present value 
of the annuity is, therefore, $39,473.67 ($10,000 
× 3.8102 × 1.0360). 

(6) Actuarial Table B, Table J, and 
Table K where the valuation date is after 
April 30, 1989. Except as provided in 
§ 20.7520–3(b) (pertaining to certain lim-
itations on prescribed tables), for de-
termination of the present value of an 
interest that is dependent on a term of 
years, the tables in this paragraph 
(d)(6) must be used in the application of 
the provisions of this section when the 
section 7520 interest rate component is 
between 4.2 and 14 percent. 
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Internal Revenue Service, Treasury § 20.2031–7 

TABLE B—TERM CERTAIN REMAINDER FACTORS APPLICABLE AFTER APRIL 30, 1989 

Years 
Interest rate 

4.2% 4.4% 4.6% 4.8% 5.0% 5.2% 5.4% 5.6% 5.8% 6.0% 

1 ........................ .959693 .957854 .956023 .954198 .952381 .950570 .948767 .946970 .945180 .943396 
2 ........................ .921010 .917485 .913980 .910495 .907029 .903584 .900158 .896752 .893364 .889996 
3 ........................ .883887 .878817 .873786 .868793 .863838 .858920 .854040 .849197 .844390 .839619 
4 ........................ .848260 .841779 .835359 .829001 .822702 .816464 .810285 .804163 .798100 .792094 
5 ........................ .814069 .806302 .798623 .791031 .783526 .776106 .768771 .761518 .754348 .747258 
6 ........................ .781257 .772320 .763501 .754801 .746215 .737744 .729384 .721135 .712994 .704961 
7 ........................ .749766 .739770 .729925 .720230 .710681 .701277 .692015 .682893 .673908 .665057 
8 ........................ .719545 .708592 .697825 .687242 .676839 .666613 .656561 .646679 .636964 .627412 
9 ........................ .690543 .678728 .667137 .655765 .644609 .633663 .622923 .612385 .602045 .591898 
10 ...................... .662709 .650122 .637798 .625730 .613913 .602341 .591009 .579910 .569041 .558395 
11 ...................... .635997 .622722 .609750 .597071 .584679 .572568 .560729 .549157 .537846 .526788 
12 ...................... .610362 .596477 .582935 .569724 .556837 .544266 .532001 .520035 .508361 .496969 
13 ...................... .585760 .571339 .557299 .543630 .530321 .517363 .504745 .492458 .480492 .468839 
14 ...................... .562150 .547259 .532790 .518731 .505068 .491790 .478885 .466343 .454151 .442301 
15 ...................... .539491 .524195 .509360 .494972 .481017 .467481 .454350 .441612 .429255 .417265 
16 ...................... .517746 .502102 .486960 .472302 .458112 .444374 .431072 .418194 .405723 .393646 
17 ...................... .496877 .480941 .465545 .450670 .436297 .422408 .408987 .396017 .383481 .371364 
18 ...................... .476849 .460671 .445071 .430028 .415521 .401529 .388033 .375016 .362458 .350344 
19 ...................... .457629 .441256 .425498 .410332 .395734 .381681 .368153 .355129 .342588 .330513 
20 ...................... .439183 .422659 .406786 .391538 .376889 .362815 .349291 .336296 .323807 .311805 
21 ...................... .421481 .404846 .388897 .373605 .358942 .344881 .331396 .318462 .306056 .294155 
22 ...................... .404492 .387783 .371794 .356494 .341850 .327834 .314417 .301574 .289278 .277505 
23 ...................... .388188 .371440 .355444 .340166 .325571 .311629 .298309 .285581 .273420 .261797 
24 ...................... .372542 .355785 .339813 .324586 .310068 .296225 .283025 .270437 .258431 .246979 
25 ...................... .357526 .340791 .324869 .309719 .295303 .281583 .268525 .256096 .244263 .232999 
26 ...................... .343115 .326428 .310582 .295533 .281241 .267664 .254768 .242515 .230873 .219810 
27 ...................... .329285 .312670 .296923 .281998 .267848 .254434 .241715 .229654 .218216 .207368 
28 ...................... .316012 .299493 .283866 .269082 .255094 .241857 .229331 .217475 .206253 .195630 
29 ...................... .303275 .286870 .271382 .256757 .242946 .229902 .217582 .205943 .194947 .184557 
30 ...................... .291051 .274780 .259447 .244997 .231377 .218538 .206434 .195021 .184260 .174110 
31 ...................... .279319 .263199 .248038 .233776 .220359 .207736 .195858 .184679 .174158 .164255 
32 ...................... .268061 .252106 .237130 .223069 .209866 .197468 .185823 .174886 .164611 .154957 
33 ...................... .257256 .241481 .226702 .212852 .199873 .187707 .176303 .165612 .155587 .146186 
34 ...................... .246887 .231304 .216732 .203103 .190355 .178429 .167270 .156829 .147058 .137912 
35 ...................... .236935 .221556 .207201 .193801 .181290 .169609 .158701 .148512 .138996 .130105 
36 ...................... .227385 .212218 .198089 .184924 .172657 .161225 .150570 .140637 .131376 .122741 
37 ...................... .218220 .203274 .189377 .176454 .164436 .153256 .142856 .133179 .124174 .115793 
38 ...................... .209424 .194707 .181049 .168373 .156605 .145681 .135537 .126116 .117367 .109239 
39 ...................... .200983 .186501 .173087 .160661 .149148 .138480 .128593 .119428 .110933 .103056 
40 ...................... .192882 .178641 .165475 .153302 .142046 .131635 .122004 .113095 .104851 .097222 
41 ...................... .185107 .171112 .158198 .146281 .135282 .125128 .115754 .107098 .099103 .091719 
42 ...................... .177646 .163900 .151241 .139581 .128840 .118943 .109823 .101418 .093670 .086527 
43 ...................... .170486 .156992 .144590 .133188 .122704 .113064 .104197 .096040 .088535 .081630 
44 ...................... .163614 .150376 .138231 .127088 .116861 .107475 .098858 .090947 .083682 .077009 
45 ...................... .157019 .144038 .132152 .121267 .111297 .102163 .093793 .086124 .079094 .072650 
46 ...................... .150690 .137968 .126340 .115713 .105997 .097113 .088988 .081557 .074758 .068538 
47 ...................... .144616 .132153 .120784 .110413 .100949 .092312 .084429 .077232 .070660 .064658 
48 ...................... .138787 .126583 .115473 .105356 .096142 .087749 .080103 .073136 .066786 .060998 
49 ...................... .133193 .121248 .110395 .100530 .091564 .083412 .075999 .069258 .063125 .057546 
50 ...................... .127824 .116138 .105540 .095926 .087204 .079289 .072106 .065585 .059665 .054288 
51 ...................... .122672 .111243 .100898 .091532 .083051 .075370 .068411 .062107 .056394 .051215 
52 ...................... .117728 .106555 .096461 .087340 .079096 .071644 .064907 .058813 .053302 .048316 
53 ...................... .112982 .102064 .092219 .083340 .075330 .068103 .061581 .055695 .050380 .045582 
54 ...................... .108428 .097763 .088164 .079523 .071743 .064737 .058426 .052741 .047618 .043001 
55 ...................... .104058 .093642 .084286 .075880 .068326 .061537 .055433 .049944 .045008 .040567 
56 ...................... .099864 .089696 .080580 .072405 .065073 .058495 .052593 .047296 .042541 .038271 
57 ...................... .095839 .085916 .077036 .069089 .061974 .055604 .049898 .044787 .040208 .036105 
58 ...................... .091976 .082295 .073648 .065924 .059023 .052855 .047342 .042412 .038004 .034061 
59 ...................... .088268 .078826 .070409 .062905 .056212 .050243 .044916 .040163 .035921 .032133 
60 ...................... .084710 .075504 .067313 .060024 .053536 .047759 .042615 .038033 .033952 .030314 

TABLE B—TERM CERTAIN REMAINDER FACTORS APPLICABLE AFTER APRIL 30, 1989 

Years 
Interest rate 

6.2% 6.4% 6.6% 6.8% 7.0% 7.2% 7.4% 7.6% 7.8% 8.0% 

1 ........................ .941620 .939850 .938086 .936330 .934579 .932836 .931099 .929368 .927644 .925926 
2 ........................ .886647 .883317 .880006 .876713 .873439 .870183 .866945 .863725 .860523 .857339 
3 ........................ .834885 .830185 .825521 .820892 .816298 .811738 .807211 .802718 .798259 .793832 
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TABLE B—TERM CERTAIN REMAINDER FACTORS APPLICABLE AFTER APRIL 30, 1989—Continued 

Years 
Interest rate 

6.2% 6.4% 6.6% 6.8% 7.0% 7.2% 7.4% 7.6% 7.8% 8.0% 

4 ........................ .786144 .780249 .774410 .768626 .762895 .757218 .751593 .746021 .740500 .735030 
5 ........................ .740248 .733317 .726464 .719687 .712986 .706360 .699808 .693328 .686920 .680583 
6 ........................ .697032 .689208 .681486 .673864 .666342 .658918 .651590 .644357 .637217 .630170 
7 ........................ .656339 .647752 .639292 .630959 .622750 .614662 .606694 .598845 .591111 .583490 
8 ........................ .618022 .608789 .599711 .590786 .582009 .573379 .564892 .556547 .548340 .540269 
9 ........................ .581942 .572170 .562581 .553170 .543934 .534868 .525971 .517237 .508664 .500249 
10 ...................... .547968 .537754 .527750 .517950 .508349 .498944 .489731 .480704 .471859 .463193 
11 ...................... .515977 .505408 .495075 .484972 .475093 .465433 .455987 .446750 .437717 .428883 
12 ...................... .485854 .475007 .464423 .454093 .444012 .434173 .424569 .415196 .406046 .397114 
13 ...................... .457490 .446436 .435669 .425181 .414964 .405012 .395316 .385870 .376666 .367698 
14 ...................... .430781 .419582 .408695 .398109 .387817 .377810 .368078 .358615 .349412 .340461 
15 ...................... .405632 .394344 .383391 .372762 .362446 .352434 .342717 .333285 .324130 .315242 
16 ...................... .381951 .370624 .359654 .349028 .338735 .328763 .319103 .309745 .300677 .291890 
17 ...................... .359653 .348331 .337386 .326805 .316574 .306682 .297117 .287867 .278921 .270269 
18 ...................... .338656 .327379 .316498 .305997 .295864 .286084 .276645 .267534 .258739 .250249 
19 ...................... .318885 .307687 .296902 .286514 .276508 .266870 .257584 .248638 .240018 .231712 
20 ...................... .300268 .289179 .278520 .268272 .258419 .248946 .239836 .231076 .222651 .214548 
21 ...................... .282739 .271785 .261276 .251191 .241513 .232225 .223311 .214755 .206541 .198656 
22 ...................... .266232 .255437 .245099 .235197 .225713 .216628 .207925 .199586 .191596 .183941 
23 ...................... .250689 .240073 .229924 .220222 .210947 .202078 .193598 .185489 .177733 .170315 
24 ...................... .236054 .225632 .215689 .206201 .197147 .188506 .180259 .172387 .164873 .157699 
25 ...................... .222273 .212060 .202334 .193072 .184249 .175845 .167839 .160211 .152943 .146018 
26 ...................... .209297 .199305 .189807 .180779 .172195 .164035 .156275 .148895 .141877 .135202 
27 ...................... .197078 .187317 .178056 .169269 .160930 .153017 .145507 .138379 .131611 .125187 
28 ...................... .185572 .176049 .167031 .158491 .150402 .142740 .135482 .128605 .122088 .115914 
29 ...................... .174739 .165460 .156690 .148400 .140563 .133153 .126147 .119521 .113255 .107328 
30 ...................... .164537 .155507 .146989 .138951 .131367 .124210 .117455 .111079 .105060 .099377 
31 ...................... .154932 .146154 .137888 .130104 .122773 .115868 .109362 .103233 .097458 .092016 
32 ...................... .145887 .137362 .129351 .121820 .114741 .108085 .101827 .095942 .090406 .085200 
33 ...................... .137370 .129100 .121342 .114064 .107235 .100826 .094811 .089165 .083865 .078889 
34 ...................... .129350 .121335 .113830 .106802 .100219 .094054 .088278 .082867 .077797 .073045 
35 ...................... .121798 .114036 .106782 .100001 .093663 .087737 .082196 .077014 .072168 .067635 
36 ...................... .114688 .107177 .100171 .093634 .087535 .081844 .076532 .071574 .066946 .062625 
37 ...................... .107992 .100730 .093969 .087673 .081809 .076347 .071259 .066519 .062102 .057986 
38 ...................... .101688 .094671 .088151 .082090 .076457 .071219 .066349 .061821 .057609 .053690 
39 ...................... .095751 .088977 .082693 .076864 .071455 .066436 .061778 .057454 .053440 .049713 
40 ...................... .090161 .083625 .077573 .071970 .066780 .061974 .057521 .053396 .049573 .046031 
41 ...................... .084897 .078595 .072770 .067387 .062412 .057811 .053558 .049625 .045987 .042621 
42 ...................... .079941 .073867 .068265 .063097 .058329 .053929 .049868 .046120 .042659 .039464 
43 ...................... .075274 .069424 .064038 .059079 .054513 .050307 .046432 .042862 .039572 .036541 
44 ...................... .070880 .065248 .060074 .055318 .050946 .046928 .043233 .039835 .036709 .033834 
45 ...................... .066742 .061323 .056354 .051796 .047613 .043776 .040254 .037021 .034053 .031328 
46 ...................... .062845 .057635 .052865 .048498 .044499 .040836 .037480 .034406 .031589 .029007 
47 ...................... .059176 .054168 .049592 .045410 .041587 .038093 .034898 .031976 .029303 .026859 
48 ...................... .055722 .050910 .046522 .042519 .038867 .035535 .032493 .029717 .027183 .024869 
49 ...................... .052469 .047848 .043641 .039812 .036324 .033148 .030255 .027618 .025216 .023027 
50 ...................... .049405 .044970 .040939 .037277 .033948 .030922 .028170 .025668 .023392 .021321 
51 ...................... .046521 .042265 .038405 .034903 .031727 .028845 .026229 .023855 .021699 .019742 
52 ...................... .043805 .039722 .036027 .032681 .029651 .026907 .024422 .022170 .020129 .018280 
53 ...................... .041248 .037333 .033796 .030600 .027711 .025100 .022739 .020604 .018673 .016925 
54 ...................... .038840 .035087 .031704 .028652 .025899 .023414 .021172 .019149 .017322 .015672 
55 ...................... .036572 .032977 .029741 .026828 .024204 .021842 .019714 .017796 .016068 .014511 
56 ...................... .034437 .030993 .027900 .025119 .022621 .020375 .018355 .016539 .014906 .013436 
57 ...................... .032427 .029129 .026172 .023520 .021141 .019006 .017091 .015371 .013827 .012441 
58 ...................... .030534 .027377 .024552 .022023 .019758 .017730 .015913 .014285 .012827 .011519 
59 ...................... .028751 .025730 .023032 .020620 .018465 .016539 .014817 .013276 .011899 .010666 
60 ...................... .027073 .024183 .021606 .019307 .017257 .015428 .013796 .012339 .011038 .009876 

TABLE B—TERM CERTAIN REMAINDER FACTORS APPLICABLE AFTER APRIL 30, 1989 

Years 
Interest rate 

8.2% 8.4% 8.6% 8.8% 9.0% 9.2% 9.4% 9.6% 9.8% 10.0% 

1 ........................ .924214 .922509 .920810 .919118 .917431 .915751 .914077 .912409 .910747 .909091 
2 ........................ .854172 .851023 .847892 .844777 .841680 .838600 .835536 .832490 .829460 .826446 
3 ........................ .789438 .785077 .780747 .776450 .772183 .767948 .763744 .759571 .755428 .751315 
4 ........................ .729610 .724241 .718920 .713649 .708425 .703250 .698121 .693039 .688003 .683013 
5 ........................ .674316 .668119 .661989 .655927 .649931 .644001 .638136 .632335 .626597 .620921 
6 ........................ .623213 .616346 .609566 .602874 .596267 .589745 .583305 .576948 .570671 .564474 
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TABLE B—TERM CERTAIN REMAINDER FACTORS APPLICABLE AFTER APRIL 30, 1989—Continued 

Years 
Interest rate 

8.2% 8.4% 8.6% 8.8% 9.0% 9.2% 9.4% 9.6% 9.8% 10.0% 

7 ........................ .575982 .568585 .561295 .554112 .547034 .540059 .533186 .526412 .519737 .513158 
8 ........................ .532331 .524524 .516846 .509294 .501866 .494560 .487373 .480303 .473349 .466507 
9 ........................ .491988 .483879 .475917 .468101 .460428 .452894 .445496 .438233 .431101 .424098 
10 ...................... .454703 .446383 .438230 .430240 .422411 .414738 .407218 .399848 .392624 .385543 
11 ...................... .420243 .411792 .403526 .395441 .387533 .379797 .372228 .364824 .357581 .350494 
12 ...................... .388394 .379882 .371571 .363457 .355535 .347799 .340245 .332869 .325666 .318631 
13 ...................... .358960 .350445 .342147 .334060 .326179 .318497 .311010 .303713 .296599 .289664 
14 ...................... .331756 .323288 .315052 .307040 .299246 .291664 .284287 .277110 .270127 .263331 
15 ...................... .306613 .298236 .290103 .282206 .274538 .267092 .259860 .252838 .246017 .239392 
16 ...................... .283376 .275126 .267130 .259381 .251870 .244589 .237532 .230691 .224059 .217629 
17 ...................... .261901 .253806 .245976 .238401 .231073 .223983 .217123 .210485 .204061 .197845 
18 ...................... .242052 .234139 .226497 .219119 .211994 .205113 .198467 .192048 .185848 .179859 
19 ...................... .223708 .215995 .208561 .201396 .194490 .187832 .181414 .175226 .169260 .163508 
20 ...................... .206754 .199257 .192045 .185107 .178431 .172007 .165826 .159878 .154153 .148644 
21 ...................... .191085 .183817 .176837 .170135 .163698 .157516 .151578 .145874 .140395 .135131 
22 ...................... .176604 .169573 .162834 .156374 .150182 .144245 .138554 .133097 .127864 .122846 
23 ...................... .163220 .156432 .149939 .143726 .137781 .132093 .126649 .121439 .116452 .111678 
24 ...................... .150850 .144310 .138065 .132101 .126405 .120964 .115767 .110802 .106058 .101526 
25 ...................... .139418 .133128 .127132 .121416 .115968 .110773 .105820 .101097 .096592 .092296 
26 ...................... .128852 .122811 .117064 .111596 .106393 .101441 .096727 .092241 .087971 .083905 
27 ...................... .119087 .113295 .107794 .102570 .097608 .092894 .088416 .084162 .080119 .076278 
28 ...................... .110062 .104515 .099258 .094274 .089548 .085068 .080819 .076790 .072968 .069343 
29 ...................... .101721 .096416 .091398 .086649 .082155 .077901 .073875 .070064 .066456 .063039 
30 ...................... .094012 .088945 .084160 .079640 .075371 .071338 .067527 .063927 .060524 .057309 
31 ...................... .086887 .082053 .077495 .073199 .069148 .065328 .061725 .058327 .055122 .052099 
32 ...................... .080302 .075694 .071358 .067278 .063438 .059824 .056422 .053218 .050202 .047362 
33 ...................... .074216 .069829 .065708 .061837 .058200 .054784 .051574 .048557 .045722 .043057 
34 ...................... .068592 .064418 .060504 .056835 .053395 .050168 .047142 .044304 .041641 .039143 
35 ...................... .063394 .059426 .055713 .052238 .048986 .045942 .043092 .040423 .037924 .035584 
36 ...................... .058589 .054821 .051301 .048013 .044941 .042071 .039389 .036882 .034539 .032349 
37 ...................... .054149 .050573 .047239 .044130 .041231 .038527 .036005 .033652 .031457 .029408 
38 ...................... .050045 .046654 .043498 .040560 .037826 .035281 .032911 .030704 .028649 .026735 
39 ...................... .046253 .043039 .040053 .037280 .034703 .032309 .030083 .028015 .026092 .024304 
40 ...................... .042747 .039703 .036881 .034264 .031838 .029587 .027498 .025561 .023763 .022095 
41 ...................... .039508 .036627 .033961 .031493 .029209 .027094 .025136 .023322 .021642 .020086 
42 ...................... .036514 .033789 .031271 .028946 .026797 .024811 .022976 .021279 .019711 .018260 
43 ...................... .033746 .031170 .028795 .026605 .024584 .022721 .021002 .019415 .017951 .016600 
44 ...................... .031189 .028755 .026515 .024453 .022555 .020807 .019197 .017715 .016349 .015091 
45 ...................... .028825 .026527 .024415 .022475 .020692 .019054 .017548 .016163 .014890 .013719 
46 ...................... .026641 .024471 .022482 .020657 .018984 .017449 .016040 .014747 .013561 .012472 
47 ...................... .024622 .022575 .020701 .018986 .017416 .015978 .014662 .013456 .012351 .011338 
48 ...................... .022756 .020825 .019062 .017451 .015978 .014632 .013402 .012277 .011248 .010307 
49 ...................... .021031 .019212 .017552 .016039 .014659 .013400 .012250 .011202 .010244 .009370 
50 ...................... .019437 .017723 .016163 .014742 .013449 .012271 .011198 .010221 .009330 .008519 
51 ...................... .017964 .016350 .014883 .013550 .012338 .011237 .010236 .009325 .008497 .007744 
52 ...................... .016603 .015083 .013704 .012454 .011319 .010290 .009356 .008508 .007739 .007040 
53 ...................... .015345 .013914 .012619 .011446 .010385 .009423 .008552 .007763 .007048 .006400 
54 ...................... .014182 .012836 .011620 .010521 .009527 .008629 .007817 .007083 .006419 .005818 
55 ...................... .013107 .011841 .010699 .009670 .008741 .007902 .007146 .006463 .005846 .005289 
56 ...................... .012114 .010923 .009852 .008888 .008019 .007237 .006532 .005897 .005324 .004809 
57 ...................... .011196 .010077 .009072 .008169 .007357 .006627 .005971 .005380 .004849 .004371 
58 ...................... .010347 .009296 .008354 .007508 .006749 .006069 .005458 .004909 .004416 .003974 
59 ...................... .009563 .008576 .007692 .006901 .006192 .005557 .004989 .004479 .004022 .003613 
60 ...................... .008838 .007911 .007083 .006343 .005681 .005089 .004560 .004087 .003663 .003284 

TABLE B—TERM CERTAIN REMAINDER FACTORS APPLICABLE AFTER APRIL 30, 1989 

Years 
Interest rate 

10.2% 10.4% 10.6% 10.8% 11.0% 11.2% 11.4% 11.6% 11.8% 12.0% 

1 ........................ .907441 .905797 .904159 .902527 .900901 .899281 .897666 .896057 .894454 .892857 
2 ........................ .823449 .820468 .817504 .814555 .811622 .808706 .805804 .802919 .800049 .797194 
3 ........................ .747232 .743178 .739153 .735158 .731191 .727253 .723343 .719461 .715607 .711780 
4 ........................ .678069 .673168 .668312 .663500 .658731 .654005 .649321 .644679 .640078 .635518 
5 ........................ .615307 .609754 .604261 .598827 .593451 .588134 .582873 .577669 .572520 .567427 
6 ........................ .558355 .552313 .546348 .540457 .534641 .528897 .523225 .517625 .512093 .506631 
7 ........................ .506674 .500284 .493985 .487777 .481658 .475627 .469682 .463821 .458044 .452349 
8 ........................ .459777 .453156 .446641 .440232 .433926 .427722 .421617 .415610 .409700 .403883 
9 ........................ .417221 .410467 .403835 .397322 .390925 .384642 .378472 .372411 .366458 .360610 
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TABLE B—TERM CERTAIN REMAINDER FACTORS APPLICABLE AFTER APRIL 30, 1989—Continued 

Years 
Interest rate 

10.2% 10.4% 10.6% 10.8% 11.0% 11.2% 11.4% 11.6% 11.8% 12.0% 

10 ...................... .378603 .371800 .365131 .358593 .352184 .345901 .339741 .333701 .327780 .321973 
11 ...................... .343560 .336775 .330137 .323640 .317283 .311062 .304974 .299016 .293184 .287476 
12 ...................... .311760 .305050 .298496 .292094 .285841 .279732 .273765 .267935 .262240 .256675 
13 ...................... .282904 .276313 .269888 .263623 .257514 .251558 .245749 .240085 .234561 .229174 
14 ...................... .256719 .250284 .244022 .237927 .231995 .226221 .220601 .215130 .209804 .204620 
15 ...................... .232957 .226706 .220634 .214735 .209004 .203436 .198026 .192769 .187661 .182696 
16 ...................... .211395 .205350 .199489 .193804 .188292 .182946 .177761 .172732 .167854 .163122 
17 ...................... .191828 .186005 .180369 .174914 .169633 .164520 .159570 .154778 .150138 .145644 
18 ...................... .174073 .168483 .163083 .157864 .152822 .147950 .143241 .138690 .134291 .130040 
19 ...................... .157961 .152612 .147453 .142477 .137678 .133048 .128582 .124274 .120117 .116107 
20 ...................... .143340 .138235 .133321 .128589 .124034 .119648 .115424 .111357 .107439 .103667 
21 ...................... .130073 .125213 .120543 .116055 .111742 .107597 .103612 .099782 .096100 .092560 
22 ...................... .118033 .113418 .108990 .104743 .100669 .096760 .093009 .089410 .085957 .082643 
23 ...................... .107108 .102733 .098544 .094533 .090693 .087014 .083491 .080117 .076884 .073788 
24 ...................... .097195 .093056 .089100 .085319 .081705 .078250 .074947 .071789 .068770 .065882 
25 ...................... .088198 .084289 .080560 .077003 .073608 .070369 .067278 .064327 .061511 .058823 
26 ...................... .080035 .076349 .072839 .069497 .066314 .063281 .060393 .057641 .055019 .052521 
27 ...................... .072627 .069157 .065858 .062723 .059742 .056908 .054213 .051650 .049212 .046894 
28 ...................... .065905 .062642 .059547 .056609 .053822 .051176 .048665 .046281 .044018 .041869 
29 ...................... .059804 .056741 .053840 .051091 .048488 .046022 .043685 .041470 .039372 .037383 
30 ...................... .054269 .051396 .048680 .046111 .043683 .041386 .039214 .037160 .035216 .033378 
31 ...................... .049246 .046554 .044014 .041617 .039354 .037218 .035201 .033297 .031500 .029802 
32 ...................... .044688 .042169 .039796 .037560 .035454 .033469 .031599 .029836 .028175 .026609 
33 ...................... .040552 .038196 .035982 .033899 .031940 .030098 .028365 .026735 .025201 .023758 
34 ...................... .036798 .034598 .032533 .030595 .028775 .027067 .025463 .023956 .022541 .021212 
35 ...................... .033392 .031339 .029415 .027613 .025924 .024341 .022857 .021466 .020162 .018940 
36 ...................... .030301 .028387 .026596 .024921 .023355 .021889 .020518 .019235 .018034 .016910 
37 ...................... .027497 .025712 .024047 .022492 .021040 .019684 .018418 .017236 .016131 .015098 
38 ...................... .024952 .023290 .021742 .020300 .018955 .017702 .016533 .015444 .014428 .013481 
39 ...................... .022642 .021096 .019658 .018321 .017077 .015919 .014841 .013839 .012905 .012036 
40 ...................... .020546 .019109 .017774 .016535 .015384 .014316 .013323 .012400 .011543 .010747 
41 ...................... .018645 .017309 .016071 .014923 .013860 .012874 .011959 .011111 .010325 .009595 
42 ...................... .016919 .015678 .014531 .013469 .012486 .011577 .010735 .009956 .009235 .008567 
43 ...................... .015353 .014201 .013138 .012156 .011249 .010411 .009637 .008922 .008260 .007649 
44 ...................... .013932 .012864 .011879 .010971 .010134 .009362 .008651 .007994 .007389 .006830 
45 ...................... .012642 .011652 .010740 .009902 .009130 .008419 .007765 .007163 .006609 .006098 
46 ...................... .011472 .010554 .009711 .008937 .008225 .007571 .006971 .006419 .005911 .005445 
47 ...................... .010410 .009560 .008780 .008065 .007410 .006809 .006257 .005752 .005287 .004861 
48 ...................... .009447 .008659 .007939 .007279 .006676 .006123 .005617 .005154 .004729 .004340 
49 ...................... .008572 .007844 .007178 .006570 .006014 .005506 .005042 .004618 .004230 .003875 
50 ...................... .007779 .007105 .006490 .005929 .005418 .004952 .004526 .004138 .003784 .003460 
51 ...................... .007059 .006435 .005868 .005351 .004881 .004453 .004063 .003708 .003384 .003089 
52 ...................... .006406 .005829 .005306 .004830 .004397 .004005 .003647 .003322 .003027 .002758 
53 ...................... .005813 .005280 .004797 .004359 .003962 .003601 .003274 .002977 .002708 .002463 
54 ...................... .005275 .004783 .004337 .003934 .003569 .003238 .002939 .002668 .002422 .002199 
55 ...................... .004786 .004332 .003922 .003551 .003215 .002912 .002638 .002390 .002166 .001963 
56 ...................... .004343 .003924 .003546 .003205 .002897 .002619 .002368 .002142 .001938 .001753 
57 ...................... .003941 .003554 .003206 .002892 .002610 .002355 .002126 .001919 .001733 .001565 
58 ...................... .003577 .003220 .002899 .002610 .002351 .002118 .001908 .001720 .001550 .001398 
59 ...................... .003246 .002916 .002621 .002356 .002118 .001905 .001713 .001541 .001387 .001248 
60 ...................... .002945 .002642 .002370 .002126 .001908 .001713 .001538 .001381 .001240 .001114 

TABLE B—TERM CERTAIN REMAINDER FACTORS APPLICABLE AFTER APRIL 30, 1989 

Years 
Interest rate 

12.2% 12.4% 12.6% 12.8% 13.0% 13.2% 13.4% 13.6% 13.8% 14.0% 

1 ........................ .891266 .889680 .888099 .886525 .884956 .883392 .881834 .880282 .878735 .877193 
2 ........................ .794354 .791530 .788721 .785926 .783147 .780382 .777632 .774896 .772175 .769468 
3 ........................ .707981 .704208 .700462 .696743 .693050 .689383 .685742 .682127 .678536 .674972 
4 ........................ .630999 .626520 .622080 .617680 .613319 .608996 .604711 .600464 .596254 .592080 
5 ........................ .562388 .557402 .552469 .547589 .542760 .537982 .533255 .528577 .523949 .519369 
6 ........................ .501237 .495909 .490648 .485451 .480319 .475249 .470242 .465297 .460412 .455587 
7 ........................ .446735 .441200 .435744 .430364 .425061 .419831 .414676 .409592 .404580 .399637 
8 ........................ .398160 .392527 .386984 .381529 .376160 .370876 .365675 .360557 .355518 .350559 
9 ........................ .354866 .349223 .343680 .338235 .332885 .327629 .322465 .317391 .312406 .307508 
10 ...................... .316280 .310697 .305222 .299853 .294588 .289425 .284361 .279394 .274522 .269744 
11 ...................... .281889 .276421 .271068 .265827 .260698 .255676 .250759 .245945 .241232 .236617 
12 ...................... .251238 .245926 .240735 .235663 .230706 .225862 .221128 .216501 .211979 .207559 
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TABLE B—TERM CERTAIN REMAINDER FACTORS APPLICABLE AFTER APRIL 30, 1989—Continued 

Years 
Interest rate 

12.2% 12.4% 12.6% 12.8% 13.0% 13.2% 13.4% 13.6% 13.8% 14.0% 

13 ...................... .223920 .218795 .213797 .208921 .204165 .199525 .194998 .190582 .186273 .182069 
14 ...................... .199572 .194658 .189873 .185213 .180677 .176258 .171956 .167766 .163685 .159710 
15 ...................... .177872 .173183 .168626 .164196 .159891 .155705 .151637 .147681 .143835 .140096 
16 ...................... .158531 .154077 .149757 .145564 .141496 .137549 .133718 .130001 .126393 .122892 
17 ...................... .141293 .137080 .132999 .129046 .125218 .121510 .117917 .114438 .111066 .107800 
18 ...................... .125930 .121957 .118116 .114403 .110812 .107341 .103984 .100737 .097598 .094561 
19 ...................... .112237 .108503 .104899 .101421 .098064 .094824 .091696 .088677 .085762 .082948 
20 ...................... .100033 .096533 .093161 .089912 .086782 .083767 .080861 .078061 .075362 .072762 
21 ...................... .089156 .085883 .082736 .079709 .076798 .073999 .071306 .068716 .066224 .063826 
22 ...................... .079462 .076408 .073478 .070664 .067963 .065370 .062880 .060489 .058193 .055988 
23 ...................... .070821 .067979 .065255 .062646 .060144 .057747 .055450 .053247 .051136 .049112 
24 ...................... .063121 .060480 .057953 .055537 .053225 .051014 .048898 .046873 .044935 .043081 
25 ...................... .056257 .053807 .051468 .049235 .047102 .045065 .043119 .041261 .039486 .037790 
26 ...................... .050140 .047871 .045709 .043648 .041683 .039810 .038024 .036321 .034698 .033149 
27 ...................... .044688 .042590 .040594 .038695 .036888 .035168 .033531 .031973 .030490 .029078 
28 ...................... .039829 .037892 .036052 .034304 .032644 .031067 .029569 .028145 .026793 .025507 
29 ...................... .035498 .033711 .032017 .030411 .028889 .027444 .026075 .024776 .023544 .022375 
30 ...................... .031638 .029992 .028435 .026960 .025565 .024244 .022994 .021810 .020689 .019627 
31 ...................... .028198 .026684 .025253 .023901 .022624 .021417 .020277 .019199 .018180 .017217 
32 ...................... .025132 .023740 .022427 .021189 .020021 .018920 .017881 .016900 .015975 .015102 
33 ...................... .022399 .021121 .019917 .018785 .017718 .016714 .015768 .014877 .014038 .013248 
34 ...................... .019964 .018791 .017689 .016653 .015680 .014765 .013905 .013096 .012336 .011621 
35 ...................... .017793 .016718 .015709 .014763 .013876 .013043 .012261 .011528 .010840 .010194 
36 ...................... .015858 .014873 .013951 .013088 .012279 .011522 .010813 .010148 .009525 .008942 
37 ...................... .014134 .013233 .012390 .011603 .010867 .010178 .009535 .008933 .008370 .007844 
38 ...................... .012597 .011773 .011004 .010286 .009617 .008992 .008408 .007864 .007355 .006880 
39 ...................... .011227 .010474 .009772 .009119 .008510 .007943 .007415 .006922 .006463 .006035 
40 ...................... .010007 .009319 .008679 .008084 .007531 .007017 .006538 .006093 .005679 .005294 
41 ...................... .008919 .008291 .007708 .007167 .006665 .006199 .005766 .005364 .004991 .004644 
42 ...................... .007949 .007376 .006845 .006354 .005898 .005476 .005085 .004722 .004386 .004074 
43 ...................... .007084 .006562 .006079 .005633 .005219 .004837 .004484 .004157 .003854 .003573 
44 ...................... .006314 .005838 .005399 .004993 .004619 .004273 .003954 .003659 .003386 .003135 
45 ...................... .005628 .005194 .004795 .004427 .004088 .003775 .003487 .003221 .002976 .002750 
46 ...................... .005016 .004621 .004258 .003924 .003617 .003335 .003075 .002835 .002615 .002412 
47 ...................... .004470 .004111 .003782 .003479 .003201 .002946 .002711 .002496 .002298 .002116 
48 ...................... .003984 .003658 .003359 .003084 .002833 .002602 .002391 .002197 .002019 .001856 
49 ...................... .003551 .003254 .002983 .002734 .002507 .002299 .002108 .001934 .001774 .001628 
50 ...................... .003165 .002895 .002649 .002424 .002219 .002031 .001859 .001702 .001559 .001428 
51 ...................... .002821 .002576 .002353 .002149 .001963 .001794 .001640 .001499 .001370 .001253 
52 ...................... .002514 .002292 .002089 .001905 .001737 .001585 .001446 .001319 .001204 .001099 
53 ...................... .002241 .002039 .001856 .001689 .001538 .001400 .001275 .001161 .001058 .000964 
54 ...................... .001997 .001814 .001648 .001497 .001361 .001237 .001124 .001022 .000930 .000846 
55 ...................... .001780 .001614 .001463 .001327 .001204 .001093 .000991 .000900 .000817 .000742 
56 ...................... .001586 .001436 .001300 .001177 .001066 .000965 .000874 .000792 .000718 .000651 
57 ...................... .001414 .001277 .001154 .001043 .000943 .000853 .000771 .000697 .000631 .000571 
58 ...................... .001260 .001136 .001025 .000925 .000835 .000753 .000680 .000614 .000554 .000501 
59 ...................... .001123 .001011 .000910 .000820 .000739 .000665 .000600 .000540 .000487 .000439 
60 ...................... .001001 .000900 .000809 .000727 .000654 .000588 .000529 .000476 .000428 .000385 

TABLE J—ADJUSTMENT FACTORS FOR TERM CERTAIN ANNUITIES PAYABLE AT THE BEGINNING OF 
EACH INTERVAL APPLICABLE AFTER APRIL 30, 1989 

[Frequency of payments] 

Interest rate Annually Semi 
annually Quarterly Monthly Weekly 

4.2 ................................................................................. 1.0420 1.0314 1.0261 1.0226 1.0213 
4.4 ................................................................................. 1.0440 1.0329 1.0274 1.0237 1.0223 
4.6 ................................................................................. 1.0460 1.0344 1.0286 1.0247 1.0233 
4.8 ................................................................................. 1.0480 1.0359 1.0298 1.0258 1.0243 
5.0 ................................................................................. 1.0500 1.0373 1.0311 1.0269 1.0253 
5.2 ................................................................................. 1.0520 1.0388 1.0323 1.0279 1.0263 
5.4 ................................................................................. 1.0540 1.0403 1.0335 1.0290 1.0273 
5.6 ................................................................................. 1.0560 1.0418 1.0348 1.0301 1.0283 
5.8 ................................................................................. 1.0580 1.0433 1.0360 1.0311 1.0293 
6.0 ................................................................................. 1.0600 1.0448 1.0372 1.0322 1.0303 
6.2 ................................................................................. 1.0620 1.0463 1.0385 1.0333 1.0313 
6.4 ................................................................................. 1.0640 1.0478 1.0397 1.0343 1.0323 
6.6 ................................................................................. 1.0660 1.0492 1.0409 1.0354 1.0333 
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TABLE J—ADJUSTMENT FACTORS FOR TERM CERTAIN ANNUITIES PAYABLE AT THE BEGINNING OF 
EACH INTERVAL APPLICABLE AFTER APRIL 30, 1989—Continued 

[Frequency of payments] 

Interest rate Annually Semi 
annually Quarterly Monthly Weekly 

6.8 ................................................................................. 1.0680 1.0507 1.0422 1.0365 1.0343 
7.0 ................................................................................. 1.0700 1.0522 1.0434 1.0375 1.0353 
7.2 ................................................................................. 1.0720 1.0537 1.0446 1.0386 1.0363 
7.4 ................................................................................. 1.0740 1.0552 1.0458 1.0396 1.0373 
7.6 ................................................................................. 1.0760 1.0567 1.0471 1.0407 1.0383 
7.8 ................................................................................. 1.0780 1.0581 1.0483 1.0418 1.0393 
8.0 ................................................................................. 1.0800 1.0596 1.0495 1.0428 1.0403 
8.2 ................................................................................. 1.0820 1.0611 1.0507 1.0439 1.0413 
8.4 ................................................................................. 1.0840 1.0626 1.0520 1.0449 1.0422 
8.6 ................................................................................. 1.0860 1.0641 1.0532 1.0460 1.0432 
8.8 ................................................................................. 1.0880 1.0655 1.0544 1.0471 1.0442 
9.0 ................................................................................. 1.0900 1.0670 1.0556 1.0481 1.0452 
9.2 ................................................................................. 1.0920 1.0685 1.0569 1.0492 1.0462 
9.4 ................................................................................. 1.0940 1.0700 1.0581 1.0502 1.0472 
9.6 ................................................................................. 1.0960 1.0715 1.0593 1.0513 1.0482 
9.8 ................................................................................. 1.0980 1.0729 1.0605 1.0523 1.0492 
10.0 ............................................................................... 1.1000 1.0744 1.0618 1.0534 1.0502 
10.2 ............................................................................... 1.1020 1.0759 1.0630 1.0544 1.0512 
10.4 ............................................................................... 1.1040 1.0774 1.0642 1.0555 1.0521 
10.6 ............................................................................... 1.1060 1.0788 1.0654 1.0565 1.0531 
10.8 ............................................................................... 1.1080 1.0803 1.0666 1.0576 1.0541 
11.0 ............................................................................... 1.1100 1.0818 1.0679 1.0586 1.0551 
11.2 ............................................................................... 1.1120 1.0833 1.0691 1.0597 1.0561 
11.4 ............................................................................... 1.1140 1.0847 1.0703 1.0607 1.0571 
11.6 ............................................................................... 1.1160 1.0862 1.0715 1.0618 1.0581 
11.8 ............................................................................... 1.1180 1.0877 1.0727 1.0628 1.0590 
12.0 ............................................................................... 1.1200 1.0892 1.0739 1.0639 1.0600 
12.2 ............................................................................... 1.1220 1.0906 1.0752 1.0649 1.0610 
12.4 ............................................................................... 1.1240 1.0921 1.0764 1.0660 1.0620 
12.6 ............................................................................... 1.1260 1.0936 1.0776 1.0670 1.0630 
12.8 ............................................................................... 1.1280 1.0950 1.0788 1.0681 1.0639 
13.0 ............................................................................... 1.1300 1.0965 1.0800 1.0691 1.0649 
13.2 ............................................................................... 1.1320 1.0980 1.0812 1.0701 1.0659 
13.4 ............................................................................... 1.1340 1.0994 1.0824 1.0712 1.0669 
13.6 ............................................................................... 1.1360 1.1009 1.0836 1.0722 1.0679 
13.8 ............................................................................... 1.1380 1.1024 1.0849 1.0733 1.0688 
14.0 ............................................................................... 1.1400 1.1039 1.0861 1.0743 1.0698 

TABLE K—ADJUSTMENT FACTORS FOR ANNUITIES PAYABLE AT THE END OF EACH INTERVAL 
APPLICABLE AFTER APRIL 30, 1989 

[Frequency of Payments] 

Interest Rate Annually Semi 
annually Quarterly Monthly Weekly 

4.2 ................................................................................. 1.0000 1.0104 1.0156 1.0191 1.0205 
4.4 ................................................................................. 1.0000 1.0109 1.0164 1.0200 1.0214 
4.6 ................................................................................. 1.0000 1.0114 1.0171 1.0209 1.0224 
4.8 ................................................................................. 1.0000 1.0119 1.0178 1.0218 1.0234 
5.0 ................................................................................. 1.0000 1.0123 1.0186 1.0227 1.0243 
5.2 ................................................................................. 1.0000 1.0128 1.0193 1.0236 1.0253 
5.4 ................................................................................. 1.0000 1.0133 1.0200 1.0245 1.0262 
5.6 ................................................................................. 1.0000 1.0138 1.0208 1.0254 1.0272 
5.8 ................................................................................. 1.0000 1.0143 1.0215 1.0263 1.0282 
6.0 ................................................................................. 1.0000 1.0148 1.0222 1.0272 1.0291 
6.2 ................................................................................. 1.0000 1.0153 1.0230 1.0281 1.0301 
6.4 ................................................................................. 1.0000 1.0158 1.0237 1.0290 1.0311 
6.6 ................................................................................. 1.0000 1.0162 1.0244 1.0299 1.0320 
6.8 ................................................................................. 1.0000 1.0167 1.0252 1.0308 1.0330 
7.0 ................................................................................. 1.0000 1.0172 1.0259 1.0317 1.0339 
7.2 ................................................................................. 1.0000 1.0177 1.0266 1.0326 1.0349 
7.4 ................................................................................. 1.0000 1.0182 1.0273 1.0335 1.0358 
7.6 ................................................................................. 1.0000 1.0187 1.0281 1.0344 1.0368 
7.8 ................................................................................. 1.0000 1.0191 1.0288 1.0353 1.0378 
8.0 ................................................................................. 1.0000 1.0196 1.0295 1.0362 1.0387 
8.2 ................................................................................. 1.0000 1.0201 1.0302 1.0370 1.0397 
8.4 ................................................................................. 1.0000 1.0206 1.0310 1.0379 1.0406 
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TABLE K—ADJUSTMENT FACTORS FOR ANNUITIES PAYABLE AT THE END OF EACH INTERVAL 
APPLICABLE AFTER APRIL 30, 1989—Continued 

[Frequency of Payments] 

Interest Rate Annually Semi 
annually Quarterly Monthly Weekly 

8.6 ................................................................................. 1.0000 1.0211 1.0317 1.0388 1.0416 
8.8 ................................................................................. 1.0000 1.0215 1.0324 1.0397 1.0425 
9.0 ................................................................................. 1.0000 1.0220 1.0331 1.0406 1.0435 
9.2 ................................................................................. 1.0000 1.0225 1.0339 1.0415 1.0444 
9.4 ................................................................................. 1.0000 1.0230 1.0346 1.0424 1.0454 
9.6 ................................................................................. 1.0000 1.0235 1.0353 1.0433 1.0463 
9.8 ................................................................................. 1.0000 1.0239 1.0360 1.0442 1.0473 
10.0 ............................................................................... 1.0000 1.0244 1.0368 1.0450 1.0482 
10.2 ............................................................................... 1.0000 1.0249 1.0375 1.0459 1.0492 
10.4 ............................................................................... 1.0000 1.0254 1.0382 1.0468 1.0501 
10.6 ............................................................................... 1.0000 1.0258 1.0389 1.0477 1.0511 
10.8 ............................................................................... 1.0000 1.0263 1.0396 1.0486 1.0520 
11.0 ............................................................................... 1.0000 1.0268 1.0404 1.0495 1.0530 
11.2 ............................................................................... 1.0000 1.0273 1.0411 1.0503 1.0539 
11.4 ............................................................................... 1.0000 1.0277 1.0418 1.0512 1.0549 
11.6 ............................................................................... 1.0000 1.0282 1.0425 1.0521 1.0558 
11.8 ............................................................................... 1.0000 1.0287 1.0432 1.0530 1.0568 
12.0 ............................................................................... 1.0000 1.0292 1.0439 1.0539 1.0577 
12.2 ............................................................................... 1.0000 1.0296 1.0447 1.0548 1.0587 
12.4 ............................................................................... 1.0000 1.0301 1.0454 1.0556 1.0596 
12.6 ............................................................................... 1.0000 1.0306 1.0461 1.0565 1.0605 
12.8 ............................................................................... 1.0000 1.0310 1.0468 1.0574 1.0615 
13.0 ............................................................................... 1.0000 1.0315 1.0475 1.0583 1.0624 
13.2 ............................................................................... 1.0000 1.0320 1.0482 1.0591 1.0634 
13.4 ............................................................................... 1.0000 1.0324 1.0489 1.0600 1.0643 
13.6 ............................................................................... 1.0000 1.0329 1.0496 1.0609 1.0652 
13.8 ............................................................................... 1.0000 1.0334 1.0504 1.0618 1.0662 
14.0 ............................................................................... 1.0000 1.0339 1.0511 1.0626 1.0671 

(7) Actuarial Table S and Table 90CM 
where the valuation date is after April 30, 
1999. Except as provided in § 20.7520–2(b) 
(pertaining to certain limitations on 
the use of prescribed tables), for deter-
mination of the present value of an in-
terest that is dependent on the termi-
nation of a life interest, Table 90CM 
and Table S, single life remainder fac-
tors applicable where the valuation 
date is after April 30, 1999, contained in 

this paragraph (d)(7) (or Table S and 
Table 80CNSMT contained in § 20.2031– 
7A(e)(4) for valuation dates after April 
30, 1989, and before May 1, 1999) and 
Table J and Table K contained in para-
graph (d)(6) of this section, must be 
used in the application of the provi-
sions of this section when the section 
7520 interest rate component is be-
tween 4.2 and 14 percent. 

TABLE S—BASED ON LIFE TABLE 90CM SINGLE LIFE REMAINDER FACTORS APPLICABLE AFTER APRIL 
30, 1999 

[Interest rate] 

Age 4.2% 4.4% 4.6% 4.8% 5.0% 5.2% 5.4% 5.6% 5.8% 6.0% 

0 ............................................ .06752 .06130 .05586 .05109 .04691 .04322 .03998 .03711 .03458 .03233 
1 ............................................ .06137 .05495 .04932 .04438 .04003 .03620 .03283 .02985 .02721 .02487 
2 ............................................ .06325 .05667 .05088 .04580 .04132 .03737 .03388 .03079 .02806 .02563 
3 ............................................ .06545 .05869 .05275 .04752 .04291 .03883 .03523 .03203 .02920 .02668 
4 ............................................ .06784 .06092 .05482 .04944 .04469 .04048 .03676 .03346 .03052 .02791 
5 ............................................ .07040 .06331 .05705 .05152 .04662 .04229 .03845 .03503 .03199 .02928 
6 ............................................ .07310 .06583 .05941 .05372 .04869 .04422 .04025 .03672 .03357 .03076 
7 ............................................ .07594 .06849 .06191 .05607 .05089 .04628 .04219 .03854 .03528 .03236 
8 ............................................ .07891 .07129 .06453 .05853 .05321 .04846 .04424 .04046 .03709 .03407 
9 ............................................ .08203 .07423 .06731 .06115 .05567 .05079 .04643 .04253 .03904 .03592 
10 .......................................... .08532 .07734 .07024 .06392 .05829 .05326 .04877 .04474 .04114 .03790 
11 .......................................... .08875 .08059 .07331 .06683 .06104 .05587 .05124 .04709 .04336 .04002 
12 .......................................... .09233 .08398 .07653 .06989 .06394 .05862 .05385 .04957 .04572 .04226 
13 .......................................... .09601 .08748 .07985 .07304 .06693 .06146 .05655 .05214 .04816 .04458 
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26 CFR Ch. I (4–1–05 Edition) § 20.2031–7 

Age 4.2% 4.4% 4.6% 4.8% 5.0% 5.2% 5.4% 5.6% 5.8% 6.0% 

14 .......................................... .09974 .09102 .08322 .07624 .06997 .06435 .05929 .05474 .05064 .04694 
15 .......................................... .10350 .09460 .08661 .07946 .07303 .06725 .06204 .05735 .05312 .04930 
16 .......................................... .10728 .09818 .09001 .08268 .07608 .07014 .06479 .05996 .05559 .05164 
17 .......................................... .11108 .10179 .09344 .08592 .07916 .07306 .06755 .06257 .05807 .05399 
18 .......................................... .11494 .10545 .09691 .08921 .08227 .07601 .07034 .06521 .06057 .05636 
19 .......................................... .11889 .10921 .10047 .09259 .08548 .07904 .07322 .06794 .06315 .05880 
20 .......................................... .12298 .11310 .10417 .09610 .08881 .08220 .07622 .07078 .06584 .06135 
21 .......................................... .12722 .11713 .10801 .09976 .09228 .08550 .07935 .07375 .06866 .06403 
22 .......................................... .13159 .12130 .11199 .10354 .09588 .08893 .08260 .07685 .07160 .06682 
23 .......................................... .13613 .12563 .11612 .10748 .09964 .09250 .08601 .08009 .07468 .06975 
24 .......................................... .14084 .13014 .12043 .11160 .10357 .09625 .08958 .08349 .07793 .07284 
25 .......................................... .14574 .13484 .12493 .11591 .10768 .10018 .09334 .08708 .08135 .07611 
26 .......................................... .15084 .13974 .12963 .12041 .11199 .10431 .09728 .09085 .08496 .07956 
27 .......................................... .15615 .14485 .13454 .12513 .11652 .10865 .10144 .09484 .08878 .08322 
28 .......................................... .16166 .15016 .13965 .13004 .12124 .11319 .10580 .09901 .09279 .08706 
29 .......................................... .16737 .15567 .14497 .13516 .12617 .11792 .11035 .10339 .09699 .09109 
30 .......................................... .17328 .16138 .15048 .14047 .13129 .12286 .11510 .10796 .10138 .09532 
31 .......................................... .17938 .16728 .15618 .14599 .13661 .12799 .12004 .11272 .10597 .09974 
32 .......................................... .18568 .17339 .16210 .15171 .14214 .13333 .12520 .11769 .11076 .10435 
33 .......................................... .19220 .17972 .16824 .15766 .14790 .13889 .13058 .12289 .11578 .10920 
34 .......................................... .19894 .18627 .17460 .16383 .15388 .14468 .13618 .12831 .12102 .11426 
35 .......................................... .20592 .19307 .18121 .17025 .16011 .15073 .14204 .13399 .12652 .11958 
36 .......................................... .21312 .20010 .18805 .17691 .16658 .15701 .14814 .13990 .13225 .12514 
37 .......................................... .22057 .20737 .19514 .18382 .17331 .16356 .15450 .14608 .13825 .13096 
38 .......................................... .22827 .21490 .20251 .19100 .18031 .17038 .16113 .15253 .14452 .13705 
39 .......................................... .23623 .22270 .21013 .19845 .18759 .17747 .16805 .15927 .15108 .14344 
40 .......................................... .24446 .23078 .21805 .20620 .19516 .18487 .17527 .16631 .15795 .15013 
41 .......................................... .25298 .23915 .22626 .21425 .20305 .19259 .18282 .17368 .16514 .15715 
42 .......................................... .26178 .24782 .23478 .22262 .21125 .20062 .19069 .18138 .17267 .16450 
43 .......................................... .27087 .25678 .24360 .23129 .21977 .20898 .19888 .18941 .18053 .17220 
44 .......................................... .28025 .26603 .25273 .24027 .22860 .21766 .20740 .19777 .18873 .18023 
45 .......................................... .28987 .27555 .26212 .24953 .23772 .22664 .21622 .20644 .19724 .18858 
46 .......................................... .29976 .28533 .27179 .25908 .24714 .23591 .22536 .21542 .20606 .19725 
47 .......................................... .30987 .29535 .28171 .26889 .25682 .24546 .23476 .22468 .21518 .20621 
48 .......................................... .32023 .30563 .29190 .27897 .26678 .25530 .24447 .23425 .22460 .21549 
49 .......................................... .33082 .31615 .30234 .28931 .27702 .26543 .25447 .24412 .23434 .22509 
50 .......................................... .34166 .32694 .31306 .29995 .28756 .27586 .26479 .25432 .24441 .23502 
51 .......................................... .35274 .33798 .32404 .31085 .29838 .28658 .27541 .26482 .25479 .24528 
52 .......................................... .36402 .34924 .33525 .32200 .30946 .29757 .28630 .27561 .26547 .25584 
53 .......................................... .37550 .36070 .34668 .33339 .32078 .30882 .29746 .28667 .27643 .26669 
54 .......................................... .38717 .37237 .35833 .34500 .33234 .32031 .30888 .29801 .28766 .27782 
55 .......................................... .39903 .38424 .37019 .35683 .34413 .33205 .32056 .30961 .29918 .28925 
56 .......................................... .41108 .39631 .38227 .36890 .35617 .34405 .33250 .32149 .31099 .30097 
57 .......................................... .42330 .40857 .39455 .38118 .36844 .35629 .34469 .33363 .32306 .31297 
58 .......................................... .43566 .42098 .40699 .39364 .38089 .36873 .35710 .34600 .33538 .32522 
59 .......................................... .44811 .43351 .41956 .40623 .39350 .38133 .36968 .35855 .34789 .33768 
60 .......................................... .46066 .44613 .43224 .41896 .40624 .39408 .38243 .37127 .36058 .35033 
61 .......................................... .47330 .45887 .44505 .43182 .41914 .40699 .39535 .38418 .37347 .36318 
62 .......................................... .48608 .47175 .45802 .44485 .43223 .42011 .40848 .39732 .38660 .37629 
63 .......................................... .49898 .48478 .47115 .45807 .44550 .43343 .42184 .41069 .39997 .38966 
64 .......................................... .51200 .49793 .48442 .47143 .45895 .44694 .43539 .42427 .41357 .40326 
65 .......................................... .52512 .51121 .49782 .48495 .47255 .46062 .44912 .43805 .42738 .41709 
66 .......................................... .53835 .52461 .51137 .49862 .48634 .47449 .46307 .45206 .44143 .43118 
67 .......................................... .55174 .53818 .52511 .51250 .50034 .48860 .47727 .46633 .45576 .44556 
68 .......................................... .56524 .55188 .53899 .52654 .51452 .50291 .49168 .48083 .47034 .46020 
69 .......................................... .57882 .56568 .55299 .54071 .52885 .51737 .50627 .49552 .48513 .47506 
70 .......................................... .59242 .57951 .56703 .55495 .54325 .53193 .52096 .51034 .50004 .49007 
71 .......................................... .60598 .59332 .58106 .56918 .55767 .54651 .53569 .52520 .51503 .50516 
72 .......................................... .61948 .60707 .59504 .58338 .57206 .56108 .55043 .54009 .53004 .52029 
73 .......................................... .63287 .62073 .60895 .59751 .58640 .57561 .56513 .55495 .54505 .53543 
74 .......................................... .64621 .63435 .62282 .61162 .60073 .59015 .57985 .56984 .56009 .55061 
75 .......................................... .65953 .64796 .63671 .62575 .61510 .60473 .59463 .58480 .57523 .56591 
76 .......................................... .67287 .66160 .65063 .63995 .62954 .61940 .60952 .59989 .59050 .58135 
77 .......................................... .68622 .67526 .66459 .65419 .64404 .63415 .62450 .61509 .60590 .59694 
78 .......................................... .69954 .68892 .67856 .66845 .65858 .64895 .63955 .63036 .62140 .61264 
79 .......................................... .71278 .70250 .69246 .68265 .67308 .66372 .65457 .64563 .63690 .62836 
80 .......................................... .72581 .71588 .70618 .69668 .68740 .67833 .66945 .66077 .65227 .64396 
81 .......................................... .73857 .72899 .71962 .71045 .70147 .69268 .68408 .67566 .66741 .65933 
82 .......................................... .75101 .74178 .73274 .72389 .71522 .70672 .69840 .69024 .68225 .67441 
83 .......................................... .76311 .75423 .74553 .73700 .72864 .72044 .71240 .70451 .69678 .68919 
84 .......................................... .77497 .76645 .75809 .74988 .74183 .73393 .72618 .71857 .71110 .70377 
85 .......................................... .78665 .77848 .77047 .76260 .75487 .74728 .73982 .73250 .72530 .71823 
86 .......................................... .79805 .79025 .78258 .77504 .76764 .76036 .75320 .74617 .73925 .73245 
87 .......................................... .80904 .80159 .79427 .78706 .77998 .77301 .76615 .75940 .75277 .74624 
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Age 4.2% 4.4% 4.6% 4.8% 5.0% 5.2% 5.4% 5.6% 5.8% 6.0% 

88 .......................................... .81962 .81251 .80552 .79865 .79188 .78521 .77865 .77220 .76584 .75958 
89 .......................................... .82978 .82302 .81636 .80980 .80335 .79699 .79072 .78455 .77847 .77248 
90 .......................................... .83952 .83309 .82676 .82052 .81437 .80831 .80234 .79645 .79064 .78492 
91 .......................................... .84870 .84260 .83658 .83064 .82479 .81902 .81332 .80771 .80217 .79671 
92 .......................................... .85716 .85136 .84563 .83998 .83441 .82891 .82348 .81812 .81283 .80761 
93 .......................................... .86494 .85942 .85396 .84858 .84326 .83801 .83283 .82771 .82266 .81767 
94 .......................................... .87216 .86690 .86170 .85657 .85149 .84648 .84153 .83664 .83181 .82704 
95 .......................................... .87898 .87397 .86902 .86412 .85928 .85450 .84977 .84510 .84049 .83592 
96 .......................................... .88537 .88060 .87587 .87121 .86659 .86203 .85751 .85305 .84864 .84427 
97 .......................................... .89127 .88672 .88221 .87775 .87335 .86898 .86467 .86040 .85618 .85200 
98 .......................................... .89680 .89245 .88815 .88389 .87968 .87551 .87138 .86730 .86326 .85926 
99 .......................................... .90217 .89803 .89393 .88987 .88585 .88187 .87793 .87402 .87016 .86633 
100 ........................................ .90738 .90344 .89953 .89567 .89183 .88804 .88428 .88056 .87687 .87322 
101 ........................................ .91250 .90876 .90504 .90137 .89772 .89412 .89054 .88699 .88348 .88000 
102 ........................................ .91751 .91396 .91045 .90696 .90350 .90007 .89668 .89331 .88997 .88666 
103 ........................................ .92247 .91912 .91579 .91249 .90922 .90598 .90276 .89957 .89640 .89326 
104 ........................................ .92775 .92460 .92148 .91839 .91532 .91227 .90924 .90624 .90326 .90031 
105 ........................................ .93290 .92996 .92704 .92415 .92127 .91841 .91558 .91276 .90997 .90719 
106 ........................................ .93948 .93680 .93415 .93151 .92889 .92628 .92370 .92113 .91857 .91604 
107 ........................................ .94739 .94504 .94271 .94039 .93808 .93579 .93351 .93124 .92899 .92675 
108 ........................................ .95950 .95767 .95585 .95404 .95224 .95045 .94867 .94689 .94512 .94336 
109 ........................................ .97985 .97893 .97801 .97710 .97619 .97529 .97438 .97348 .97259 .97170 

Age 6.2% 6.4% 6.6% 6.8% 7.0% 7.2% 7.4% 7.6% 7.8% 8.0% 

0 ............................................ .03034 .02857 .02700 .02559 .02433 .02321 .02220 .02129 .02047 .01973 
1 ............................................ .02279 .02094 .01929 .01782 .01650 .01533 .01427 .01331 .01246 .01168 
2 ............................................ .02347 .02155 .01983 .01829 .01692 .01569 .01458 .01358 .01268 .01187 
3 ............................................ .02444 .02243 .02065 .01905 .01761 .01632 .01516 .01412 .01317 .01232 
4 ............................................ .02558 .02349 .02163 .01996 .01846 .01712 .01590 .01481 .01382 .01292 
5 ............................................ .02686 .02469 .02275 .02101 .01945 .01804 .01677 .01562 .01458 .01364 
6 ............................................ .02825 .02600 .02398 .02217 .02053 .01906 .01773 .01653 .01544 .01445 
7 ............................................ .02976 .02742 .02532 .02343 .02172 .02019 .01880 .01754 .01640 .01536 
8 ............................................ .03137 .02894 .02675 .02479 .02301 .02140 .01995 .01864 .01744 .01635 
9 ............................................ .03311 .03059 .02832 .02627 .02442 .02274 .02122 .01985 .01859 .01745 
10 .......................................... .03499 .03237 .03001 .02788 .02595 .02420 .02262 .02118 .01987 .01867 
11 .......................................... .03700 .03428 .03183 .02961 .02760 .02578 .02413 .02262 .02125 .02000 
12 .......................................... .03913 .03632 .03377 .03146 .02937 .02748 .02575 .02418 .02275 .02144 
13 .......................................... .04135 .03843 .03579 .03339 .03122 .02924 .02744 .02580 .02431 .02294 
14 .......................................... .04359 .04057 .03783 .03534 .03308 .03102 .02915 .02744 .02587 .02444 
15 .......................................... .04584 .04270 .03986 .03728 .03493 .03279 .03083 .02905 .02742 .02593 
16 .......................................... .04806 .04482 .04187 .03919 .03674 .03452 .03248 .03063 .02892 .02736 
17 .......................................... .05029 .04692 .04387 .04108 .03855 .03623 .03411 .03218 .03040 .02877 
18 .......................................... .05253 .04905 .04588 .04299 .04036 .03795 .03574 .03373 .03187 .03017 
19 .......................................... .05484 .05124 .04796 .04496 .04222 .03972 .03742 .03532 .03339 .03161 
20 .......................................... .05726 .05354 .05013 .04702 .04418 .04158 .03919 .03700 .03498 .03313 
21 .......................................... .05980 .05595 .05242 .04920 .04625 .04354 .04105 .03877 .03667 .03473 
22 .......................................... .06246 .05847 .05482 .05147 .04841 .04559 .04301 .04063 .03844 .03642 
23 .......................................... .06524 .06112 .05734 .05387 .05069 .04777 .04508 .04260 .04032 .03821 
24 .......................................... .06819 .06392 .06001 .05642 .05312 .05008 .04728 .04470 .04232 .04012 
25 .......................................... .07131 .06690 .06285 .05913 .05570 .05255 .04964 .04695 .04447 .04218 
26 .......................................... .07460 .07005 .06586 .06200 .05845 .05518 .05215 .04936 .04677 .04438 
27 .......................................... .07810 .07340 .06907 .06508 .06140 .05800 .05485 .05195 .04925 .04676 
28 .......................................... .08179 .07693 .07246 .06833 .06451 .06098 .05772 .05469 .05189 .04929 
29 .......................................... .08566 .08065 .07603 .07176 .06780 .06414 .06075 .05761 .05469 .05198 
30 .......................................... .08973 .08456 .07978 .07536 .07127 .06748 .06396 .06069 .05766 .05483 
31 .......................................... .09398 .08865 .08372 .07915 .07491 .07098 .06733 .06394 .06078 .05785 
32 .......................................... .09843 .09294 .08785 .08313 .07875 .07468 .07089 .06737 .06409 .06103 
33 .......................................... .10310 .09745 .09220 .08732 .08279 .07858 .07466 .07100 .06759 .06441 
34 .......................................... .10799 .10217 .09676 .09173 .08705 .08269 .07862 .07483 .07129 .06798 
35 .......................................... .11314 .10715 .10157 .09638 .09155 .08704 .08283 .07890 .07522 .07179 
36 .......................................... .11852 .11236 .10662 .10127 .09628 .09162 .08726 .08319 .07938 .07581 
37 .......................................... .12416 .11783 .11193 .10641 .10126 .09645 .09194 .08772 .08377 .08006 
38 .......................................... .13009 .12359 .11751 .11183 .10652 .10155 .09689 .09253 .08843 .08459 
39 .......................................... .13629 .12962 .12338 .11753 .11206 .10693 .10212 .09761 .09337 .08938 
40 .......................................... .14281 .13597 .12955 .12355 .11791 .11262 .10766 .10299 .09860 .09447 
41 .......................................... .14966 .14264 .13606 .12989 .12409 .11864 .11352 .10870 .10417 .09989 
42 .......................................... .15685 .14966 .14291 .13657 .13061 .12500 .11972 .11475 .11006 .10564 
43 .......................................... .16437 .15702 .15010 .14360 .13747 .13171 .12627 .12115 .11631 .11174 
44 .......................................... .17224 .16472 .15764 .15098 .14469 .13876 .13317 .12789 .12290 .11819 
45 .......................................... .18042 .17274 .16550 .15867 .15223 .14615 .14040 .13496 .12982 .12496 
46 .......................................... .18893 .18110 .17370 .16671 .16011 .15387 .14796 .14238 .13708 .13207 
47 .......................................... .19775 .18975 .18220 .17505 .16830 .16190 .15584 .15010 .14466 .13950 
48 .......................................... .20688 .19873 .19102 .18373 .17682 .17027 .16406 .15817 .15258 .14727 
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26 CFR Ch. I (4–1–05 Edition) § 20.2031–7 

Age 6.2% 6.4% 6.6% 6.8% 7.0% 7.2% 7.4% 7.6% 7.8% 8.0% 

49 .......................................... .21633 .20804 .20018 .19274 .18568 .17898 .17262 .16658 .16084 .15539 
50 .......................................... .22612 .21769 .20969 .20210 .19490 .18805 .18155 .17536 .16948 .16388 
51 .......................................... .23625 .22769 .21955 .21182 .20448 .19749 .19084 .18452 .17849 .17275 
52 .......................................... .24669 .23799 .22973 .22186 .21438 .20726 .20047 .19400 .18784 .18196 
53 .......................................... .25742 .24861 .24022 .23222 .22461 .21735 .21043 .20383 .19753 .19151 
54 .......................................... .26845 .25952 .25101 .24290 .23516 .22777 .22072 .21399 .20756 .20140 
55 .......................................... .27978 .27074 .26212 .25389 .24604 .23853 .23136 .22450 .21793 .21166 
56 .......................................... .29140 .28227 .27355 .26522 .25725 .24963 .24233 .23535 .22867 .22227 
57 .......................................... .30333 .29411 .28529 .27686 .26879 .26106 .25365 .24656 .23976 .23324 
58 .......................................... .31551 .30621 .29731 .28878 .28061 .27278 .26528 .25807 .25116 .24453 
59 .......................................... .32790 .31854 .30956 .30095 .29269 .28477 .27716 .26986 .26284 .25610 
60 .......................................... .34050 .33107 .32202 .31334 .30500 .29699 .28929 .28190 .27478 .26794 
61 .......................................... .35331 .34384 .33473 .32598 .31757 .30948 .30170 .29422 .28701 .28007 
62 .......................................... .36639 .35688 .34772 .33892 .33044 .32229 .31443 .30687 .29958 .29255 
63 .......................................... .37974 .37020 .36101 .35216 .34363 .33542 .32750 .31986 .31250 .30539 
64 .......................................... .39334 .38378 .37456 .36568 .35711 .34884 .34087 .33317 .32574 .31857 
65 .......................................... .40718 .39761 .38838 .37947 .37087 .36257 .35455 .34681 .33932 .33208 
66 .......................................... .42128 .41172 .40249 .39357 .38496 .37663 .36858 .36079 .35326 .34597 
67 .......................................... .43569 .42616 .41694 .40803 .39941 .39107 .38299 .37518 .36761 .36028 
68 .......................................... .45038 .44089 .43170 .42281 .41419 .40585 .39777 .38994 .38235 .37499 
69 .......................................... .46531 .45587 .44672 .43786 .42927 .42094 .41286 .40503 .39743 .39006 
70 .......................................... .48040 .47103 .46194 .45312 .44456 .43626 .42820 .42038 .41278 .40540 
71 .......................................... .49558 .48629 .47727 .46851 .46000 .45174 .44371 .43591 .42832 .42095 
72 .......................................... .51082 .50162 .49268 .48399 .47554 .46733 .45934 .45157 .44401 .43666 
73 .......................................... .52607 .51697 .50813 .49952 .49114 .48299 .47506 .46733 .45981 .45249 
74 .......................................... .54139 .53241 .52367 .51515 .50686 .49879 .49092 .48325 .47578 .46849 
75 .......................................... .55683 .54798 .53936 .53095 .52276 .51477 .50698 .49938 .49197 .48474 
76 .......................................... .57243 .56373 .55524 .54696 .53888 .53100 .52330 .51579 .50846 .50130 
77 .......................................... .58819 .57965 .57132 .56318 .55523 .54747 .53988 .53247 .52523 .51815 
78 .......................................... .60408 .59572 .58755 .57957 .57177 .56414 .55668 .54939 .54225 .53527 
79 .......................................... .62001 .61184 .60385 .59604 .58840 .58092 .57360 .56644 .55943 .55256 
80 .......................................... .63582 .62786 .62007 .61244 .60497 .59765 .59048 .58347 .57659 .56985 
81 .......................................... .65142 .64367 .63608 .62864 .62135 .61421 .60721 .60034 .59361 .58701 
82 .......................................... .66673 .65920 .65182 .64458 .63748 .63052 .62368 .61698 .61041 .60395 
83 .......................................... .68175 .67444 .66728 .66024 .65334 .64656 .63991 .63338 .62696 .62066 
84 .......................................... .69657 .68950 .68256 .67574 .66904 .66246 .65599 .64964 .64340 .63727 
85 .......................................... .71128 .70446 .69775 .69116 .68467 .67830 .67204 .66587 .65982 .65386 
86 .......................................... .72576 .71919 .71272 .70636 .70010 .69394 .68789 .68193 .67606 .67029 
87 .......................................... .73981 .73349 .72726 .72114 .71511 .70917 .70333 .69757 .69190 .68632 
88 .......................................... .75342 .74735 .74137 .73548 .72968 .72396 .71833 .71279 .70732 .70194 
89 .......................................... .76658 .76076 .75503 .74938 .74381 .73832 .73290 .72757 .72231 .71712 
90 .......................................... .77928 .77371 .76823 .76281 .75748 .75221 .74702 .74190 .73684 .73186 
91 .......................................... .79131 .78600 .78075 .77557 .77046 .76542 .76044 .75553 .75068 .74589 
92 .......................................... .80246 .79737 .79235 .78740 .78250 .77767 .77290 .76818 .76353 .75893 
93 .......................................... .81274 .80788 .80307 .79832 .79363 .78899 .78441 .77989 .77542 .77100 
94 .......................................... .82232 .81766 .81306 .80850 .80401 .79956 .79517 .79082 .78653 .78228 
95 .......................................... .83141 .82695 .82254 .81818 .81387 .80961 .80539 .80122 .79710 .79302 
96 .......................................... .83996 .83569 .83147 .82729 .82316 .81907 .81503 .81103 .80707 .80315 
97 .......................................... .84787 .84378 .83973 .83573 .83176 .82784 .82396 .82012 .81632 .81255 
98 .......................................... .85530 .85138 .84750 .84366 .83985 .83609 .83236 .82867 .82502 .82140 
99 .......................................... .86255 .85880 .85508 .85140 .84776 .84415 .84057 .83703 .83353 .83005 
100 ........................................ .86960 .86601 .86246 .85894 .85546 .85200 .84858 .84519 .84183 .83849 
101 ........................................ .87655 .87313 .86974 .86638 .86305 .85975 .85648 .85324 .85003 .84684 
102 ........................................ .88338 .88012 .87689 .87369 .87052 .86738 .86426 .86116 .85809 .85505 
103 ........................................ .89015 .88706 .88399 .88095 .87793 .87494 .87197 .86903 .86611 .86321 
104 ........................................ .89737 .89446 .89157 .88871 .88586 .88304 .88024 .87745 .87469 .87195 
105 ........................................ .90443 .90170 .89898 .89628 .89360 .89094 .88830 .88568 .88307 .88049 
106 ........................................ .91351 .91101 .90852 .90605 .90359 .90115 .89873 .89632 .89392 .89154 
107 ........................................ .92452 .92230 .92010 .91791 .91573 .91356 .91141 .90927 .90714 .90502 
108 ........................................ .94161 .93987 .93814 .93641 .93469 .93298 .93128 .92958 .92790 .92622 
109 ........................................ .97081 .96992 .96904 .96816 .96729 .96642 .96555 .96468 .96382 .96296 

Age 8.2% 8.4% 8.6% 8.8% 9.0% 9.2% 9.4% 9.6% 9.8% 10.0% 

0 ............................................ .01906 .01845 .01790 .01740 .01694 .01652 .01613 .01578 .01546 .01516 
1 ............................................ .01098 .01034 .00977 .00924 .00876 .00833 .00793 .00756 .00722 .00691 
2 ............................................ .01113 .01046 .00986 .00930 .00880 .00834 .00791 .00753 .00717 .00684 
3 ............................................ .01155 .01084 .01020 .00962 .00909 .00860 .00816 .00775 .00737 .00702 
4 ............................................ .01211 .01137 .01069 .01008 .00952 .00900 .00853 .00810 .00770 .00733 
5 ............................................ .01279 .01201 .01130 .01065 .01006 .00952 .00902 .00856 .00814 .00775 
6 ............................................ .01356 .01274 .01199 .01131 .01068 .01011 .00959 .00910 .00865 .00824 
7 ............................................ .01442 .01356 .01277 .01205 .01140 .01079 .01023 .00972 .00925 .00881 
8 ............................................ .01536 .01446 .01363 .01287 .01218 .01154 .01096 .01041 .00991 .00945 
9 ............................................ .01641 .01546 .01460 .01380 .01307 .01240 .01178 .01120 .01068 .01019 
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Internal Revenue Service, Treasury § 20.2031–7 

Age 8.2% 8.4% 8.6% 8.8% 9.0% 9.2% 9.4% 9.6% 9.8% 10.0% 

10 .......................................... .01758 .01659 .01567 .01484 .01407 .01336 .01270 .01210 .01154 .01103 
11 .......................................... .01886 .01781 .01686 .01598 .01517 .01442 .01373 .01310 .01251 .01196 
12 .......................................... .02024 .01915 .01814 .01721 .01636 .01558 .01485 .01419 .01357 .01299 
13 .......................................... .02168 .02054 .01948 .01851 .01762 .01679 .01603 .01533 .01467 .01407 
14 .......................................... .02313 .02193 .02083 .01981 .01887 .01801 .01721 .01646 .01578 .01514 
15 .......................................... .02456 .02330 .02214 .02107 .02009 .01918 .01834 .01756 .01684 .01617 
16 .......................................... .02593 .02462 .02340 .02229 .02126 .02030 .01942 .01860 .01785 .01714 
17 .......................................... .02728 .02590 .02463 .02346 .02238 .02138 .02046 .01960 .01880 .01806 
18 .......................................... .02861 .02717 .02584 .02462 .02348 .02243 .02146 .02056 .01972 .01894 
19 .......................................... .02998 .02847 .02708 .02580 .02461 .02351 .02249 .02154 .02066 .01984 
20 .......................................... .03142 .02984 .02839 .02704 .02580 .02465 .02357 .02258 .02165 .02079 
21 .......................................... .03295 .03130 .02978 .02837 .02706 .02585 .02473 .02368 .02271 .02180 
22 .......................................... .03455 .03283 .03124 .02976 .02839 .02712 .02594 .02484 .02382 .02286 
23 .......................................... .03626 .03446 .03279 .03124 .02981 .02847 .02723 .02608 .02500 .02400 
24 .......................................... .03809 .03620 .03446 .03283 .03133 .02993 .02863 .02741 .02628 .02522 
25 .......................................... .04005 .03808 .03625 .03456 .03298 .03151 .03014 .02887 .02768 .02656 
26 .......................................... .04216 .04010 .03819 .03641 .03476 .03322 .03178 .03044 .02919 .02802 
27 .......................................... .04444 .04229 .04029 .03843 .03670 .03508 .03357 .03217 .03085 .02962 
28 .......................................... .04687 .04463 .04254 .04059 .03877 .03708 .03550 .03402 .03263 .03133 
29 .......................................... .04946 .04712 .04493 .04289 .04099 .03922 .03756 .03600 .03455 .03318 
30 .......................................... .05221 .04976 .04748 .04534 .04335 .04149 .03975 .03812 .03659 .03515 
31 .......................................... .05511 .05255 .05017 .04794 .04585 .04390 .04208 .04037 .03876 .03725 
32 .......................................... .05818 .05551 .05302 .05069 .04851 .04647 .04455 .04276 .04107 .03948 
33 .......................................... .06144 .05866 .05606 .05363 .05135 .04921 .04720 .04532 .04355 .04188 
34 .......................................... .06489 .06200 .05928 .05674 .05436 .05212 .05002 .04805 .04619 .04444 
35 .......................................... .06857 .06555 .06273 .06007 .05758 .05524 .05304 .05097 .04902 .04718 
36 .......................................... .07246 .06932 .06638 .06361 .06101 .05856 .05626 .05409 .05205 .05012 
37 .......................................... .07659 .07332 .07025 .06737 .06466 .06210 .05969 .05742 .05528 .05325 
38 .......................................... .08098 .07758 .07439 .07138 .06855 .06588 .06336 .06099 .05874 .05662 
39 .......................................... .08563 .08210 .07878 .07565 .07270 .06992 .06729 .06480 .06245 .06023 
40 .......................................... .09059 .08692 .08347 .08021 .07714 .07423 .07149 .06889 .06643 .06411 
41 .......................................... .09586 .09206 .08848 .08509 .08189 .07886 .07600 .07329 .07072 .06828 
42 .......................................... .10147 .09753 .09381 .09029 .08696 .08381 .08083 .07800 .07531 .07277 
43 .......................................... .10742 .10334 .09948 .09583 .09237 .08909 .08598 .08304 .08024 .07758 
44 .......................................... .11373 .10950 .10551 .10172 .09813 .09472 .09148 .08841 .08549 .08272 
45 .......................................... .12035 .11599 .11185 .10792 .10420 .10066 .09730 .09410 .09106 .08817 
46 .......................................... .12732 .12281 .11853 .11447 .11061 .10694 .10345 .10013 .09696 .09395 
47 .......................................... .13460 .12995 .12553 .12133 .11733 .11353 .10991 .10646 .10317 .10004 
48 .......................................... .14223 .13743 .13287 .12853 .12439 .12046 .11671 .11313 .10972 .10646 
49 .......................................... .15020 .14526 .14056 .13608 .13181 .12774 .12385 .12015 .11661 .11322 
50 .......................................... .15855 .15347 .14862 .14401 .13960 .13540 .13138 .12754 .12388 .12037 
51 .......................................... .16727 .16205 .15707 .15232 .14777 .14344 .13929 .13532 .13153 .12789 
52 .......................................... .17634 .17098 .16587 .16097 .15630 .15183 .14755 .14345 .13953 .13577 
53 .......................................... .18576 .18027 .17501 .16999 .16518 .16057 .15616 .15194 .14789 .14400 
54 .......................................... .19552 .18990 .18451 .17935 .17441 .16968 .16514 .16078 .15661 .15260 
55 .......................................... .20564 .19989 .19437 .18908 .18402 .17915 .17449 .17001 .16571 .16157 
56 .......................................... .21613 .21025 .20461 .19919 .19400 .18901 .18422 .17962 .17519 .17093 
57 .......................................... .22698 .22098 .21522 .20968 .20436 .19925 .19434 .18961 .18507 .18069 
58 .......................................... .23816 .23204 .22616 .22051 .21507 .20984 .20481 .19996 .19530 .19080 
59 .......................................... .24962 .24339 .23740 .23163 .22608 .22073 .21558 .21062 .20584 .20123 
60 .......................................... .26136 .25502 .24892 .24304 .23738 .23192 .22666 .22158 .21669 .21196 
61 .......................................... .27339 .26695 .26075 .25477 .24900 .24343 .23806 .23288 .22787 .22304 
62 .......................................... .28578 .27925 .27295 .26687 .26100 .25533 .24985 .24456 .23945 .23451 
63 .......................................... .29854 .29192 .28553 .27935 .27339 .26762 .26205 .25666 .25145 .24641 
64 .......................................... .31164 .30494 .29846 .29221 .28615 .28030 .27463 .26915 .26384 .25870 
65 .......................................... .32508 .31831 .31177 .30543 .29930 .29336 .28761 .28203 .27663 .27140 
66 .......................................... .33891 .33208 .32547 .31906 .31285 .30684 .30101 .29536 .28987 .28456 
67 .......................................... .35318 .34630 .33963 .33316 .32689 .32081 .31491 .30918 .30363 .29823 
68 .......................................... .36785 .36093 .35422 .34770 .34138 .33524 .32928 .32349 .31787 .31240 
69 .......................................... .38290 .37595 .36920 .36265 .35628 .35009 .34408 .33824 .33256 .32703 
70 .......................................... .39823 .39127 .38450 .37791 .37151 .36529 .35924 .35335 .34762 .34204 
71 .......................................... .41378 .40681 .40003 .39343 .38701 .38076 .37467 .36875 .36298 .35736 
72 .......................................... .42950 .42253 .41575 .40914 .40271 .39644 .39034 .38438 .37858 .37293 
73 .......................................... .44535 .43840 .43162 .42502 .41858 .41231 .40619 .40022 .39440 .38872 
74 .......................................... .46139 .45446 .44771 .44112 .43469 .42842 .42230 .41632 .41049 .40479 
75 .......................................... .47769 .47080 .46408 .45752 .45111 .44485 .43874 .43277 .42693 .42123 
76 .......................................... .49430 .48747 .48079 .47427 .46790 .46167 .45558 .44963 .44380 .43811 
77 .......................................... .51123 .50447 .49786 .49139 .48506 .47888 .47282 .46690 .46111 .45543 
78 .......................................... .52845 .52177 .51523 .50884 .50257 .49645 .49044 .48457 .47881 .47317 
79 .......................................... .54584 .53926 .53282 .52650 .52032 .51426 .50833 .50251 .49681 .49122 
80 .......................................... .56325 .55678 .55044 .54423 .53813 .53216 .52630 .52056 .51492 .50939 
81 .......................................... .58054 .57419 .56797 .56186 .55587 .54999 .54422 .53856 .53300 .52754 
82 .......................................... .59762 .59140 .58530 .57931 .57343 .56766 .56198 .55641 .55094 .54557 
83 .......................................... .61448 .60840 .60243 .59657 .59081 .58515 .57958 .57411 .56874 .56346 
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26 CFR Ch. I (4–1–05 Edition) § 20.2031–7 

Age 8.2% 8.4% 8.6% 8.8% 9.0% 9.2% 9.4% 9.6% 9.8% 10.0% 

84 .......................................... .63124 .62531 .61949 .61376 .60813 .60259 .59715 .59179 .58652 .58134 
85 .......................................... .64800 .64224 .63657 .63099 .62550 .62010 .61478 .60955 .60441 .59934 
86 .......................................... .66461 .65902 .65351 .64810 .64276 .63751 .63233 .62724 .62222 .61728 
87 .......................................... .68083 .67541 .67008 .66483 .65965 .65455 .64953 .64458 .63970 .63489 
88 .......................................... .69663 .69140 .68624 .68116 .67615 .67121 .66634 .66154 .65680 .65213 
89 .......................................... .71201 .70696 .70199 .69708 .69224 .68747 .68276 .67811 .67353 .66900 
90 .......................................... .72694 .72209 .71730 .71257 .70791 .70330 .69876 .69427 .68984 .68547 
91 .......................................... .74117 .73650 .73190 .72735 .72286 .71842 .71404 .70972 .70545 .70123 
92 .......................................... .75439 .74991 .74548 .74110 .73678 .73251 .72829 .72412 .72000 .71593 
93 .......................................... .76664 .76233 .75806 .75385 .74969 .74557 .74150 .73748 .73350 .72957 
94 .......................................... .77809 .77394 .76983 .76578 .76177 .75780 .75388 .75000 .74616 .74237 
95 .......................................... .78899 .78500 .78106 .77715 .77329 .76947 .76569 .76195 .75826 .75460 
96 .......................................... .79928 .79544 .79165 .78790 .78418 .78050 .77686 .77326 .76970 .76617 
97 .......................................... .80883 .80514 .80149 .79787 .79430 .79075 .78725 .78377 .78033 .77693 
98 .......................................... .81781 .81427 .81075 .80727 .80382 .80041 .79703 .79368 .79036 .78708 
99 .......................................... .82661 .82320 .81982 .81648 .81316 .80988 .80662 .80340 .80020 .79704 
100 ........................................ .83519 .83192 .82868 .82547 .82228 .81913 .81600 .81290 .80982 .80678 
101 ........................................ .84368 .84055 .83744 .83437 .83131 .82829 .82529 .82231 .81936 .81643 
102 ........................................ .85203 .84904 .84607 .84313 .84021 .83731 .83444 .83159 .82876 .82596 
103 ........................................ .86034 .85748 .85465 .85184 .84906 .84629 .84355 .84082 .83812 .83544 
104 ........................................ .86923 .86653 .86385 .86119 .85855 .85593 .85333 .85074 .84818 .84563 
105 ........................................ .87792 .87537 .87283 .87032 .86782 .86534 .86287 .86042 .85799 .85557 
106 ........................................ .88918 .88683 .88450 .88218 .87987 .87758 .87530 .87304 .87079 .86855 
107 ........................................ .90291 .90082 .89873 .89666 .89460 .89255 .89051 .88849 .88647 .88447 
108 ........................................ .92455 .92288 .92123 .91958 .91794 .91630 .91468 .91306 .91145 .90984 
109 ........................................ .96211 .96125 .96041 .95956 .95872 .95788 .95704 .95620 .95537 .95455 

Age 10.2% 10.4% 10.6% 10.8% 11.0% 11.2% 11.4% 11.6% 11.8% 12.0% 

0 ............................................ .01488 .01463 .01439 .01417 .01396 .01377 .01359 .01343 .01327 .01312 
1 ............................................ .00662 .00636 .00612 .00589 .00568 .00548 .00530 .00513 .00497 .00482 
2 ............................................ .00654 .00626 .00600 .00576 .00554 .00533 .00514 .00496 .00479 .00463 
3 ............................................ .00670 .00641 .00613 .00588 .00564 .00542 .00522 .00502 .00484 .00468 
4 ............................................ .00699 .00668 .00639 .00612 .00587 .00563 .00542 .00521 .00502 .00484 
5 ............................................ .00739 .00706 .00675 .00646 .00620 .00595 .00571 .00550 .00529 .00510 
6 ............................................ .00786 .00751 .00718 .00687 .00659 .00633 .00608 .00585 .00563 .00543 
7 ............................................ .00841 .00803 .00769 .00736 .00706 .00678 .00652 .00627 .00604 .00582 
8 ............................................ .00902 .00863 .00826 .00791 .00759 .00730 .00702 .00675 .00651 .00628 
9 ............................................ .00973 .00931 .00892 .00856 .00822 .00790 .00760 .00733 .00706 .00682 
10 .......................................... .01055 .01010 .00969 .00930 .00894 .00861 .00829 .00799 .00772 .00746 
11 .......................................... .01146 .01099 .01055 .01014 .00976 .00940 .00907 .00875 .00846 .00818 
12 .......................................... .01246 .01196 .01150 .01106 .01066 .01028 .00993 .00960 .00928 .00899 
13 .......................................... .01351 .01298 .01249 .01204 .01161 .01121 .01084 .01049 .01016 .00985 
14 .......................................... .01455 .01400 .01348 .01300 .01255 .01213 .01173 .01136 .01102 .01069 
15 .......................................... .01555 .01497 .01443 .01392 .01345 .01300 .01259 .01220 .01183 .01148 
16 .......................................... .01648 .01587 .01530 .01477 .01427 .01380 .01336 .01295 .01257 .01220 
17 .......................................... .01737 .01673 .01612 .01556 .01504 .01455 .01408 .01365 .01324 .01286 
18 .......................................... .01822 .01754 .01691 .01632 .01576 .01525 .01476 .01430 .01387 .01347 
19 .......................................... .01908 .01837 .01770 .01708 .01650 .01595 .01544 .01495 .01450 .01407 
20 .......................................... .01999 .01924 .01854 .01788 .01726 .01669 .01615 .01564 .01516 .01471 
21 .......................................... .02096 .02017 .01943 .01874 .01809 .01748 .01691 .01637 .01586 .01539 
22 .......................................... .02197 .02114 .02036 .01963 .01895 .01830 .01770 .01713 .01660 .01610 
23 .......................................... .02306 .02218 .02136 .02059 .01987 .01919 .01855 .01795 .01739 .01686 
24 .......................................... .02424 .02331 .02245 .02163 .02087 .02016 .01948 .01885 .01825 .01769 
25 .......................................... .02552 .02455 .02364 .02278 .02197 .02122 .02051 .01984 .01920 .01861 
26 .......................................... .02692 .02589 .02493 .02403 .02318 .02238 .02162 .02091 .02025 .01961 
27 .......................................... .02846 .02738 .02636 .02541 .02451 .02367 .02287 .02212 .02141 .02074 
28 .......................................... .03012 .02898 .02791 .02690 .02595 .02506 .02422 .02342 .02267 .02196 
29 .......................................... .03190 .03070 .02957 .02851 .02751 .02656 .02567 .02483 .02404 .02329 
30 .......................................... .03381 .03254 .03135 .03023 .02917 .02817 .02723 .02634 .02551 .02471 
31 .......................................... .03583 .03450 .03324 .03206 .03094 .02989 .02890 .02796 .02707 .02623 
32 .......................................... .03799 .03659 .03527 .03402 .03284 .03173 .03068 .02968 .02874 .02785 
33 .......................................... .04031 .03883 .03744 .03612 .03488 .03371 .03260 .03155 .03055 .02961 
34 .......................................... .04279 .04123 .03976 .03838 .03707 .03583 .03465 .03354 .03249 .03149 
35 .......................................... .04545 .04382 .04227 .04081 .03943 .03812 .03688 .03571 .03459 .03354 
36 .......................................... .04830 .04658 .04495 .04341 .04196 .04058 .03927 .03803 .03685 .03573 
37 .......................................... .05134 .04953 .04782 .04620 .04467 .04321 .04183 .04052 .03928 .03809 
38 .......................................... .05462 .05272 .05092 .04921 .04760 .04606 .04461 .04322 .04191 .04066 
39 .......................................... .05812 .05613 .05424 .05245 .05075 .04913 .04760 .04614 .04475 .04343 
40 .......................................... .06190 .05981 .05782 .05594 .05415 .05245 .05083 .04929 .04783 .04643 
41 .......................................... .06597 .06378 .06170 .05972 .05784 .05605 .05435 .05272 .05118 .04970 
42 .......................................... .07035 .06806 .06587 .06380 .06182 .05994 .05815 .05644 .05481 .05326 
43 .......................................... .07505 .07265 .07036 .06818 .06611 .06414 .06225 .06045 .05874 .05710 
44 .......................................... .08008 .07757 .07518 .07290 .07072 .06865 .06667 .06478 .06298 .06125 
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Internal Revenue Service, Treasury § 20.2031–7 

Age 10.2% 10.4% 10.6% 10.8% 11.0% 11.2% 11.4% 11.6% 11.8% 12.0% 

45 .......................................... .08542 .08279 .08029 .07791 .07563 .07346 .07138 .06940 .06750 .06569 
46 .......................................... .09108 .08834 .08573 .08324 .08085 .07858 .07640 .07432 .07233 .07043 
47 .......................................... .09705 .09419 .09147 .08886 .08637 .08399 .08172 .07954 .07745 .07545 
48 .......................................... .10335 .10038 .09754 .09482 .09222 .08973 .08735 .08507 .08288 .08078 
49 .......................................... .10999 .10690 .10394 .10111 .09840 .09581 .09332 .09093 .08864 .08644 
50 .......................................... .11701 .11380 .11073 .10778 .10496 .10225 .09965 .09716 .09477 .09247 
51 .......................................... .12441 .12108 .11789 .11482 .11189 .10907 .10636 .10376 .10126 .09886 
52 .......................................... .13217 .12871 .12540 .12222 .11916 .11623 .11341 .11071 .10810 .10560 
53 .......................................... .14028 .13670 .13327 .12997 .12680 .12375 .12082 .11801 .11529 .11268 
54 .......................................... .14875 .14505 .14150 .13808 .13480 .13163 .12859 .12566 .12284 .12012 
55 .......................................... .15760 .15378 .15011 .14657 .14317 .13989 .13674 .13370 .13077 .12794 
56 .......................................... .16684 .16290 .15911 .15546 .15194 .14855 .14528 .14213 .13909 .13615 
57 .......................................... .17648 .17242 .16851 .16474 .16111 .15760 .15422 .15096 .14781 .14477 
58 .......................................... .18647 .18229 .17827 .17438 .17064 .16702 .16353 .16015 .15689 .15374 
59 .......................................... .19678 .19249 .18835 .18435 .18049 .17676 .17316 .16968 .16631 .16305 
60 .......................................... .20740 .20300 .19875 .19464 .19066 .18682 .18311 .17952 .17604 .17268 
61 .......................................... .21837 .21385 .20949 .20527 .20119 .19724 .19341 .18971 .18613 .18266 
62 .......................................... .22973 .22511 .22064 .21631 .21212 .20807 .20414 .20033 .19664 .19306 
63 .......................................... .24152 .23680 .23222 .22779 .22350 .21934 .21530 .21139 .20760 .20392 
64 .......................................... .25372 .24890 .24422 .23969 .23529 .23103 .22690 .22289 .21899 .21521 
65 .......................................... .26633 .26141 .25664 .25201 .24752 .24316 .23893 .23482 .23083 .22695 
66 .......................................... .27940 .27439 .26953 .26481 .26023 .25577 .25145 .24724 .24316 .23918 
67 .......................................... .29299 .28790 .28296 .27815 .27348 .26894 .26453 .26024 .25606 .25200 
68 .......................................... .30709 .30193 .29691 .29202 .28728 .28265 .27816 .27378 .26952 .26537 
69 .......................................... .32166 .31643 .31134 .30639 .30157 .29687 .29230 .28785 .28351 .27928 
70 .......................................... .33661 .33133 .32618 .32116 .31628 .31152 .30688 .30235 .29794 .29364 
71 .......................................... .35188 .34654 .34134 .33627 .33133 .32651 .32181 .31722 .31275 .30838 
72 .......................................... .36742 .36204 .35679 .35168 .34668 .34181 .33706 .33241 .32788 .32345 
73 .......................................... .38317 .37776 .37248 .36733 .36229 .35738 .35257 .34788 .34330 .33882 
74 .......................................... .39923 .39380 .38849 .38330 .37823 .37328 .36844 .36370 .35908 .35455 
75 .......................................... .41566 .41021 .40489 .39968 .39459 .38961 .38474 .37997 .37531 .37074 
76 .......................................... .43254 .42709 .42176 .41655 .41144 .40645 .40156 .39677 .39208 .38749 
77 .......................................... .44988 .44444 .43912 .43391 .42880 .42380 .41891 .41411 .40940 .40479 
78 .......................................... .46765 .46224 .45694 .45174 .44665 .44166 .43677 .43197 .42726 .42265 
79 .......................................... .48574 .48037 .47510 .46993 .46487 .45990 .45502 .45024 .44554 .44094 
80 .......................................... .50397 .49865 .49343 .48830 .48327 .47834 .47349 .46873 .46406 .45947 
81 .......................................... .52219 .51693 .51176 .50669 .50171 .49682 .49201 .48729 .48265 .47809 
82 .......................................... .54029 .53510 .53000 .52499 .52007 .51523 .51047 .50580 .50120 .49667 
83 .......................................... .55826 .55315 .54813 .54319 .53834 .53356 .52886 .52424 .51969 .51522 
84 .......................................... .57624 .57123 .56629 .56144 .55666 .55195 .54732 .54277 .53828 .53386 
85 .......................................... .59435 .58944 .58460 .57984 .57516 .57054 .56599 .56151 .55710 .55275 
86 .......................................... .61241 .60762 .60289 .59824 .59365 .58913 .58468 .58029 .57596 .57170 
87 .......................................... .63015 .62548 .62087 .61633 .61185 .60744 .60309 .59880 .59456 .59039 
88 .......................................... .64753 .64299 .63851 .63409 .62973 .62543 .62118 .61700 .61287 .60879 
89 .......................................... .66454 .66013 .65579 .65150 .64726 .64308 .63895 .63488 .63086 .62689 
90 .......................................... .68115 .67689 .67268 .66853 .66442 .66037 .65637 .65241 .64851 .64465 
91 .......................................... .69706 .69294 .68887 .68486 .68089 .67696 .67309 .66925 .66547 .66173 
92 .......................................... .71190 .70792 .70399 .70011 .69627 .69247 .68872 .68501 .68134 .67771 
93 .......................................... .72569 .72184 .71804 .71429 .71057 .70689 .70326 .69967 .69611 .69259 
94 .......................................... .73861 .73490 .73123 .72759 .72400 .72044 .71692 .71344 .71000 .70659 
95 .......................................... .75097 .74739 .74384 .74033 .73686 .73342 .73002 .72665 .72331 .72001 
96 .......................................... .76267 .75922 .75579 .75240 .74905 .74572 .74243 .73917 .73595 .73275 
97 .......................................... .77356 .77022 .76691 .76363 .76039 .75718 .75399 .75084 .74772 .74463 
98 .......................................... .78382 .78059 .77740 .77423 .77110 .76799 .76491 .76186 .75884 .75584 
99 .......................................... .79390 .79079 .78771 .78465 .78162 .77862 .77565 .77270 .76978 .76688 
100 ........................................ .80376 .80076 .79779 .79485 .79193 .78904 .78617 .78333 .78051 .77771 
101 ........................................ .81353 .81066 .80780 .80497 .80217 .79938 .79662 .79388 .79117 .78847 
102 ........................................ .82318 .82042 .81768 .81496 .81227 .80960 .80694 .80431 .80170 .79911 
103 ........................................ .83278 .83014 .82752 .82491 .82233 .81977 .81723 .81470 .81220 .80971 
104 ........................................ .84310 .84059 .83810 .83563 .83317 .83073 .82831 .82591 .82352 .82115 
105 ........................................ .85318 .85079 .84843 .84607 .84374 .84142 .83911 .83682 .83455 .83229 
106 ........................................ .86633 .86413 .86193 .85975 .85758 .85543 .85329 .85116 .84904 .84694 
107 ........................................ .88247 .88049 .87852 .87656 .87460 .87266 .87073 .86881 .86690 .86500 
108 ........................................ .90825 .90666 .90507 .90350 .90193 .90037 .89881 .89727 .89572 .89419 
109 ........................................ .95372 .95290 .95208 .95126 .95045 .94964 .94883 .94803 .94723 .94643 

Age 12.2% 12.4% 12.6% 12.8% 13.0% 13.2% 13.4% 13.6% 13.8% 14.0% 

0 ............................................ .01298 .01285 .01273 .01261 .01250 .01240 .01230 .01221 .01212 .01203 
1 ............................................ .00468 .00455 .00443 .00431 .00420 .00410 .00400 .00391 .00382 .00374 
2 ............................................ .00448 .00435 .00421 .00409 .00398 .00387 .00376 .00366 .00357 .00348 
3 ............................................ .00452 .00437 .00423 .00410 .00398 .00386 .00375 .00365 .00355 .00345 
4 ............................................ .00468 .00452 .00437 .00423 .00410 .00397 .00386 .00375 .00364 .00354 
5 ............................................ .00493 .00476 .00460 .00445 .00431 .00418 .00405 .00393 .00382 .00371 
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26 CFR Ch. I (4–1–05 Edition) § 20.2031–7 

Age 12.2% 12.4% 12.6% 12.8% 13.0% 13.2% 13.4% 13.6% 13.8% 14.0% 

6 ............................................ .00524 .00506 .00489 .00473 .00458 .00444 .00430 .00418 .00406 .00394 
7 ............................................ .00562 .00543 .00525 .00508 .00492 .00477 .00462 .00449 .00436 .00423 
8 ............................................ .00606 .00586 .00566 .00548 .00531 .00515 .00499 .00485 .00471 .00458 
9 ............................................ .00659 .00637 .00616 .00597 .00579 .00561 .00545 .00529 .00514 .00500 
10 .......................................... .00721 .00698 .00676 .00655 .00636 .00617 .00600 .00583 .00567 .00552 
11 .......................................... .00792 .00767 .00744 .00722 .00701 .00682 .00663 .00645 .00628 .00612 
12 .......................................... .00871 .00845 .00821 .00797 .00775 .00754 .00735 .00716 .00698 .00681 
13 .......................................... .00955 .00928 .00902 .00877 .00854 .00831 .00810 .00790 .00771 .00753 
14 .......................................... .01038 .01009 .00981 .00955 .00930 .00907 .00885 .00864 .00843 .00824 
15 .......................................... .01116 .01085 .01056 .01028 .01002 .00977 .00954 .00932 .00910 .00890 
16 .......................................... .01186 .01153 .01123 .01094 .01066 .01040 .01015 .00992 .00969 .00948 
17 .......................................... .01250 .01215 .01183 .01152 .01124 .01096 .01070 .01045 .01022 .00999 
18 .......................................... .01308 .01272 .01238 .01206 .01175 .01147 .01119 .01093 .01068 .01044 
19 .......................................... .01367 .01329 .01293 .01259 .01227 .01196 .01167 .01140 .01113 .01088 
20 .......................................... .01428 .01388 .01350 .01314 .01280 .01248 .01217 .01188 .01161 .01134 
21 .......................................... .01494 .01451 .01411 .01373 .01337 .01303 .01271 .01240 .01211 .01183 
22 .......................................... .01562 .01517 .01475 .01435 .01397 .01361 .01326 .01294 .01263 .01233 
23 .......................................... .01635 .01588 .01543 .01501 .01460 .01422 .01386 .01351 .01319 .01287 
24 .......................................... .01716 .01665 .01618 .01573 .01530 .01489 .01451 .01415 .01380 .01347 
25 .......................................... .01804 .01751 .01701 .01653 .01608 .01565 .01524 .01485 .01448 .01413 
26 .......................................... .01902 .01845 .01792 .01741 .01693 .01648 .01604 .01563 .01524 .01487 
27 .......................................... .02011 .01951 .01895 .01841 .01790 .01742 .01696 .01652 .01610 .01571 
28 .......................................... .02129 .02066 .02006 .01949 .01895 .01844 .01795 .01748 .01704 .01662 
29 .......................................... .02258 .02191 .02127 .02067 .02009 .01955 .01903 .01853 .01806 .01762 
30 .......................................... .02396 .02325 .02257 .02193 .02132 .02074 .02019 .01966 .01916 .01869 
31 .......................................... .02543 .02467 .02396 .02328 .02263 .02201 .02143 .02087 .02034 .01983 
32 .......................................... .02701 .02621 .02545 .02472 .02404 .02338 .02276 .02217 .02160 .02106 
33 .......................................... .02871 .02786 .02706 .02629 .02556 .02487 .02420 .02357 .02297 .02240 
34 .......................................... .03054 .02964 .02879 .02797 .02720 .02646 .02576 .02509 .02445 .02383 
35 .......................................... .03253 .03158 .03067 .02981 .02898 .02820 .02745 .02674 .02606 .02541 
36 .......................................... .03467 .03366 .03269 .03178 .03090 .03007 .02928 .02852 .02779 .02710 
37 .......................................... .03697 .03590 .03488 .03391 .03298 .03209 .03125 .03044 .02967 .02893 
38 .......................................... .03947 .03833 .03725 .03622 .03524 .03430 .03340 .03254 .03172 .03094 
39 .......................................... .04217 .04096 .03982 .03873 .03768 .03669 .03573 .03482 .03395 .03312 
40 .......................................... .04510 .04383 .04262 .04146 .04035 .03930 .03828 .03732 .03639 .03550 
41 .......................................... .04830 .04695 .04567 .04445 .04327 .04215 .04108 .04005 .03907 .03812 
42 .......................................... .05177 .05035 .04900 .04770 .04646 .04527 .04413 .04304 .04200 .04100 
43 .......................................... .05553 .05404 .05261 .05123 .04992 .04866 .04746 .04630 .04520 .04413 
44 .......................................... .05960 .05802 .05651 .05506 .05368 .05235 .05107 .04985 .04867 .04754 
45 .......................................... .06395 .06229 .06069 .05917 .05770 .05630 .05495 .05365 .05241 .05121 
46 .......................................... .06860 .06685 .06517 .06356 .06202 .06053 .05911 .05774 .05643 .05516 
47 .......................................... .07353 .07169 .06992 .06823 .06660 .06504 .06353 .06209 .06070 .05936 
48 .......................................... .07877 .07684 .07498 .07320 .07149 .06984 .06826 .06673 .06527 .06385 
49 .......................................... .08433 .08231 .08036 .07849 .07669 .07495 .07329 .07168 .07013 .06864 
50 .......................................... .09026 .08814 .08609 .08413 .08224 .08042 .07867 .07698 .07535 .07378 
51 .......................................... .09655 .09433 .09219 .09013 .08815 .08624 .08440 .08262 .08091 .07926 
52 .......................................... .10318 .10086 .09863 .09647 .09439 .09239 .09046 .08860 .08680 .08506 
53 .......................................... .11017 .10774 .10541 .10315 .10098 .09888 .09686 .09491 .09302 .09120 
54 .......................................... .11750 .11498 .11254 .11019 .10792 .10572 .10361 .10156 .09958 .09767 
55 .......................................... .12522 .12258 .12005 .11759 .11522 .11294 .11072 .10859 .10652 .10451 
56 .......................................... .13332 .13059 .12794 .12539 .12292 .12054 .11823 .11599 .11383 .11174 
57 .......................................... .14183 .13899 .13624 .13359 .13102 .12853 .12613 .12380 .12154 .11936 
58 .......................................... .15070 .14775 .14490 .14215 .13948 .13689 .13439 .13197 .12962 .12734 
59 .......................................... .15990 .15685 .15389 .15103 .14826 .14558 .14298 .14046 .13801 .13564 
60 .......................................... .16942 .16626 .16321 .16024 .15737 .15459 .15189 .14927 .14673 .14426 
61 .......................................... .17929 .17603 .17287 .16981 .16684 .16395 .16115 .15844 .15580 .15324 
62 .......................................... .18960 .18623 .18297 .17980 .17673 .17375 .17085 .16803 .16530 .16264 
63 .......................................... .20035 .19688 .19352 .19025 .18708 .18400 .18100 .17809 .17525 .17250 
64 .......................................... .21154 .20797 .20451 .20114 .19787 .19469 .19159 .18859 .18566 .18281 
65 .......................................... .22318 .21951 .21595 .21249 .20912 .20584 .20265 .19955 .19652 .19358 
66 .......................................... .23532 .23156 .22790 .22434 .22088 .21751 .21422 .21102 .20791 .20487 
67 .......................................... .24804 .24419 .24044 .23679 .23324 .22977 .22640 .22311 .21990 .21678 
68 .......................................... .26133 .25740 .25356 .24983 .24618 .24263 .23917 .23579 .23250 .22929 
69 .......................................... .27516 .27114 .26723 .26341 .25969 .25605 .25251 .24905 .24567 .24237 
70 .......................................... .28945 .28536 .28137 .27747 .27367 .26996 .26633 .26279 .25934 .25596 
71 .......................................... .30412 .29996 .29590 .29193 .28806 .28427 .28057 .27696 .27343 .26998 
72 .......................................... .31913 .31491 .31078 .30675 .30281 .29895 .29519 .29150 .28790 .28438 
73 .......................................... .33444 .33016 .32597 .32188 .31788 .31396 .31013 .30638 .30271 .29913 
74 .......................................... .35012 .34579 .34155 .33741 .33335 .32938 .32549 .32168 .31795 .31430 
75 .......................................... .36628 .36190 .35762 .35343 .34932 .34530 .34136 .33750 .33372 .33001 
76 .......................................... .38299 .37858 .37427 .37004 .36589 .36183 .35784 .35394 .35011 .34636 
77 .......................................... .40028 .39585 .39151 .38725 .38307 .37898 .37496 .37103 .36716 .36337 
78 .......................................... .41812 .41368 .40933 .40506 .40086 .39675 .39271 .38874 .38485 .38103 
79 .......................................... .43641 .43198 .42762 .42334 .41914 .41502 .41096 .40698 .40308 .39924 
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Internal Revenue Service, Treasury § 20.2031–7 

Age 12.2% 12.4% 12.6% 12.8% 13.0% 13.2% 13.4% 13.6% 13.8% 14.0% 

80 .......................................... .45496 .45054 .44619 .44192 .43772 .43360 .42954 .42556 .42164 .41779 
81 .......................................... .47360 .46920 .46487 .46061 .45643 .45231 .44827 .44429 .44038 .43653 
82 .......................................... .49223 .48785 .48355 .47932 .47516 .47106 .46703 .46307 .45916 .45532 
83 .......................................... .51081 .50648 .50221 .49802 .49388 .48982 .48581 .48187 .47799 .47416 
84 .......................................... .52951 .52523 .52101 .51686 .51277 .50874 .50477 .50086 .49701 .49321 
85 .......................................... .54847 .54425 .54009 .53600 .53196 .52798 .52406 .52019 .51638 .51262 
86 .......................................... .56749 .56335 .55926 .55523 .55126 .54734 .54348 .53966 .53591 .53220 
87 .......................................... .58627 .58221 .57820 .57425 .57035 .56650 .56270 .55895 .55526 .55161 
88 .......................................... .60477 .60079 .59688 .59301 .58919 .58542 .58170 .57802 .57439 .57081 
89 .......................................... .62297 .61909 .61527 .61149 .60776 .60408 .60044 .59685 .59330 .58979 
90 .......................................... .64084 .63707 .63335 .62968 .62604 .62246 .61891 .61540 .61194 .60851 
91 .......................................... .65803 .65437 .65076 .64719 .64366 .64017 .63672 .63330 .62993 .62659 
92 .......................................... .67412 .67058 .66707 .66360 .66017 .65678 .65342 .65010 .64682 .64357 
93 .......................................... .68911 .68567 .68227 .67890 .67557 .67227 .66901 .66578 .66258 .65942 
94 .......................................... .70321 .69988 .69657 .69330 .69006 .68686 .68369 .68055 .67744 .67437 
95 .......................................... .71674 .71351 .71031 .70713 .70399 .70088 .69781 .69476 .69174 .68875 
96 .......................................... .72959 .72646 .72335 .72028 .71724 .71422 .71123 .70828 .70534 .70244 
97 .......................................... .74156 .73853 .73552 .73254 .72959 .72666 .72376 .72089 .71804 .71522 
98 .......................................... .75287 .74993 .74702 .74413 .74126 .73842 .73561 .73282 .73006 .72732 
99 .......................................... .76401 .76117 .75834 .75555 .75277 .75002 .74730 .74459 .74191 .73926 
100 ........................................ .77494 .77219 .76946 .76676 .76408 .76142 .75878 .75616 .75357 .75099 
101 ........................................ .78580 .78315 .78052 .77791 .77532 .77275 .77021 .76768 .76517 .76268 
102 ........................................ .79654 .79399 .79146 .78894 .78645 .78397 .78152 .77908 .77666 .77426 
103 ........................................ .80724 .80479 .80236 .79994 .79755 .79517 .79280 .79046 .78813 .78582 
104 ........................................ .81879 .81646 .81413 .81183 .80954 .80726 .80501 .80276 .80054 .79832 
105 ........................................ .83005 .82782 .82560 .82340 .82121 .81904 .81688 .81474 .81260 .81049 
106 ........................................ .84485 .84277 .84071 .83866 .83662 .83459 .83257 .83057 .82857 .82659 
107 ........................................ .86311 .86124 .85937 .85751 .85566 .85382 .85199 .85017 .84835 .84655 
108 ........................................ .89266 .89114 .88963 .88812 .88662 .88513 .88364 .88216 .88068 .87922 
109 ........................................ .94563 .94484 .94405 .94326 .94248 .94170 .94092 .94014 .93937 .93860 

TABLE 90CM—LIFE TABLE APPLICABLE AFTER APRIL 30, 1999 

Age × l(x) Age × l(x) Age × l(x) 

(1) (2) (1) (2) (1) (2) 

0 ............................................ 100000 37 ......................................... 95969 74 ......................................... 62852 
1 ............................................ 99064 38 ......................................... 95780 75 ......................................... 60449 
2 ............................................ 98992 39 ......................................... 95581 76 ......................................... 57955 
3 ............................................ 98944 40 ......................................... 95373 77 ......................................... 55373 
4 ............................................ 98907 41 ......................................... 95156 78 ......................................... 52704 
5 ............................................ 98877 42 ......................................... 94928 79 ......................................... 49943 
6 ............................................ 98850 43 ......................................... 94687 80 ......................................... 47084 
7 ............................................ 98826 44 ......................................... 94431 81 ......................................... 44129 
8 ............................................ 98803 45 ......................................... 94154 82 ......................................... 41091 
9 ............................................ 98783 46 ......................................... 93855 83 ......................................... 37994 
10 .......................................... 98766 47 ......................................... 93528 84 ......................................... 34876 
11 .......................................... 98750 48 ......................................... 93173 85 ......................................... 31770 
12 .......................................... 98734 49 ......................................... 92787 86 ......................................... 28687 
13 .......................................... 98713 50 ......................................... 92370 87 ......................................... 25638 
14 .......................................... 98681 51 ......................................... 91918 88 ......................................... 22658 
15 .......................................... 98635 52 ......................................... 91424 89 ......................................... 19783 
16 .......................................... 98573 53 ......................................... 90885 90 ......................................... 17046 
17 .......................................... 98497 54 ......................................... 90297 91 ......................................... 14466 
18 .......................................... 98409 55 ......................................... 89658 92 ......................................... 12066 
19 .......................................... 98314 56 ......................................... 88965 93 ......................................... 9884 
20 .......................................... 98215 57 ......................................... 88214 94 ......................................... 7951 
21 .......................................... 98113 58 ......................................... 87397 95 ......................................... 6282 
22 .......................................... 98006 59 ......................................... 86506 96 ......................................... 4868 
23 .......................................... 97896 60 ......................................... 85537 97 ......................................... 3694 
24 .......................................... 97784 61 ......................................... 84490 98 ......................................... 2745 
25 .......................................... 97671 62 ......................................... 83368 99 ......................................... 1999 
26 .......................................... 97556 63 ......................................... 82169 100 ....................................... 1424 
27 .......................................... 97441 64 ......................................... 80887 101 ....................................... 991 
28 .......................................... 97322 65 ......................................... 79519 102 ....................................... 672 
29 .......................................... 97199 66 ......................................... 78066 103 ....................................... 443 
30 .......................................... 97070 67 ......................................... 76531 104 ....................................... 284 
31 .......................................... 96934 68 ......................................... 74907 105 ....................................... 175 
32 .......................................... 96791 69 ......................................... 73186 106 ....................................... 105 
33 .......................................... 96642 70 ......................................... 71357 107 ....................................... 60 
34 .......................................... 96485 71 ......................................... 69411 108 ....................................... 33 
35 .......................................... 96322 72 ......................................... 67344 109 ....................................... 17 
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TABLE 90CM—LIFE TABLE APPLICABLE AFTER APRIL 30, 1999—Continued 

Age × l(x) Age × l(x) Age × l(x) 

(1) (2) (1) (2) (1) (2) 

36 .......................................... 96150 73 ......................................... 65154 110 ....................................... 0 

(e) Effective dates. This section ap-
plies after April 30, 1999. 

[T.D. 8540, 59 FR 30152, June 10, 1994, as 
amended by T.D. 8819, 64 FR 23212, Apr. 30, 
1999; T.D. 8886, 65 FR 36929, June 12, 2000] 

§ 20.2031–8 Valuation of certain life in-
surance and annuity contracts; 
valuation of shares in an open-end 
investment company. 

(a) Valuation of certain life insurance 
and annuity contracts. (1) The value of a 
contract for the payment of an annu-
ity, or an insurance policy on the life 
of a person other than the decedent, 
issued by a company regularly engaged 
in the selling of contracts of that char-
acter is established through the sale by 
that company of comparable contracts. 
An annuity payable under a combina-
tion annuity contract and life insur-
ance policy on the decedent’s life (e.g., 
a ‘‘retirement income’’ policy with 
death benefit) under which there was 
no insurance element at the time of 
the decedent’s death (see paragraph (d) 
of § 20.2039–1) is treated like a contract 
for the payment of an annuity for pur-
poses of this section. 

(2) As valuation of an insurance pol-
icy through sale of comparable con-
tracts is not readily ascertainable 
when, at the date of the decedent’s 
death, the contract has been in force 
for some time and further premium 
payments are to be made, the value 
may be approximated by adding to the 
interpolated terminal reserve at the 
date of the decedent’s death the pro-
portionate part of the gross premium 
last paid before the date of the dece-
dent’s death which covers the period 
extending beyond that date. If, how-
ever, because of the unusual nature of 
the contract such an approximation is 
not reasonably close to the full value 
of the contract, this method may not 
be used. 

(3) The application of this section 
may be illustrated by the following ex-
amples. In each case involving an in-

surance contract, it is assumed that 
there are no accrued dividends or out-
standing indebtedness on the contract. 

Example (1). X purchased from a life insur-
ance company a joint and survivor annuity 
contract under the terms of which X was to 
receive payments of $1,200 annually for his 
life and, upon X’s death, his wife was to re-
ceive payments of $1,200 annually for her life. 
Five years after such purchase, when his wife 
was 50 years of age, X died. The value of the 
annuity contract at the date of X’s death is 
the amount which the company would 
charge for an annuity providing for the pay-
ment of $1,200 annually for the life of a fe-
male 50 years of age. 

Example (2). Y died holding the incidents of 
ownership in a life insurance policy on the 
life of his wife. The policy was one on which 
no further payments were to be made to the 
company (e.g., a single premium policy or a 
paid-up policy). The value of the insurance 
policy at the date of Y’s death is the amount 
which the company would charge for a single 
premium contract of the same specified 
amount on the life of a person of the age of 
the insured. 

Example (3). Z died holding the incidents of 
ownership in a life insurance policy on the 
life of his wife. The policy was an ordinary 
life policy issued nine years and four months 
prior to Z’s death and at a time when Z’s 
wife was 35 years of age. The gross annual 
premium is $2,811 and the decedent died four 
months after the last premium due date. The 
value of the insurance policy at the date of 
Z’s death is computed as follows: 
Terminal reserve at end of tenth year ................. $14,601.00 
Terminal reserve at end of ninth year ................. 12,965.00 

Increase .................................................... 1,636.00 

One-third of such increase (Z having died four 
months following the last preceding premium 
date) is ............................................................. 545.33 

Terminal reserve at end of ninth year ................. 12,965.00 

Interpolated terminal reserve at date of Z’s 
death ................................................................ 13,510.33 

Two-thirds of gross premium (2⁄3×$2,811) .......... 1,874.00 

Value of the insurance policy ................... 15,384.33 

(b) Valuation of shares in an open-end 
investment company. (1) The fair market 
value of a share in an open-end invest-
ment company (commonly known as a 
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‘‘mutual fund’’) is the public redemp-
tion price of a share. In the absence of 
an affirmative showing of the public re-
demption price in effect at the time of 
death, the last public redemption price 
quoted by the company for the date of 
death shall be presumed to be the ap-
plicable public redemption price. If the 
alternate valuation method under 2032 
is elected, the last public redemption 
price quoted by the company for the al-
ternate valuation date shall be the ap-
plicable redemption price. If there is no 
public redemption price quoted by the 
company for the applicable valuation 
date (e.g., the valuation date is a Sat-
urday, Sunday, or holiday), the fair 
market value of the mutual fund share 
is the last public redemption price 
quoted by the company for the first 
day preceding the applicable valuation 
date for which there is a quotation. In 
any case where a dividend is declared 
on a share in an open-end investment 
company before the decedent’s death 
but payable to shareholders of record 
on a date after his death and the share 
is quoted ‘‘exdividend’’ on the date of 
the decedent’s death, the amount of 
the dividend is added to the ex-divi-
dend quotation in determining the fair 
market value of the share as of the 
date of the decedent’s death. As used in 
this paragraph, the term ‘‘open-end in-
vestment company’’ includes only a 
company which on the applicable valu-
ation date was engaged in offering its 
shares to the public in the capacity of 
an open-end investment company. 

(2) The provisions of this paragraph 
shall apply with respect to estates of 
decedents dying after August 16, 1954. 

[T.D. 6680, 28 FR 10872, Oct. 10, 1963, as 
amended by T.D. 7319, 39 FR 26723, July 23, 
1974] 

§ 20.2031–9 Valuation of other prop-
erty. 

The valuation of any property not 
specifically described in §§ 20.2031–2 to 
20.2031–8 is made in accordance with 
the general principles set forth in 
§ 20.2031–1. For example, a future inter-
est in property not subject to valuation 
in accordance with the actuarial prin-
ciples set forth in § 20.2031–7 is to be 
valued in accordance with the general 
principles set forth in § 20.2031–1. 

§ 20.2032–1 Alternate valuation. 
(a) In general. In general, section 2032 

provides for the valuation of a dece-
dent’s gross estate at a date other than 
the date of the decedent’s death. More 
specifically, if an executor elects the 
alternate valuation method under sec-
tion 2032, the property included in the 
decedent’s gross estate on the date of 
his death is valued as of whichever of 
the following dates is applicable: 

(1) Any property distributed, sold, ex-
changed, or otherwise disposed of with-
in 6 months (1 year, if the decedent 
died on or before December 31, 1970) 
after the decedent’s death is valued as 
of the date on which it is first distrib-
uted, sold, exchanged, or otherwise dis-
posed of; 

(2) Any property not distributed, 
sold, exchanged, or otherwise disposed 
of within 6 months (1 year, if the dece-
dent died on or before December 31, 
1970) after the decedent’s death is val-
ued as of the date 6 months (1 year, if 
the decedent died on or before Decem-
ber 31, 1970) after the date of the dece-
dent’s death; 

(3) Any property, interest, or estate 
which is affected by mere lapse of time 
is valued as of the date of the dece-
dent’s death, but adjusted for any dif-
ference in its value not due to mere 
lapse of time as of the date 6 months (1 
year, if the decedent died on or before 
December 31, 1970) after the decedent’s 
death, or as of the date of its distribu-
tion, sale, exchange, or other disposi-
tion, whichever date first occurs. 

(b) Method and effect of election—(1) In 
general. The election to use the alter-
nate valuation method is made on the 
return of tax imposed by section 2001. 
For purposes of this paragraph (b), the 
term return of tax imposed by section 
2001 means the last estate tax return 
filed by the executor on or before the 
due date of the return (including exten-
sions of time to file actually granted) 
or, if a timely return is not filed, the 
first estate tax return filed by the ex-
ecutor after the due date, provided the 
return is filed no later than 1 year 
after the due date (including exten-
sions of time to file actually granted). 
Once the election is made, it is irrev-
ocable, provided that an election may 
be revoked on a subsequent return filed 
on or before the due date of the return 
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(including extensions of time to file ac-
tually granted). The election may be 
made only if it will decrease both the 
value of the gross estate and the sum 
(reduced by allowable credits) of the 
estate tax and the generation-skipping 
transfer tax payable by reason of the 
decedent’s death with respect to the 
property includible in the decedent’s 
gross estate. If the election is made, 
the alternate valuation method applies 
to all property included in the gross es-
tate and cannot be applied to only a 
portion of the property. 

(2) Protective election. If, based on the 
return of tax as filed, use of the alter-
nate valuation method would not re-
sult in a decrease in both the value of 
the gross estate and the sum (reduced 
by allowable credits) of the estate tax 
and the generation-skipping transfer 
tax liability payable by reason of the 
decedent’s death with respect to the 
property includible in the decedent’s 
gross estate, a protective election may 
be made to use the alternate valuation 
method if it is subsequently deter-
mined that such a decrease would 
occur. A protective election is made on 
the return of tax imposed by section 
2001. The protective election is irrev-
ocable as of the due date of the return 
(including extensions of time actually 
granted). The protective election be-
comes effective on the date on which it 
is determined that use of the alternate 
valuation method would result in a de-
crease in both the value of the gross es-
tate and in the sum (reduced by allow-
able credits) of the estate tax and gen-
eration-skipping transfer tax liability 
payable by reason of the decedent’s 
death with respect to the property in-
cludible in the decedent’s gross estate. 

(3) Requests for extension of time to 
make the election. A request for an ex-
tension of time to make the election or 
protective election pursuant to 
§§ 301.9100–1 and 301.9100–3 of this chap-
ter will not be granted unless the re-
turn of tax imposed by section 2001 is 
filed no later than 1 year after the due 
date of the return (including exten-
sions of time actually granted). 

(c) Meaning of ‘‘distributed, sold, ex-
changed, or otherwise disposed of’’. (1) 
The phrase ‘‘distributed, sold, ex-
changed, or otherwise disposed of’’ 
comprehends all possible ways by 

which property ceases to form a part of 
the gross estate. For example, money 
on hand at the date of the decedent’s 
death which is thereafter used in the 
payment of funeral expenses, or which 
is thereafter invested, falls within the 
term ‘‘otherwise disposed of.’’ The 
term also includes the surrender of a 
stock certificate for corporate assets in 
complete or partial liquidation of a 
corporation pursuant to section 331. 
The term does not, however, extend to 
transactions which are mere changes in 
form. Thus, it does not include a trans-
fer of assets to a corporation in ex-
change for its stock in a transaction 
with respect to which no gain or loss 
would be recognizable for income tax 
purposes under section 351. Nor does it 
include an exchange of stock or securi-
ties in a corporation for stock or secu-
rities in the same corporation or an-
other corporation in a transaction, 
such as a merger, recapitalization, re-
organization or other transaction de-
scribed in section 368 (a) or 355, with re-
spect to which no gain or loss is rec-
ognizable for income tax purposes 
under section 354 or 355. 

(2) Property may be ‘‘distributed’’ ei-
ther by the executor, or by a trustee of 
property included in the gross estate 
under section 2035 through 2038, or sec-
tion 2041. Property is considered as 
‘‘distributed’’ upon the first to occur of 
the following: 

(i) The entry of an order or decree of 
distribution, if the order or decree sub-
sequently becomes final; 

(ii) The segregation or separation of 
the property from the estate or trust so 
that it becomes unqualifiedly subject 
to the demand or disposition of the dis-
tributee; or 

(iii) The actual paying over or deliv-
ery of the property to the distributee. 

(3) Property may be ‘‘sold, ex-
changed, or otherwise disposed of’’ by: 

(i) The executor; 
(ii) A trustee or other donee to whom 

the decedent during his lifetime trans-
ferred property included in his gross es-
tate under sections 2035 through 2038, 
or section 2041; 

(iii) An heir or devisee to whom title 
to property passes directly under local 
law; 

(iv) A surviving joint tenant or ten-
ant by the entirety; or 
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(v) Any other person. 
If a binding contract for the sale, ex-
change, or other disposition of prop-
erty is entered into, the property is 
considered as sold, exchanged, or other-
wise disposed of on the effective date of 
the contract, unless the contract is not 
subsequently carried out substantially 
in accordance with its terms. The ef-
fective date of a contract is normally 
the date it is entered into (and not the 
date it is consummated, or the date 
legal title to the property passes) un-
less the contract specifies a different 
effective date. 

(d) ‘‘Included property’’ and ‘‘excluded 
property’’. If the executor elects the al-
ternate valuation method under sec-
tion 2432, all property interests exist-
ing at the date of decedent’s death 
which form a part of his gross estate as 
determined under sections 2033 through 
2044 are valued in accordance with the 
provisions of this section. Such prop-
erty interests are referred to in this 
section as ‘‘included property’’. Fur-
thermore, such property interests re-
main ‘‘included property’’ for the pur-
pose of valuing the gross estate under 
the alternate valuation method even 
though they change in form during the 
alternate valuation period by being ac-
tually received, or disposed of, in whole 
or in part, by the estate. On the other 
hand, property earned or accrued 
(whether received or not) after the date 
of the decedent’s death and during the 
alternate valuation period with respect 
to any property interest existing at the 
date of the decedent’s death, which 
does not represent a form of ‘‘included 
property’’ itself or the receipt of ‘‘in-
cluded property’’ is excluded in valuing 
the gross estate under the alternate 
valuation method. Such property is re-
ferred to in this section as ‘‘excluded 
property’’. Illustrations of ‘‘included 
property’’ and ‘‘excluded property’’ are 
contained in the subparagraphs (1) to 
(4) of this paragraph: 

(1) Interest-bearing obligations. Inter-
est-bearing obligations, such as bonds 
or notes, may comprise two elements 
of ‘‘included property’’ at the date of 
the decedent’s death, namely, (i) the 
principal of the obligation itself, and 
(ii) interest accrued to the date of 
death. Each of these elements is to be 
separately valued as of the applicable 

valuation date. Interest accrued after 
the date of death and before the subse-
quent valuation date constitutes ‘‘ex-
cluded property’’. However, any part 
payment or principal made between the 
date of death and the subsequent valu-
ation date, or any advance payment of 
interest for a period after the subse-
quent valuation date made during the 
alternate valuation period which has 
the effect of reducing the value of the 
principal obligation as of the subse-
quent valuation date, will be included 
in the gross estate, and valued as of the 
date of such payment. 

(2) Leased property. The principles set 
forth in subparagraph (1) of this para-
graph with respect to interest- bearing 
obligations also apply to leased realty 
or personalty which is included in the 
gross estate and with respect to which 
an obligation to pay rent has been re-
served. Both the realty or personalty 
itself and the rents accrued to the date 
of death constitute ‘‘included prop-
erty’’, and each is to be separately val-
ued as of the applicable valuation date. 
Any rent accrued after the date of 
death and before the subsequent valu-
ation date is ‘‘excluded property’’. 
Similarly, the principle applicable with 
respect to interest paid in advance is 
equally applicable with respect to ad-
vance payments of rent. 

(3) Noninterest-bearing obligations. In 
the case of noninterest-bearing obliga-
tions sold at a discount, such as sav-
ings bonds, the principal obligation and 
the discount amortized to the date of 
death are property interests existing at 
the date of death and constitute ‘‘in-
cluded property’’. The obligation itself 
is to be valued at the subsequent valu-
ation date without regard to any fur-
ther increase in value due to amortized 
discount. The additional discount am-
ortized after death and during the al-
ternate valuation period is the equiva-
lent of interest accruing during that 
period and is, therefore, not to be in-
cluded in the gross estate under the al-
ternate valuation method. 

(4) Stock of a corporation. Shares of 
stock in a corporation and dividends 
declared to stockholders of record on 
or before the date of the decedent’s 
death and not collected at the date of 
death constitute ‘‘included property’’ 
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of the estate. On the other hand, ordi-
nary dividends out of earnings and 
profits (whether in cash, shares of the 
corporation, or other property) de-
clared to stockholders of record after 
the date of the decedent’s death are 
‘‘excluded property’’ and are not to be 
valued under the alternate valuation 
method. If, however, dividends are de-
clared to stockholders of record after 
the date of the decedent’s death with 
the effect that the shares of stock at 
the subsequent valuation date do not 
reasonably represent the same ‘‘in-
cluded property’’ of the gross estate as 
existed at the date of the decedent’s 
death, the dividends are ‘‘included 
property’’, except to the extent that 
they are out of earnings of the corpora-
tion after the date of the decedent’s 
death. For example, if a corporation 
makes a distribution in partial liquida-
tion to stockholders of record during 
the alternate valuation period which is 
not accompanied by a surrender of a 
stock certificate for cancellation, the 
amount of the distribution received on 

stock included in the gross estate is 
itself ‘‘included property’’, except to 
the extent that the distribution was 
out of earnings and profits since the 
date of the decedent’s death. Similarly, 
if a corporation, in which the decedent 
owned a substantial interest and which 
possessed at the date of the decedent’s 
death accumulated earnings and profits 
equal to its paid-in capital, distributed 
all of its accumulated earnings and 
profits as a cash dividend to share-
holders of record during the alternate 
valuation period, the amount of the 
dividends received on stock includible 
in the gross estate will be included in 
the gross estate under the alternate 
valuation method. Likewise, a stock 
dividend distributed under such cir-
cumstances is ‘‘included property’’. 

(e) Illustrations of ‘‘included property’’ 
and ‘‘excluded property’’. The applica-
tion of paragraph (d) of this section 
may be further illustrated by the fol-
lowing example in which it is assumed 
that the decedent died on January 1, 
1955: 

Description Subsequent 
valuation date 

Alternate 
value 

Value at 
date of 
death 

Bond, par value $1,000, bearing interest at 4 percent payable quarterly on Feb. 1, 
May 1, Aug. 1, and Nov. 1. Bond distributed to legatee on Mar. 1, 1955.

Mar. 1, 1955 $1,000.00 $1,000.00 

Interest coupon of $10 attached to bond and not cashed at date of death although due 
and payable Nov. 1, 1954. Cashed by executor on Feb. 1, 1955.

Feb. 1, 1955 10.00 10.00 

Interest accrued from Nov. 1, 1954, to Jan. 1, 1955, collected on Feb. 1, 1955 ............ Feb. 1, 1955 6.67 6.67 
Real estate, not disposed of within year following death. Rent of $300 due at the end 

of each quarter, Feb. 1, May 1, Aug. 1, and Nov. 1.
Jan. 1, 1956 11,000.00 12,000.00 

Rent due for quarter ending Nov. 1, 1954, but not collected until Feb. 1, 1955 ............. Feb. 1, 1955 300.00 300.00 
Rent accrued for November and December 1954, collected on Feb. 1, 1955 ................ Feb. 1, 1955 200.00 200.00 
Common stock, X Corporation, 500 shares, not disposed of within year following dece-

dent’s death.
Jan. 1, 1956 47,500.00 50,000.00 

Dividend of $2 per share declared Dec. 10, 1954, and paid on Jan. 10, 1955, to hold-
ers of record on Dec. 30, 1954.

Jan. 10, 1955 1,000.00 1,000.00 

(f) Mere lapse of time. In order to 
eliminate changes in value due only to 
mere lapse of time, section 2032(a)(3) 
provides that any interest or estate 
‘‘affected by mere lapse of time’’ is in-
cluded in a decedent’s gross estate 
under the alternate valuation method 
at its value as of the date of the dece-
dent’s death, but with adjustment for 
any difference in its value as of the 
subsequent valuation date not due to 
mere lapse of time. Properties, inter-
ests, or estates which are ‘‘affected by 
mere lapse of time’’ include patents, 
estates for the life of a person other 
than the decedent, remainders, rever-

sions, and other like properties, inter-
ests, or estates. The phrase ‘‘affected 
by mere lapse of time’’ has no reference 
to obligations for the payment of 
money, whether or not interest-bear-
ing, the value of which changes with 
the passing of time. However, such an 
obligation, like any other property, 
may become affected by lapse of time 
when made the subject of a bequest or 
transfer which itself is creative of an 
interest or estate so affected. The ap-
plication of this paragraph is illus-
trated in subparagraphs (1) and (2) of 
this paragraph: 
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(1) Life estates, remainders, and similar 
interests. The values of life estates, re-
mainders, and similar interests are to 
be obtained by applying the methods 
prescribed in § 20.2031–7, using (i) the 
age of each person, the duration of 
whose life may affect the value of the 
interest, as of the date of the dece-
dent’s death, and (ii) the value of the 
property as of the alternate date. For 
example, assume that the decedent or 
his estate was entitled to receive prop-
erty upon the death of his elder brother 
who was entitled to receive the income 
therefrom for life. At the date of the 
decedent’s death, the property was 
worth $50,000 and the elder brother was 
31 years old. The value of the dece-
dent’s remainder interest at the date of 
the decedent’s death would, as ex-
plained in § 20.2031–7A(d)(4), be $2,373 
($50,000×.04746). If, because of economic 
conditions, the property declined in 
value and was worth only $40,000 6 
months after the date of the decedent’s 
death, the value of the remainder in-
terest would be $1,898.40 ($40,000×.04746), 
even though the elder brother may be 
32 years old on the alternate date. 

(2) Patents. To illustrate the alter-
nate valuation of a patent, assume that 
the decedent owned a patent which, on 
the date of the decedent’s death, had 
an unexpired term of ten years and a 
value of $78,000. Six months after the 
date of the decedent’s death, the patent 
was sold, because of lapse of time and 
other causes, for $60,000. The alternate 
value thereof would be obtained by di-
viding $60,000 by 0.95 (ratio of the re-
maining life of the patent at the alter-
nate date to the remaining life of the 
patent at the date of the decedent’s 
death), and would, therefore, be 
$63,157.89. 

(g) Effect of election on deductions. If 
the executor elects the alternate valu-
ation method under section 2032, any 
deduction for administration expenses 
under section 2053(b) (pertaining to 
property not subject to claims) or 
losses under section 2054 (or section 
2106(a)(1), relating to estates of non-
residents not citizens) is allowed only 
to the extent that it is not otherwise in 
effect allowed in determining the value 
of the gross estate. Furthermore, the 
amount of any charitable deduction 
under section 2055 (or section 2106(a)(2), 

relating to the estates of nonresidents 
not citizens) or the amount of any mar-
ital deduction under section 2056 is de-
termined by the value of the property 
with respect to which the deduction is 
allowed as of the date of the decedent’s 
death, adjusted, however, for any dif-
ference in its value as of the date 6 
months (1 year, if the decedent died on 
or before December 31, 1970) after 
death, or as of the date of its distribu-
tion, sale, exchange, or other disposi-
tion, whichever first occurs. However, 
no such adjustment may take into ac-
count any difference in value due to 
lapse of time or to the occurrence or 
nonoccurrence of a contingency. 

(h) Effective date. Paragraph (b) of 
this section is applicable to decedents 
dying on or after January 4, 2005. How-
ever, pursuant to section 7805(b)(7), 
taxpayers may elect to apply para-
graph (b) of this section retroactively 
if the period of limitations for filing a 
claim for a credit or refund of Federal 
estate or generation-skipping transfer 
tax under section 6511 has not expired. 

[T.D. 6296, 23 FR 4529, June 24, 1958, as 
amended by T.D. 7238, 37 FR 28718, Dec. 29, 
1972; T.D. 7955, 49 FR 19995, May 11, 1984; T.D. 
8540, 59 FR 30103, June 10, 1994; T.D. 8819, 64 
FR 23229, Apr. 30, 1999; T.D. 9172, 70 FR 296, 
Jan. 4, 2005] 

§ 20.2032A–3 Material participation re-
quirements for valuation of certain 
farm and closely-held business real 
property. 

(a) In general. Under section 2032A, an 
executor may, for estate tax purposes, 
make a special election concerning 
valuation of qualified real property (as 
defined in section 2032A(b)) used as a 
farm for farming purposes or in an-
other trade or business. If this election 
is made, the property will be valued on 
the basis of its value for its qualified 
use in farming or the other trade or 
business, rather than its fair market 
value determined on the basis of high-
est and best use (irrespective of wheth-
er its highest and best use is the use in 
farming or other business). For the spe-
cial valuation rules of section 2032A to 
apply, the deceased owner and/or a 
member of the owner’s family (as de-
fined in section 2032A (e) (2)) must ma-
terially participate in the operation of 
the farm or other business. Whether 
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the required material participation oc-
curs is a factual determination, and 
the types of activities and financial 
risks which will support such a finding 
will vary with the mode of ownership 
of both the property itself and of any 
business in which it is used. Passively 
collecting rents, salaries, draws, divi-
dends, or other income from the farm 
or other business is not sufficient for 
material participation, nor is merely 
advancing capital and reviewing a crop 
plan or other business proposal and fi-
nancial reports each season or business 
year. 

(b) Types of qualified property—(1) In 
general. Real property valued under 
section 2032A must pass from the 
decendent to a qualified heir or be ac-
quired from the decedent by a qualified 
heir. The real property may be owned 
directly or may be owned indirectly 
through ownership of an interest in a 
corporation, a partnership, or a trust. 
Where the ownership is indirect, how-
ever, the decedent’s interest in the 
business must, in addition to meeting 
the tests for qualification under sec-
tion 2032A, qualify under the tests of 
section 6166 (b) (1) as an interest in a 
closely-held business on the date of the 
decedent’s death and for sufficient 
other time (combined with periods of 
direct ownership) to equal at least 5 
years of the 8 year period preceding the 
death. All specially valued property 
must be used in a trade or business. Di-
rectly owned real property that is 
leased by a decedent to a separate 
closely held business is considered to 
be qualified real property, but only if 
the separate business qualifies as a 
closely held business under section 6166 
(b) (1) with respect to the decedent on 
the date of his or her death and for suf-
ficient other time (combined with peri-
ods during which the property was op-
erated as a proprietorship) to equal at 
least 5 years of the 8 year period pre-
ceding the death. For example, real 
property owned by the decedent and 
leased to a farming corporation or 
partnership owned and operated en-
tirely by the decedent and fewer than 
15 members of the decedent’s family is 
eligible for special use valuation. 
Under section 2032A, the term trade or 
business applies only to an active busi-
ness such as a manufacturing, mer-

cantile, or service enterprise, or to the 
raising of agricultural or horticultural 
commodities, as distinguished from 
passive investment activities. The 
mere passive rental of property to a 
party other than a member of the dece-
dent’s family will not qualify. The de-
cedent or a member of the decedent’s 
family must own an equity interest in 
the farm operation. A trade or business 
is not necessarily present even though 
an office and regular hours are main-
tained for management of income pro-
ducing assets, as the term ‘‘business’’ 
is not as broad under section 2032A as 
under section 162. Additionally, no 
trade or business is present in the case 
of activities not engaged in for profit. 
See section 183. 

(2) Structures and other real property 
improvements. Qualified real property 
includes residential buildings and other 
structures and real property improve-
ments occupied or used on a regular 
basis by the owner or lessee of real 
property (or by employees of the owner 
or lessee) for the purpose of operating 
the farm or other closely held business. 
A farm residence occupied by the dece-
dent owner of the specially valued 
property is considered to be occupied 
for the purpose of operating the farm 
even though a family member (not the 
decedent) was the person materially 
participating in the operation of the 
farm as required under section 2032A 
(b) (1) (C). 

(c) Period material participation must 
last. The required participation must 
last— 

(1) For periods totalling 5 years or 
more during the 8 years immediately 
preceding the date of the decedent’s 
death; and 

(2) For periods totalling 5 years or 
more during any 8 year period ending 
after the date of the decedent’s death 
(up to a maximum of 15 years after de-
cedent’s death, when the additional es-
tate tax provisions of section 2032A(c) 
cease to apply). 
In determining whether the material 
participation requirement is satisfied, 
no exception is made for periods during 
which real property is held by the dece-
dent’s estate. Additionally, contem-
poraneous material participation by 2 
or more family members during a pe-
riod totalling a year will not result in 
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that year being counted as 2 or more 
years for purposes of satisfying the re-
quirements of this paragraph (c). Death 
of a qualified heir (as defined in section 
2032A(e)(1)) before the requisite time 
has passed ends any material participa-
tion requirement for that heir’s por-
tion of the property as to the origninal 
decedent’s estate if the heir received a 
separate, joint or other undivided prop-
erty interest from the decedent. If 
qualified heirs receive successive inter-
ests in specially valued property (e.g. 
life estate and remainder interests) 
from the decedent, the material par-
ticipation requirement does not end 
with respect to any part of the prop-
erty until the death of the last quali-
fied heir (or, if earlier, the expiration 
of 15 years from the date of the dece-
dent’s death). The requirements of sec-
tion 2032A will fully apply to an heir’s 
estate if an election under this section 
is made for the same property by the 
heir’s executor. In general, to deter-
mine whether the required participa-
tion has occurred, brief periods (e.g., 
periods of 30 days or less) during which 
there was no material participation 
may be disregarded. This is so only if 
these periods were both preceded and 
followed by substantial periods (e.g. pe-
riods of more than 120 days) in which 
there was uninterrupted material par-
ticipation. See paragraph (e)(1) of this 
section which provides a special rule 
for periods when little or no activity is 
necessary to manage fully a farm. 

(d) Period property must be owned by 
decedent and family members. Only real 
property which is actually owned by 
any combination of the decedent, mem-
bers of the decedent’s family, and 
qualified closely held businesses for pe-
riods totalling at least 5 of the 8 years 
preceding the date of decedent’s death 
may be valued under section 2032A. For 
example, replacement property ac-
quired in like-kind exchange under sec-
tion 1031 is considered to be owned only 
from the date on which the replace-
ment property is actually acquired. On 
the other hand, replacement property 
acquired as a result of an involuntary 
conversion in a transfer that would 
meet the requirements of section 
2032A(h) if it occurred after the date of 
the decedent’s death is considered to 
have been owned from the date in 

which the involuntarily converted 
property was acquired. Property trans-
ferred from a proprietorship to a cor-
poration or a partnership during the 8- 
year period ending on the date of the 
decedent’s death is considered to be 
continuously owned to the extent of 
the decedent’s equity interest in the 
corporation or partnership if, (1) the 
transfer meets the requirements of sec-
tion 351 or 721, respectively, and (2) the 
decedent’s interest in the corporation 
or partnership meets the requirements 
for indirectly held property contained 
in paragraph (b)(1) of this section. 
Likewise, property transferred to a 
trust is considered to be continuously 
owned if the beneficial ownership of 
the trust property is such that the re-
quirements of section 6166(b)(1)(C) 
would be so satisfied if the property 
were owned by a corporation and all 
beneficiaries having vested interests in 
the trust were shareholders in the cor-
poration. Any periods following the 
transfer during which the interest in 
the corporation, partnership, or trust 
does not meet the requirements of sec-
tion 6166(b)(1) may not be counted for 
purposes of satisfying the ownership 
requirements of this paragraph (d). 

(e) Required activities—(1) In general. 
Actual employment of the decedent (or 
of a member of the decedent’s family) 
on a substantially full-time basis (35 
hours a week or more) or to any lesser 
extent necessay personally to manage 
fully the farm or business in which the 
real property to be valued under sec-
tion 2032A is used constitutes material 
participation. For example, many 
farming operations require only sea-
sonal activity. Material participation 
is present as long as all necessary func-
tions are performed even though little 
or no actual activity occurs during 
nonproducing seasons. In the absence 
of this direct involvement in the farm 
or other business, the activities of ei-
ther the decedent or family members 
must meet the standards prescribed in 
this paragraph and those prescribed in 
the regulations issued under section 
1402(a)(1). Therefore, if the participant 
(or participants) is self-employed with 
respect to the farm or other trade or 
business, his or her income from the 
farm or other business must be earned 
income for purposes of the tax on self- 
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employment income before the partici-
pant is considered to be materially par-
ticipating under section 2032A. Pay-
ment of the self-employment tax is not 
conclusive as to the presence of mate-
rial participation. If no self-employ-
ment taxes have been paid, however, 
material participation is presumed not 
to have occurred unless the executor 
demonstrates to the satisfaction of the 
Internal Revenue Service that material 
participation did in fact occur and in-
forms the Service of the reason no such 
tax was paid. In addition, all such 
taxes (including interest and penalties) 
determined to be due must be paid. In 
determining whether the material par-
ticipation requirement is satisfied, the 
activities of each participant are 
viewed separately from the activities 
of all other participants, and at any 
given time, the activities of at least 
one participant must be material. If 
the involvement is less than full-time, 
it must be pursuant to an arrangement 
providing for actual participation in 
the production or management of pro-
duction where the land is used by any 
nonfamily member, or any trust or 
business entity, in farming or another 
business. The arrangement may be oral 
or written, but must be formalized in 
some manner capable of proof. Activi-
ties not contemplated by the arrange-
ment will not support a finding of ma-
terial participation under section 
2032A, and activities of any agent or 
employee other than a family member 
may not be considered in determining 
the presence of material participation. 
Activities of family members are con-
sidered only if the family relationship 
existed at the time the activities oc-
curred. 

(2) Factors considered. No single factor 
is determinative of the presence of ma-
terial participation, but physical work 
and participation in management deci-
sions are the principal factors to be 
considered. As a minimum, the dece-
dent and/or a family member must reg-
ularly advise or consult with the other 
managing party on the operation of the 
business. While they need not make all 
final management decisions alone, the 
decedent and/or family members must 
participate in making a substantial 
number of these decisions. Addition-
ally, production activities on the land 

should be inspected regularly by the 
family participant, and funds should be 
advanced and financial responsibility 
assumed for a substantial portion of 
the expense involved in the operation 
of the farm or other business in which 
the real property is used. In the case of 
a farm, the furnishing by the owner or 
other family members of a substantial 
portion of the machinery, implements, 
and livestock used in the production 
activities is an important factor to 
consider in finding material participa-
tion. With farms, hotels, or apartment 
buildings, the operation of which quali-
fies as a trade or business, the partici-
pating decedent or heir’s maintaining 
his or her principal place of residence 
on the premises is a factor to consider 
in determining whether the overall 
participation is material. Retention of 
a professional farm manager will not 
by itself prevent satisfaction of the 
material participation requirement by 
the decedent and family members. 
However, the decedent and/or a family 
member must personally materially 
participate under the terms of arrange-
ment with the professional farm man-
ager to satisfy this requirement. 

(f) Special rules for corporations, part-
nerships, and trusts—(1) Required ar-
rangement. With indirectly owned prop-
erty as with property that is directly 
owned, there must be an arrangement 
calling for material participation in 
the business by the decedent owner or 
a family member. Where the real prop-
erty is indirectly owned, however, even 
full-time involvement must be pursu-
ant to an arrangement between the en-
tity and the decedent or family mem-
ber specifying the services to be per-
formed. Holding an office in which cer-
tain material functions are inherent 
may constitute the necessary arrange-
ment for material participation. Where 
property is owned by a trust, the ar-
rangement will generally be found in 
one or more of four situations. First, 
the arrangement may result from ap-
pointment as a trustee. Second, the ar-
rangement may result from an em-
ployer-employee relationship in which 
the participant is employed by a quali-
fied closely held business owned by the 
trust in a position requiring his or her 
material participation in its activities. 
Third, the participants may enter into 
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a contract with the trustees to man-
age, or take part in managing, the real 
property for the trust. Fourth, where 
the trust agreement expressly grants 
the management rights to the bene-
ficial owner, that grant is sufficient to 
constitute the arrangement required 
under this section. 

(2) Required activities. The same par-
ticipation standards apply under sec-
tion 2032A where property is owned by 
a qualified closely held business as 
where the property is directly owned. 
In the case of a corporation, a partner-
ship, or a trust where the participating 
decedent and/or family members are 
employees and thereby not subject to 
self-employment income taxes, they 
are to be viewed as if they were self- 
employed, and their activities must be 
activities that would subject them to 
self-employment income taxes were 
they so. Where property is owned by a 
corporation, a partnership or a trust, 
participation in the management and 
operation of the real property itself as 
a component of the closely held busi-
ness is the determinative factor. Nomi-
nally holding positions as a corporate 
officer or director and receiving a sal-
ary therefrom or merely being listed as 
a partner and sharing in profits and 
losses will not alone support a finding 
of material participation. This is so 
even though, as partners, the partici-
pants pay self-employment income 
taxes on their distributive shares of 
partnership earnings under § 1.1402(a)–2. 
Further, it is especially true for cor-
porate directors in states where the 
board of directors need not be an ac-
tively functioning entity or need only 
act informally. Corporate offices held 
by an owner are, however, factors to be 
considered with all other relevant facts 
in judging the degree of participation. 
When real property is directly owned 
and is leased to a corporation or part-
nership in which the decedent owns an 
interest which qualified as an interest 
in a trade or business within the mean-
ing of section 6166(b)(1), the presence of 
material participation is determined 
by looking at the activities of the par-
ticipant with regard to the property in 
whatever capacity rendered. During 
any periods when qualified real prop-
erty is held by an estate, material par-
ticipation is to be determined in the 

same manner as if the property were 
owned by a trust. 

(g) Examples. The rules for deter-
mining material participation may be 
illustrated by the following examples. 
Additional illustrations may be found 
in examples (1) through (6) in 
§ 1.1402(a)–4. 

Example (1). A, the decedent, actively oper-
ated his 100-acre farm on a full-time basis for 
20 years. He then leased it to B for the 10 
years immediately preceding his death. By 
the terms of the lease, A was to consult with 
B on where crops were to be planted, to su-
pervise marketing of the crop, and to share 
equally with B in expenses and earnings. A 
was present on the farm each spring for con-
sultation; however, once planting was com-
pleted, he left for his retirement cottage 
where he remained until late summer, at 
which time he returned to the farm to super-
vise the marketing operation. A at all times 
maintained the farm home in which he had 
lived for the time he had owned the farm and 
lived there when at the farm. In light of his 
activities, assumption of risks, and valuable 
knowledge of proper techniques for the par-
ticular land gained over 20 years of full-time 
farming on the land involved, A is deemed to 
have materially participated in the farming 
business. 

Example (2). D is the 70-year old widow of 
farmer C. She lives on a farm for which spe-
cial valuation has been elected and has lived 
there for 20 years. D leases the land to E 
under an arrangement calling for her partici-
pation in the operation of the farm. D annu-
ally raises a vegetable garden, chickens, and 
hogs. She also inspects the tobacco fields 
(which produce approximately 50 percent of 
farm income) weekly and informs E if she 
finds any work that needs to be done. D and 
E share expenses and income equally. Other 
decisions such as what fields to plant and 
when to plant and harvest crops are left to E, 
but D does occasionally make suggestions. 
During the harvest season, D prepares and 
serves meals for all temporary farm help. D 
is deemed to participate materially in the 
farm operations based on her farm residence 
and her involvement with the main money 
crop. 

Example (3). Assume that D in example (2) 
moved to a nursing home 1 year after her 
husband’s death. E completely operated the 
farm for her for 6 years following her move. 
If E is not a member of D’s family, material 
participation ceases when D moves; however, 
if E is a member of D’s family, E’s material 
participation will prevent disqualification 
even if D owns the property. Further, upon 
D’s death, the section 2032A valuation could 
be elected for her estate if E were a member 
of her family and the other requirements of 
section 203A were satisfied. 
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Example (4). F, a qualified heir, owned a 
specially valued farm. He contracted with G 
to manage the farm for him as F, a lawyer, 
lived and worked 15 miles away in a nearby 
town. F supplied all machinery and equip-
ment and assumed financial responsiblity for 
the expenses of the farm operation. The con-
tract specified that G was to submit a crop 
plan and a list of expenses and earnings for 
F’s approval. It also called for F to inspect 
the farm regularly and to approve all ex-
penditures over $100. In practice, F visited 
the farm weekly during the growing season 
to inspect and discuss operations. He ac-
tively participated in making important 
management decisions such as what fields to 
plant or pasture and how to utilize the sub-
sidy program. F is deemed to have materi-
ally participated in the farm operation as his 
personal involvement amounted to more 
than managing an investment. Had F not 
regularly inspected the farm and partici-
pated in management decisions, however, he 
would not be considered to be materially 
participating. This would be true even 
though F did assume financial responsibility 
for the operation and did review annual crop 
plans. 

Example (5). Decedent I owned 90 percent of 
all outstanding stock of X Corporation, a 
qualified closely-held business which owns 
real property to be specially valued. I held 
no formal position in the corporation and 
there was no arrangement for him to partici-
pate in daily business operations. I regularly 
spent several hours each day at the cor-
porate offices and made decisions on many 
routine matters. I is not deemed to have ma-
terially participated in the X Corporation 
despite his activity because there was no ar-
rangement requiring him to act in the man-
ner in which he did. 

Example (6). Decedent J was a senior part-
ner in the law firm of X, Y, and Z, which is 
a qualified closely held business owning the 
building in which its offices are located. J 
ceased to practice law actively 5 years before 
his death in 1977; however, he remained a full 
partner and annually received a share of firm 
profits. J is not deemed to have materially 
participated under section 2032A even though 
he still may have reported his distributive 
share of partnership income for self-employ-
ment income tax purposes if the payments 
were not made pursuant to any retirement 
agreement. This is so because J does not 
meet the requirement of actual personal ma-
terial participation. 

Example (7). K, the decedent, owned a tree 
farm. He contracted with L, a professional 
forester, to manage the property for him as 
K, a doctor, lived and worked in a town 50 
miles away. The activities of L are not con-
sidered in determining whether K materially 
participated in the tree farm operation. Dur-
ing the 5 years preceding K’s death, there 
was no need for frequent inspections of the 

property or consultation concerning it, inas-
much as most of the land had been reforested 
and the trees were in the beginning stages of 
their growing cycle. However, once every 
year, L submitted for K’s approval a pro-
posed plan for the management of the prop-
erty over the next year. K actively partici-
pated in making important management de-
cisions, such as where and whether a pre- 
commercial thinning should be conducted, 
whether the timber was adequately pro-
tected from fire and disease, whether fire 
lines needed to be plowed around the new 
trees, and whether boundary lines were prop-
erly maintained around the property. K in-
spected the property at least twice every 
year and assumed financial responsibility for 
the expenses of the tree farm. K also re-
ported his income from the tree farm as 
earned income for purposes of the tax on 
self-employment income. Over a period of 
several years, K had harvested and marketed 
timber from certain tracts of the tree farm 
and had supervised replanting of the areas 
where trees were removed. K’s history of 
harvesting, marketing, and replanting of 
trees showed him to be in the business of 
tree farming rather than merely passively 
investing in timber land. If the history of K’s 
tree farm did not show such an active busi-
ness operation, however, the tree farm would 
not qualify for special use valuation. In light 
of all these facts, K is deemed to have mate-
rially participated in the farm as his per-
sonal involvement amounted to more than 
managing an investment. 

Example (8). Decedent M died on January 1, 
1978, owning a farm for which special use 
valuation under section 2032A has been elect-
ed. M owned the farm real property for 15 
years before his death. During the 4 years 
preceding M’s death (January 1, 1974 through 
December 31, 1977), the farm was rented to N, 
a non-family member, and neither M nor any 
member of his family materially partici-
pated in the farming operation. From Janu-
ary 1, 1970, until December 31, 1973, both M 
and his daughter, O, materially participated 
in the farming operation. The material par-
ticipation requirement of section 
2032A(b)(1)(C)(ii) is not satisfied because ma-
terial participation did not occur for periods 
aggregating at least 5 different years of the 
8 years preceding M’s death. 

[T.D. 7710, 45 FR 50739, July 31, 1980, as 
amended by T.D. 7786, 46 FR 43037, Aug. 26, 
1981] 

§ 20.2032A–4 Method of valuing farm 
real property. 

(a) In general. Unless the executor of 
the decedent’s estate elects otherwise 
under section 2032A(e)(7)(B)(ii) or fails 
to document comparable rented farm 
property meeting the requirements of 
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this section, the value of the property 
which is used for farming purposes and 
which is subject to an election under 
section 2032A is determined by— 

(1) Subtracting the average annual 
state and local real estate taxes on ac-
tual tracts of comparable real property 
in the same locality from the average 
annual gross cash rental for that same 
comparable property, and 

(2) Dividing the result so obtained by 
the average annual effective interest 
rate charged on new Federal land bank 
loans. 

The computation of each average an-
nual amount is to be based on the 5 
most recent calendar years ending be-
fore the date of the decedent’s death. 

(b) Gross cash rental—(1) Generally. 
Gross cash rental is the total amount 
of cash received for the use of actual 
tracts of comparable farm real prop-
erty in the same locality as the prop-
erty being specially valued during the 
period of one calendar year. This 
amount is not diminished by the 
amount of any expenses or liabilities 
associated with the farm operation or 
the lease. See, paragraph (d) of this sec-
tion for a definition of comparable 
property and rules for property on 
which buildings or other improvements 
are located and farms including mul-
tiple property types. Only rentals from 
tracts of comparable farm property 
which are rented solely for an amount 
of cash which is not contingent upon 
production are acceptable for use in 
valuing real property under section 
2032A (e) (7). The rentals considered 
must result from an arm’s-length 
transaction as defined in this section. 
Additionally, rentals received under 
leases which provide for payment sole-
ly in cash are not acceptable as accu-
rate measures of cash rental value if 
involvement by the lessor (or a mem-
ber of the lessor’s family who is other 
than a lessee) in the management or 
operation of the farm to an extent 
which amounts to material participa-
tion under the rules of section 2032A is 
contemplated or actually occurs. In 
general, therefore, rentals for any 
property which qualifies for special use 
valuation cannot be used to compute 
gross cash rentals under this section 
because the total amount received by 

the lessor does not reflect the true cash 
rental value of the real property. 

(2) Special rules—(i) Documentation re-
quired of executor. The executor must 
identify to the Internal Revenue Serv-
ice actual comparable property for all 
specially valued property and cash 
rentals from that property if the dece-
dent’s real property is valued under 
section 2032A(e)(7). If the executor does 
not identify such property and cash 
rentals, all specially valued real prop-
erty must be valued under the rules of 
section 2032A(e)(8) if special use valu-
ation has been elected. See, however, 
§ 20.2032A–8(d) for a special rule for es-
tates electing section 2032A treatment 
on or before August 30, 1980. 

(ii) Arm’s-length transaction required. 
Only those cash rentals which result 
from a lease entered into in an arm’s- 
length transaction are acceptable 
under section 2032A(e)(7). For these 
purposes, lands leased from the Federal 
government, or any state or local gov-
ernment, which are leased for less than 
the amount that would be demanded by 
a private individual leasing for profit 
are not leased in an arm’s-length trans-
action. Additionally, leases between 
family members (as defined in section 
2032A(e)(2)) which do not provide a re-
turn on the property commensurate 
with that received under leases be-
tween unrelated parties in the locality 
are not acceptable under this section. 

(iii) In-kind rents, statements of ap-
praised rental value, and area averages. 
Rents which are paid wholly or partly 
in kind (e.g., crop shares) may not be 
used to determine the value of real 
property under section 2032A(e)(7). 
Likewise, appraisals or other state-
ments regarding rental value as well as 
area-wide averages of rentals (i.e., 
those compiled by the United States 
Department of Agriculture) may not be 
used under section 2032A(e)(7) because 
they are not true measures of the ac-
tual cash rental value of comparable 
property in the same locality as the 
specially valued property. 

(iv) Period for which comparable real 
property must have been rented solely for 
cash. Comparable real property rented 
solely for cash must be identified for 
each of the five calendar years pre-
ceding the year of the decedent’s death 
if section 2032A(e)(7) is used to value 
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the decedent’s real property. Rentals 
from the same tract of comparable 
property need not be used for each of 
these 5 years, however, provided an ac-
tual tract of property meeting the re-
quirements of this section is identified 
for each year. 

(v) Leases under which rental of per-
sonal property is included. No adjust-
ment to the rents actually received by 
the lessor is made for the use of any 
farm equipment or other personal prop-
erty the use of which is included under 
a lease for comparable real property 
unless the lease specifies the amount of 
the total rental attributable to the per-
sonal property and that amount is rea-
sonable under the circumstances. 

(c) State and local real estate taxes. For 
purposes of the farm valuation formula 
under section 2032A(e)(7) state and 
local taxes are taxes which are assessed 
by a state or local government and 
which are allowable deductions under 
section 164. However, only those taxes 
on the comparable real property from 
which cash rentals are determined may 
be used in the formula valuation. 

(d) Comparable real property defined. 
Comparable real property must be situ-
ated in the same locality as the spe-
cially valued property. This require-
ment is not to be viewed in terms of 
mileage or political divisions alone, 
but rather is to be judged according to 
generally accepted real property valu-
ation rules. The determination of prop-
erties which are comparable is a fac-
tual one and must be based on numer-
ous factors, no one of which is deter-
minative. It will, therefore, frequently 
be necessary to value farm property in 
segments where there are different uses 
or land characteristics included in the 
specially valued farm. For example, if 
section 2032A(e)(7) is used, rented prop-
erty on which comparable buildings or 
improvements are located must be 
identified for specially valued property 
on which buildings or other real prop-
erty improvements are located. In 
cases involving multiple areas or land 
characteristics, actual comparable 
property for each segment must be 
used, and the rentals and taxes from all 
such properties combined (using gen-
erally accepted real property valuation 
rules) for use in the valuation formula 
given in this section. However, any pre-

mium or discount resulting from the 
presence of multiple uses or other char-
acteristics in one farm is also to be re-
flected. All factors generally consid-
ered in real estate valuation are to be 
considered in determining com-
parability under section 2032A. While 
not intended as an exclusive list, the 
following factors are among those to be 
considered in determining com-
parability— 

(1) Similarity of soil as determined 
by any objective means, including an 
official soil survey reflected in a soil 
productivity index; 

(2) Whether the crops grown are such 
as would deplete the soil in a similar 
manner; 

(3) The types of soil conservation 
techniques that have been practiced on 
the two properties; 

(4) Whether the two properties are 
subject to flooding; 

(5) The slope of the land; 
(6) In the case of livestock oper-

ations, the carrying capacity of the 
land; 

(7) Where the land is timbered, 
whether the timber is comparable to 
that on the subject property; 

(8) Whether the property as a whole 
is unified or whether it is segmented, 
and where segmented, the availability 
of the means necessary for movement 
among the different segments; 

(9) The number, types, and conditions 
of all buildings and other fixed im-
provements located on the properties 
and their location as it affects efficient 
management and use of property and 
value per se; and 

(10) Availability of, and type of, 
transportation facilities in terms of 
costs and of proximity of the properties 
to local markets. 

(e) Effective interest rate defined—(1) 
Generally. The annual effective interest 
rate on new Federal land bank loans is 
the average billing rate charged on new 
agricultural loans to farmers and 
ranchers in the farm credit district in 
which the real property to be valued 
under section 2032A is located, adjusted 
as provided in paragraph (e)(2) of this 
section. This rate is to be a single rate 
for each district covering the period of 
one calendar year and is to be com-
puted to the nearest one-hundredth of 
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one percent. In the event that the dis-
trict billing rates of interest on such 
new agricultural loans change during a 
year, the rate for that year is to be 
weighted to reflect the portion of the 
year during which each such rate was 
charged. If a district’s billing rate on 
such new agricultural loans varies ac-
cording to the amount of the loan, the 
rate applicable to a loan in an amount 
resulting from dividing the total dollar 
amount of such loans closed during the 
year by the total number of the loans 
closed is to be used under section 
2032A. Applicable rates may be ob-
tained from the district director of in-
ternal revenue. 

(2) Adjustment to billing rate of interest. 
The billing rate of interest determined 
under this paragraph is to be adjusted 
to reflect the increased cost of bor-
rowing resulting from the required pur-
chase of land bank association stock. 
For section 2032A purposes, the rate of 
required stock investment is the aver-
age of the percentages of the face 
amount of new agricultural loans to 
farmers and ranchers required to be in-
vested in such stock by the applicable 
district bank during the year. If this 
percentage changes during a year, the 
average is to be adjusted to reflect the 
period when each percentage require-
ment was effective. The percentage is 
viewed as a reduction in the loan pro-
ceeds actually received from the 
amount upon which interest is charged. 

(3) Example. The determination of the 
effective interest rate for any year may 
be illustrated as follows: 

Example. District X of the Federal land 
bank system charged an 8 percent billed in-
terest rate on new agricultural loans for 8 
months of the year, 1976, and an 8.75 percent 
rate for 4 months of the year. The average 
billing rate was, therefore, 8.25 percent [(1.08 
× 8/12) + (1.0875 × 4/12)=1.0825]. The district re-
quired stock equal to 5 percent of the face 
amount of the loan to be purchased as a pre-
condition to receiving a loan. Thus, the bor-
rower only received 95 percent of the funds 
upon which he paid interest. The applicable 
annual interest rate for 1976 of 8.68 percent is 
computed as follows: 

8.25 percent × 1.00 (total loan amount)=8.25 
percent (billed interest rate) divided by 0.95 
(percent of loan proceeds received by bor-
rower)= 8.68 percent (effective interest rate 
for 1976). 

[T.D. 7710, 45 FR 50742, July 31, 1980] 

§ 20.2032A–8 Election and agreement 
to have certain property valued 
under section 2032A for estate tax 
purposes. 

(a) Election of special use valuation— 
(1) In general. An election under section 
2032A is made as prescribed in para-
graph (a)(3) of this section and on Form 
706, United States Estate Tax Return. 
Once made, this election is irrevocable; 
however, see paragraph (d) of this sec-
tion for a special rule for estates for 
which elections are made on or before 
August 30, 1980. Under section 
2032A(a)(2), special use valuation may 
not reduce the value of the decedent’s 
estate by more than $500,000. This elec-
tion is available only if, at the time of 
death, the decedent was a citizen or 
resident of the United States. 

(2) Elections to specially value less than 
all qualified real property included in an 
estate. An election under section 2032A 
need not include all real property in-
cluded in an estate which is eligible for 
special use valuation, but sufficient 
property to satisfy the threshold re-
quirements of section 2032A(b)(1)(B) 
must be specially valued under the 
election. If joint or undivided interests 
(e.g. interests as joint tenants or ten-
ants in common) in the same property 
are received from a decedent by quali-
fied heirs, an election with respect to 
one heir’s joint or undivided interest 
need not include any other heir’s inter-
est in the same property if the electing 
heir’s interest plus other property to 
be specially valued satisfy the require-
ments of section 2032A(b)(1)(B). If suc-
cessive interests (e.g. life estates and 
remainder interests) are created by a 
decedent in otherwise qualified prop-
erty, an election under section 2032A is 
available only with respect to that 
property (or portion thereof) in which 
qualified heirs of the decedent receive 
all of the successive interests, and such 
an election must include the interests 
of all of those heirs. For example, if a 
surviving spouse receives a life estate 
in otherwise qualified property and the 
spouse’s brother receives a remainder 
interest in fee, no part of the property 
may be valued pursuant to an election 
under section 2032A. Where successive 
interests in specially valued property 
are created, remainder interests are 
treated as being received by qualified 
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heirs only if such remainder interests 
are not contingent upon surviving a 
nonfamily member or are not subject 
to divestment in favor of a nonfamily 
member. 

(3) Time and manner of making election. 
An election under this section is made 
by attaching to a timely filed estate 
tax return the agreement described in 
paragraph (c)(1) of this section and a 
notice of election which contains the 
following information: 

(i) The decedent’s name and taxpayer 
identification number as they appear 
on the estate tax return; 

(ii) The relevant qualified use; 
(iii) The items of real property shown 

on the estate tax return to be specially 
valued pursuant to the election (identi-
fied by schedule and item number); 

(iv) The fair market value of the real 
property to be specially valued under 
section 2032A and its value based on its 
qualified use (both values determined 
without regard to the adjustments pro-
vided by section 2032A(b)(3)(B)); 

(v) The adjusted value (as defined in 
section 2032A(b)(3)(B)) of all real prop-
erty which is used in a qualified use 
and which passes from the decedent to 
a qualified heir and the adjusted value 
of all real property to be specially val-
ued; 

(vi) The items of personal property 
shown on the estate tax return that 
pass from the decedent to a qualified 
heir and are used in a qualified use 
under section 2032A (identified by 
schedule and item number) and the 
total value of such personal property 
adjusted as provided under section 
2032A(b)(3)(B); 

(vii) The adjusted value of the gross 
estate, as defined in section 
2032A(b)(3)(A); 

(viii) The method used in deter-
mining the special value based on use; 

(ix) Copies of written appraisals of 
the fair market value of the real prop-
erty; 

(x) A statement that the decedent 
and/or a member of his or her family 
has owned all specially valued real 
property for at least 5 years of the 8 
years immediately preceding the date 
of the decedent’s death; 

(xi) Any periods during the 8-year pe-
riod preceding the date of the dece-
dent’s death during which the decedent 

or a member of his or her family did 
not own the property, use it in a quali-
fied use, or materially participate in 
the operation of the farm or other busi-
ness within the meaning of section 
2032A(e)(6); 

(xii) The name, address, taxpayer 
identification number, and relationship 
to the decedent of each person taking 
an interest in each item of specially 
valued property, and the value of the 
property interests passing to each such 
person based on both fair market value 
and qualified use; 

(xiii) Affidavits describing the activi-
ties constituting material participa-
tion and the identity of the material 
participant or participants; and 

(xiv) A legal description of the spe-
cially valued property. 
If neither an election nor a protective 
election is timely made, special use 
valuation is not available to the estate. 
See sections 2032A(d)(1), 6075(a), and 
6081(a). 

(b) Protective election. A protective 
election may be made to specially 
value qualified real property. The 
availability of special use valuation 
pursuant to this election is contingent 
upon values as finally determined (or 
agreed to following examination of a 
return) meeting the requirements of 
section 2032A. A protective election 
does not, however, extend the time for 
payment of any amount of tax. Rules 
for such extensions are contained in 
sections 6161, 6163, 6166, and 6166A. The 
protective election is to be made by a 
notice of election filed with a timely 
estate tax return stating that a protec-
tive election under section 2032A is 
being made pending final determina-
tion of values. This notice is to include 
the following information: 

(1) The decedent’s name and tax-
payer identification number as they 
appear on the estate tax return; 

(2) The relevant qualified use; and 
(3) The items of real and personal 

property shown on the estate tax re-
turn which are used in a qualified use, 
and which pass to qualified heirs (iden-
tified by schedule and item number). 
If it is found that the estate qualifies 
for special use valuation based upon 
values as finally determined (or agreed 
to following examination of a return), 
an additional notice of election must 
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be filed within 60 days after the date of 
such determination. This notice must 
set forth the information required 
under paragraph (a)(3) of this section 
and is to be attached, together with 
the agreement described in paragraph 
(c)(1) of this section, to an amended es-
tate tax return. The new return is to be 
filed with the Internal Revenue Service 
office where the original return was 
filed. 

(c) Agreement to special valuation by 
persons with an interest in property—(1) 
In general. The agreement required 
under section 2032A (a)(1)(B) and (d)(2) 
must be executed by all parties who 
have any interest in the property being 
valued based on its qualified use as of 
the date of the decedent’s death. In the 
case of a qualified heir, the agreement 
must express consent to personal li-
ability under section 2032A(c) in the 
event of certain early dispositions of 
the property or early cessation of the 
qualified use. See section 2032A(c)(6). In 
the case of parties (other than qualified 
heirs) with interests in the property, 
the agreement must express consent to 
collection of any additional estate tax 
imposed under section 2032A(c) from 
the qualified property. The agreement 
is to be in a form that is binding on all 
parties having an interest in the prop-
erty. It must designate an agent with 
satisfactory evidence of authority to 
act for the parties to the agreement in 
all dealings with the Internal Revenue 
Service on matters arising under sec-
tion 2032A and must indicate the ad-
dress of that agent. 

(2) Persons having an interest in des-
ignated property. An interest in prop-
erty is an interest which, as of the date 
of the decedent’s death, can be asserted 
under applicable local law so as to af-
fect the disposition of the specially 
valued property by the estate. Any per-
son in being at the death of the dece-
dent who has any such interest in the 
property, whether present or future, or 
vested or contingent, must enter into 
the agreement. Included among such 
persons are owners of remainder and 
executory interests, the holders of gen-
eral or special powers of appointment, 
beneficiaries of a gift over in default of 
exercise of any such power, co-tenants, 
joint tenants and holders of other undi-
vided interests when the decedent held 

only a joint or undivided interest in 
the property or when only an undivided 
interest is specially valued, and trust-
ees of trusts holding any interest in 
the property. An heir who has the 
power under local law to caveat (chal-
lenge) a will and thereby affect disposi-
tion of the property is not, however, 
considered to be a person with an inter-
est in property under section 2032A 
solely by reason of that right. Like-
wise, creditors of an estate are not 
such persons solely by reason of their 
status as creditors. 

(3) Consent on behalf of interested 
party. If any person required to enter 
into the agreement provided for by 
paragraph (c)(1) either desires that an 
agent act for him or her or cannot le-
gally bind himself or herself due to in-
fancy or other incompetency, or to 
death before the election under section 
2032A is timely exercised, a representa-
tive authorized under local law to bind 
such person in an agreement of this na-
ture is permitted to sign the agreement 
on his or her behalf. 

(4) Duties of agent designated in agree-
ment. The Internal Revenue Service 
will contact the agent designated in 
the agreement under paragraph (c)(1) 
on all matters relating to continued 
qualification under section 2032A of the 
specially valued real property and on 
all matters relating to the special lien 
arising under section 6324B. It is the 
duty of the agent as attorney-in-fact 
for the parties with interests in the 
specially valued property to furnish 
the Service with any requested infor-
mation and to notify the Service of any 
disposition or cessation of qualified use 
of any part of the property. 

(d) Special rule for estates for which 
elections under section 2032A are made on 
or before August 30, 1980. An election to 
specially value real property under sec-
tion 2032A that is made on or before 
August 30, 1980, may be revoked. To re-
voke an election, the executor must 
file a notice of revocation with the In-
ternal Revenue Service office where 
the original estate tax return was filed 
on or before January 31, 1981 (or if ear-
lier, the date on which the period of 
limitation for assessment expires). 
This notice of revocation must contain 
the decedent’s name, date of death, and 
taxpayer identification number, and is 
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to be accompanied by remittance of 
any additional amount of estate tax 
and interest determined to be due as a 
result of valuation of the qualified 
property based upon its fair market 
value. Elections that are made on or 
before August 30, 1980, that do not com-
ply with this section as proposed on 
July 13, 1978 (43 FR 30070), and amended 
on December 21, 1978 (43 FR 59517), 
must be conformed to this final regula-
tion by means of an amended return 
before the original estate tax return 
can be finally accepted by the Internal 
Revenue Service. 

[T.D. 7710, 45 FR 50743, July 31, 1980, as 
amended by T.D. 7786, 46 FR 43037, Aug. 26, 
1981] 

§ 20.2033–1 Property in which the de-
cedent had an interest. 

(a) In general. The gross estate of a 
decedent who was a citizen or resident 
of the United States at the time of his 
death includes under section 2033 the 
value of all property, whether real or 
personal, tangible or intangible, and 
wherever situated, beneficially owned 
by the decedent at the time of his 
death. (For certain exceptions in the 
case of real property situated outside 
the United States, see paragraphs (a) 
and (c) of § 20.2031–1.) Real property is 
included whether it came into the pos-
session and control of the executor or 
administrator or passed directly to 
heirs or devisees. Various statutory 
provisions which exempt bonds, notes, 
bills, and certificates of indebtedness 
of the Federal Government or its agen-
cies and the interest thereon from tax-
ation are generally not applicable to 
the estate tax, since such tax is an ex-
cise tax on the transfer of property at 
death and is not a tax on the property 
transferred. 

(b) Miscellaneous examples. A ceme-
tery lot owned by the decedent is part 
of his gross estate, but its value is lim-
ited to the salable value of that part of 
the lot which is not designed for the in-
terment of the decedent and the mem-
bers of his family. Property subject to 
homestead or other exemptions under 
local law is included in the gross es-
tate. Notes or other claims held by the 
decedent are likewise included even 
though they are cancelled by the dece-
dent’s will. Interest and rents accrued 

at the date of the decedent’s death con-
stitute a part of the gross estate. Simi-
larly, dividends which are payable to 
the decedent or his estate by reason of 
the fact that on or before the date of 
the decedent’s death he was a stock-
holder of record (but which have not 
been collected at death) constitute a 
part of the gross estate. 

[T.D. 6296, 23 FR 4529, June 24, 1958, as 
amended by T.D. 6684, 28 FR 11409, Oct. 24, 
1963] 

§ 20.2034–1 Dower or curtesy interests. 

A decedent’s gross estate includes 
under section 2034 any interest in prop-
erty of the decedent’s surviving spouse 
existing at the time of the decedent’s 
death as dower or curtesy, or any inter-
est created by statute in lieu thereof 
(although such other interest may dif-
fer in character from dower or cur-
tesy). Thus, the full value of property 
is included in the decedent’s gross es-
tate, without deduction of such an in-
terest of the surviving husband or wife, 
and without regard to when the right 
to such an interest arose. 

§ 20.2036–1 Transfers with retained life 
estate. 

(a) In general. A decedent’s gross es-
tate includes under section 2036 the 
value of any interest in property trans-
ferred by the decedent after March 3, 
1931, whether in trust or otherwise, ex-
cept to the extent that the transfer was 
for an adequate and full consideration 
in money or money’s worth (see 
§ 20.2043–1), if the decedent retained or 
reserved (1) for his life, or (2) for any 
period not ascertainable without ref-
erence to his death (if the transfer was 
made after June 6, 1932), or (3) for any 
period which does not in fact end be-
fore his death: 

(i) The use, possession, right to the 
income, or other enjoyment of the 
transferred property, or 

(ii) The right, either alone or in con-
junction with any other person or per-
sons, to designate the person or per-
sons who shall possess or enjoy the 
transferred property or its income (ex-
cept that, if the transfer was made be-
fore June 7, 1932, the right to designate 
must be retained by or reserved to the 
decedent alone). 
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If the decedent retained or reserved an 
interest or right with respect to all of 
the property transferred by him, the 
amount to be included in his gross es-
tate under section 2036 is the value of 
the entire property, less only the value 
of any outstanding income interest 
which is not subject to the decedent’s 
interest or right and which is actually 
being enjoyed by another person at the 
time of the decedent’s death. If the de-
cedent retained or reserved an interest 
or right with respect to a part only of 
the property transferred by him, the 
amount to be included in his gross es-
tate under section 2036 is only a cor-
responding proportion of the amount 
described in the preceding sentence. An 
interest or right is treated as having 
been retained or reserved if at the time 
of the transfer there was an under-
standing, express, or implied, that the 
interest or right would later be con-
ferred. 

(b) Meaning of terms. (1) A reservation 
by the decedent ‘‘for any period not as-
certainable without reference to his 
death’’ may be illustrated by the fol-
lowing examples: 

(i) A decedent reserved the right to 
receive the income from transferred 
property in quarterly payments, with 
the proviso that no part of the income 
between the last quarterly payment 
and the date of the decedent’s death 
was to be received by the decedent or 
his estate; and 

(ii) A decedent reserved the right to 
receive the income from transferred 
property after the death of another 
person who was in fact enjoying the in-
come at the time of the decedent’s 
death. In such a case, the amount to be 
included in the decedent’s gross estate 
under this section does not include the 
value of the outstanding income inter-
est of the other person. It may be noted 
that if the other person predeceased 
the decedent, the reservation by the 
decedent may be considered to be ei-
ther for his life, or for a period which 
does not in fact end before his death. 

(2) The ‘‘use, possession, right to the 
income, or other enjoyment of the 
transferred property’’ is considered as 
having been retained by or reserved to 
the decedent to the extent that the 
use, possession, right to the income, or 
other enjoyment is to be applied to-

ward the discharge of a legal obligation 
of the decedent, or otherwise for his pe-
cuniary benefit. The term ‘‘legal obli-
gation’’ includes a legal obligation to 
support a dependent during the dece-
dent’s lifetime. 

(3) The phrase ‘‘right * * * to des-
ignate the person or persons who shall 
possess or enjoy the transferred prop-
erty or the income therefrom’’ includes 
a reserved power to designate the per-
son or persons to receive the income 
from the transferred property, or to 
possess or enjoy nonincome-producing 
property, during the decedent’s life or 
during any other period described in 
paragraph (a) of this section. With re-
spect to such a power, it is immaterial 
(i) whether the power was exercisable 
alone or only in conjunction with an-
other person or persons, whether or not 
having an adverse interest; (ii) in what 
capacity the power was exercisable by 
the decedent or by another person or 
persons in conjunction with the dece-
dent; and (iii) whether the exercise of 
the power was subject to a contingency 
beyond the decedent’s control which 
did not occur before his death (e.g., the 
death of another person during the de-
cedent’s lifetime). The phrase, how-
ever, does not include a power over the 
transferred property itself which does 
not affect the enjoyment of the income 
received or earned during the dece-
dent’s life. (See, however, section 2038 
for the inclusion of property in the 
gross estate on account of such a 
power.) Nor does the phrase apply to a 
power held solely by a person other 
than the decedent. But, for example, if 
the decedent reserved the unrestricted 
power to remove or discharge a trustee 
at any time and appoint himself as 
trustee, the decedent is considered as 
having the powers of the trustee. 

[T.D. 6296, 23 FR 4529, June 24, 1958, as 
amended by T.D. 6501, 25 FR 10869, Nov. 16, 
1960] 

§ 20.2037–1 Transfers taking effect at 
death. 

(a) In general. A decedent’s gross es-
tate includes under section 2037 the 
value of any interest in property trans-
ferred by the decedent after September 
7, 1916, whether in trust or otherwise, 
except to the extent that the transfer 
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was for an adequate and full consider-
ation in money or money’s worth (see 
§ 20.2043–1), if— 

(1) Possession or enjoyment of the 
property could, through ownership of 
the interest, have been obtained only 
by surviving the decedent, 

(2) The decedent had retained a possi-
bility (referred to in this section as a 
‘‘reversionary interest’’) that the prop-
erty, other than the income alone, 
would return to the decedent or his es-
tate or would be subject to a power of 
disposition by him, and 

(3) The value of the reversionary in-
terest immediately before the dece-
dent’s death exceeded 5 percent of the 
value of the entire property. 
However, if the transfer was made be-
fore October 8, 1949, section 2037 is ap-
plicable only if the reversionary inter-
est arose by the express terms of the 
instrument of transfer and not by oper-
ation of law (see paragraph (f) of this 
section). See also paragraph (g) of this 
section with respect to transfers made 
between November 11, 1935, and Janu-
ary 29, 1940. The provisions of section 
2037 do not apply to transfers made be-
fore September 8, 1916. 

(b) Condition of survivorship. As indi-
cated in paragraph (a) of this section, 
the value of an interest in transferred 
property is not included in a decedent’s 
gross estate under section 2037 unless 
possession or enjoyment of the prop-
erty could, through ownership of such 
interest, have been obtained only by 
surviving the decedent. Thus, property 
is not included in the decedent’s gross 
estate if, immediately before the dece-
dent’s death, possession or enjoyment 
of the property could have been ob-
tained by any beneficiary either by 
surviving the decedent or through the 
occurrence of some other event such as 
the expiration of a term of years. How-
ever, if a consideration of the terms 
and circumstances of the transfer as a 
whole indicates that the ‘‘other event’’ 
is unreal and if the death of the dece-
dent does, in fact, occur before the 
‘‘other event’’, the beneficiary will be 
considered able to possess or enjoy the 
property only by surviving the dece-
dent. Notwithstanding the foregoing, 
an interest in transferred property is 
not includible in a decedent’s gross es-
tate under section 2037 if possession or 

enjoyment of the property could have 
been obtained by any beneficiary dur-
ing the decedent’s life through the ex-
ercise of a general power of appoint-
ment (as defined in section 2041) which 
in fact was exercisable immediately be-
fore the decedent’s death. See examples 
(5) and (6) in paragraph (e) of this sec-
tion. 

(c) Retention of reversionary interest. 
(1) As indicated in paragraph (a) of this 
section, the value of an interest in 
transferred property is not included in 
a decedent’s gross estate under section 
2037 unless the decedent had retained a 
reversionary interest in the property, 
and the value of the reversionary inter-
est immediately before the death of the 
decedent exceeded 5 percent of the 
value of the property. 

(2) For purposes of section 2037, the 
term ‘‘reversionary interest’’ includes 
a possibility that property transferred 
by the decedent may return to him or 
his estate and a possibility that prop-
erty transferred by the decedent may 
become subject to a power of disposi-
tion by him. The term is not used in a 
technical sense, but has reference to 
any reserved right under which the 
transferred property shall or may be 
returned to the grantor. Thus, it en-
compasses an interest arising either by 
the express terms of the instrument of 
transfer or by operation of law. (See, 
however, paragraph (f) of this section 
with respect to transfers made before 
October 8, 1949.) The term ‘‘rever-
sionary interest’’ does not include 
rights to income only, such as the 
right to receive the income from a 
trust after the death of another person. 
(However, see section 2036 for the inclu-
sion of property in the gross estate on 
account of such rights.) Nor does the 
term ‘‘reversionary interest’’ include 
the possibility that the decedent dur-
ing his lifetime might have received 
back an interest in transferred prop-
erty by inheritance through the estate 
of another person. Similarly, a statu-
tory right of a spouse to receive a por-
tion of whatever estate a decedent may 
leave at the time of his death is not a 
‘‘reversionary interest’’. 

(3) For purposes of this section, the 
value of the decedent’s reversionary in-
terest is computed as of the moment 
immediately before his death, without 
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regard to whether or not the executor 
elects the alternate valuation method 
under section 2032 and without regard 
to the fact of the decedent’s death. The 
value is ascertained in accordance with 
recognized valuation principles for de-
termining the value for estate tax pur-
poses of future or conditional interests 
in property. (See §§ 20.2031–1, 20.2031–7, 
and 20.2031–9). For example, if the dece-
dent’s reversionary interest was sub-
ject to an outstanding life estate in his 
wife, his interest is valued according to 
the actuarial rules set forth in § 20.2031– 
7. On the other hand, if the decedent’s 
reversionary interest was contingent 
on the death of his wife without issue 
surviving and if it cannot be shown 
that his wife is incapable of having 
issue (so that his interest is not subject 
to valuation according to the actuarial 
rules in § 20.2031–7), his interest is val-
ued according to the general rules set 
forth in § 20.2031–1. A possibility that 
the decedent may be able to dispose of 
property under certain conditions is 
considered to have the same value as a 
right of the decedent to the return of 
the property under those same condi-
tions. 

(4) In order to determine whether or 
not the decedent retained a rever-
sionary interest in transferred prop-
erty of a value in excess of 5 percent, 
the value of the reversionary interest 
is compared with the value of the 
transferred property, including inter-
ests therein which are not dependent 
upon survivorship of the decedent. For 
example, assume that the decedent, A, 
transferred property in trust with the 
income payable to B for life and with 
the remainder payable to C if A 
predeceases B, but with the property to 
revert to A if B predeceases A. Assume 
further that A does, in fact, predecease 
B. The value of A’s reversionary inter-
est immediately before his death is 
compared with the value of the trust 
corpus, without deduction of the value 
of B’s outstanding life estate. If, in the 
above example, A had retained a rever-
sionary interest in one-half only of the 
trust corpus, the value of his rever-
sionary interest would be compared 
with the value of one-half of the trust 
corpus, again without deduction of any 
part of the value of B’s outstanding life 
estate. 

(d) Transfers partly taking effect at 
death. If separate interests in property 
are transferred to one or more bene-
ficiaries, paragraphs (a) to (c) of this 
section are to be separately applied 
with respect to each interest. For ex-
ample, assume that the decedent trans-
ferred an interest in Blackacre to A 
which could be possessed or enjoyed 
only by surviving the decedent, and 
that the decedent transferred an inter-
est in Blackacre to B which could be 
possessed or enjoyed only on the occur-
rence of some event unrelated to the 
decedent’s death. Assume further that 
the decedent retained a reversionary 
interest in Blackacre of a value in ex-
cess of 5 percent. Only the value of the 
interest transferred to A is includible 
in the decedent’s gross estate. Similar 
results would obtain if possession or 
enjoyment of the entire property could 
have been obtained only by surviving 
the decedent, but the decedent had re-
tained a reversionary interest in a part 
only of such property. 

(e) Examples. The provisions of para-
graphs (a) to (d) of this section may be 
further illustrated by the following ex-
amples. It is assumed that the trans-
fers were made on or after October 8, 
1949; for the significance of this date, 
see paragraphs (f) and (g) of this sec-
tion: 

Example (1). The decedent transferred prop-
erty in trust with the income payable to his 
wife for life and, at her death, remainder to 
the decedent’s then surviving children, or if 
none, to the decedent or his estate. Since 
each beneficiary can possess or enjoy the 
property without surviving the decedent, no 
part of the property is includible in the dece-
dent’s gross estate under section 2037, re-
gardless of the value of the decedent’s rever-
sionary interest. (However, see section 2033 
for inclusion of the value of the reversionary 
interest in the decedent’s gross estate.) 

Example (2). The decedent transferred prop-
erty in trust with the income to be accumu-
lated for the decedent’s life, and at his death, 
principal and accumulated income to be paid 
to the decedent’s then surviving issue, or, if 
none, to A or A’s estate. Since the decedent 
retained no reversionary interest in the 
property, no part of the property is includ-
ible in the decedent’s gross estate, even 
though possession or enjoyment of the prop-
erty could be obtained by the issue only by 
surviving the decedent. 

Example (3). The decedent transferred prop-
erty in trust with the income payable to his 
wife for life and with the remainder payable 
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to the decedent or, if he is not living at his 
wife’s death, to his daughter or her estate. 
The daughter cannot obtain possession or en-
joyment of the property without surviving 
the decedent. Therefore, if the decedent’s re-
versionary interest immediately before his 
death exceeded 5 percent of the value of the 
property, the value of the property, less the 
value of the wife’s outstanding life estate, is 
includible in the decedent’s gross estate. 

Example (4). The decedent transferred prop-
erty in trust with the income payable to his 
wife for life and with the remainder payable 
to his son or, if the son is not living at the 
wife’s death, to the decedent or, if the dece-
dent is not then living, to X or X’s estate. 
Assume that the decedent was survived by 
his wife, his son, and X. Only X cannot ob-
tain possession or enjoyment of the property 
without surviving the decedent. Therefore, if 
the decedent’s reversionary interest imme-
diately before his death exceeded 5 percent of 
the value of the property, the value of X’s re-
mainder interest (with reference to the time 
immediately after the decedent’s death) is 
includible in the decedent’s gross estate. 

Example (5). The decedent transferred prop-
erty in trust with the income to be accumu-
lated for a period of 20 years or until the de-
cedent’s prior death, at which time the prin-
cipal and accumulated income was to be paid 
to the decedent’s son if then surviving. As-
sume that the decedent does, in fact, die be-
fore the expiration of the 20-year period. If, 
at the time of the transfer, the decedent was 
30 years of age, in good health, etc., the son 
will be considered able to possess or enjoy 
the property without surviving the decedent. 
If, on the other hand, the decedent was 70 
years of age at the time of the transfer, the 
son will not be considered able to possess or 
enjoy the property without surviving the de-
cedent. In this latter case, if the value of the 
decedent’s reversionary interest (arising by 
operation of law) immediately before his 
death exceeded 5 percent of the value of the 
property, the value of the property is includ-
ible in the decedent’s gross estate. 

Example (6). The decedent transferred prop-
erty in trust with the income to be accumu-
lated for his life and, at his death, the prin-
cipal and accumulated income to be paid to 
the decedent’s then surviving children. The 
decedent’s wife was given the unrestricted 
power to alter, amend, or revoke the trust. 
Assume that the wife survived the decedent 
but did not, in fact, exercise her power dur-
ing the decedent’s lifetime. Since possession 
or enjoyment of the property could have 
been obtained by the wife during the dece-
dent’s lifetime under the exercise of a gen-
eral power of appointment, which was, in 
fact, exercisable immediately before the de-
cedent’s death, no part of the property is in-
cludible in the decedent’s gross estate. 

(f) Transfers made before October 8, 
1949. (1) Notwithstanding any provi-
sions to the contrary contained in 
paragraphs (a) to (e) of this section, the 
value of an interest in property trans-
ferred by a decedent before October 8, 
1949, is included in his gross estate 
under section 2037 only if the dece-
dent’s reversionary interest arose by 
the express terms of the instrument 
and not by operation of law. For exam-
ple, assume that the decedent, on Jan-
uary 1, 1947, transferred property in 
trust with the income payable to his 
wife for the decedent’s life, and, at his 
death, remainder to his then surviving 
descendants. Since no provision was 
made for the contingency that no de-
scendants of the decedent might sur-
vive him, a reversion to the decedent’s 
estate existed by operation of law. The 
descendants cannot obtain possession 
or enjoyment of the property without 
surviving the decedent. However, since 
the decedent’s reversionary interest 
arose by operation of law, no part of 
the property is includible in the dece-
dent’s gross estate under section 2037. 
If, in the above example, the transfer 
had been made on or after October 8, 
1949, and if the decedent’s reversionary 
interest immediately before his death 
exceeded 5 percent of the value of the 
property, the value of the property 
would be includible in the decedent’s 
gross estate. 

(2) The decedent’s reversionary inter-
est will be considered to have arisen by 
the express terms of the instrument of 
transfer and not by operation of law if 
the instrument contains an express dis-
position which affirmatively creates 
the reversionary interest, even though 
the terms of the disposition do not 
refer to the decedent or his estate, as 
such. For example, where the disposi-
tion is, in its terms, to the next of kin 
of the decedent and such a disposition, 
under applicable local law, constitute a 
reversionary interest in the decedent’s 
estate, the decedent’s reversionary in-
terest will be considered to have arisen 
by the express terms of the instrument 
of transfer and not by operation of law. 

(g) Transfers made after November 11, 
1935, and before January 29, 1940. The 
provisions of paragraphs (a) to (f) of 
this section are fully applicable to 
transfers made after November 11, 1935 
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(the date on which the Supreme Court 
decided Helvering v. St. Louis Union 
Trust Co. (296 U.S. 39) and Becker v. St. 
Louis Union Trust Co. (296 U.S. 48)), and 
before January 29, 1940 (the date on 
which the Supreme Court decided 
Helvering v. Hallock and companion 
cases (309 U.S. 106)), except that the 
value of an interest in property trans-
ferred between these dates is not in-
cluded in a decedent’s gross estate 
under section 2037 if— 

(1) The Commissioner, whose deter-
mination shall be final, determines 
that the transfer is classifiable with 
the transfers involved in the St. Louis 
Union Trust Co. cases, rather than with 
the transfer involved in the case of 
Klein v. United States (283 U.S. 231), pre-
viously decided by the Supreme Court, 
and 

(2) The transfer shall have been fi-
nally treated for all gift tax purposes, 
both as to the calendar year of the 
transfer and as to subsequent calendar 
years, as a gift in an amount measured 
by the value of the property 
undiminished by reason of a provision 
in the instrument of transfer by which 
the property, in whole or in part, is to 
revert to the decedent should he sur-
vive the donee or another person, or 
the reversion is conditioned upon some 
other contingency terminable by the 
decedent’s death. 

§ 20.2038–1 Revocable transfers. 
(a) In general. A decedent’s gross es-

tate includes under section 2038 the 
value of any interest in property trans-
ferred by the decedent, whether in 
trust or otherwise, if the enjoyment of 
the interest was subject at the date of 
the decedent’s death to any change 
through the exercise of a power by the 
decedent to alter, amend, revoke, or 
terminate, or if the decedent relin-
quished such a power in contemplation 
of death. However, section 2038 does 
not apply— 

(1) To the extent that the transfer 
was for an adequate and full consider-
ation in money or money’s worth (see 
§ 20.2043–1); 

(2) If the decedent’s power could be 
exercised only with the consent of all 
parties having an interest (vested or 
contingent) in the transferred prop-
erty, and if the power adds nothing to 

the rights of the parties under local 
law; or 

(3) To a power held solely by a person 
other than the decedent. But, for exam-
ple, if the decedent had the unre-
stricted power to remove or discharge a 
trustee at any time and appoint him-
self trustee, the decedent is considered 
as having the powers of the trustee. 
However, this result would not follow if 
he only had the power to appoint him-
self trustee under limited conditions 
which did not exist at the time of his 
death. (See last two sentences of para-
graph (b) of this section.) 
Except as provided in this paragraph, it 
is immaterial in what capacity the 
power was exercisable by the decedent 
or by another person or persons in con-
junction with the decedent; whether 
the power was exercisable alone or only 
in conjunction with another person or 
persons, whether or not having an ad-
verse interest (unless the transfer was 
made before June 2, 1924; see paragraph 
(d) of this section); and at what time or 
from what source the decedent ac-
quired his power (unless the transfer 
was made before June 23, 1936; see para-
graph (c) of this section). Section 2038 
is applicable to any power affecting the 
time or manner of enjoyment of prop-
erty or its income, even though the 
identity of the beneficiary is not af-
fected. For example, section 2038 is ap-
plicable to a power reserved by the 
grantor of a trust to accumulate in-
come or distribute it to A, and to dis-
tribute corpus to A, even though the 
remainder is vested in A or his estate, 
and no other person has any beneficial 
interest in the trust. However, only the 
value of an interest in property subject 
to a power to which section 2038 applies 
is included in the decedent’s gross es-
tate under section 2038. 

(b) Date of existence of power. A power 
to alter, amend, revoke, or terminate 
will be considered to have existed at 
the date of the decedent’s death even 
though the exercise of the power was 
subject to a precedent giving of notice 
or even though the alteration, amend-
ment, revocation, or termination 
would have taken effect only on the ex-
piration of a stated period after the ex-
ercise of the power, whether or not on 
or before the date of the decedent’s 
death notice had been given or the 
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power had been exercised. In deter-
mining the value of the gross estate in 
such cases, the full value of the prop-
erty transferred subject to the power is 
discounted for the period required to 
elapse between the date of the dece-
dent’s death and the date upon which 
the alteration, amendment, revocation, 
or termination could take effect. In 
this connection, see especially § 20.2031– 
7. However, section 2038 is not applica-
ble to a power the exercise of which 
was subject to a contingency beyond 
the decedent’s control which did not 
occur before his death (e.g., the death 
of another person during the decedent’s 
life). See, however, section 2036(a)(2) 
for the inclusion of property in the de-
cedent’s gross estate on account of 
such a power. 

(c) Transfers made before June 23, 1936. 
Notwithstanding anything to the con-
trary in paragraphs (a) and (b) of this 
section, the value of an interest in 
property transferred by a decedent be-
fore June 23, 1936, is not included in his 
gross estate under section 2038 unless 
the power to alter, amend, revoke, or 
terminate was reserved at the time of 
the transfer. For purposes of this para-
graph, the phrase ‘‘reserved at the time 
of the transfer’’ has reference to a 
power (arising either by the express 
terms of the instrument of transfer or 
by operation of law) to which the 
transfer was subject when made and 
which continued to the date of the de-
cedent’s death (see paragraph (b) of 
this section) to be exercisable by the 
decedent alone or by the decedent in 
conjunction with any other person or 
persons. The phrase also has reference 
to any understanding, express or im-
plied, had in connection with the mak-
ing of the transfer that the power 
would later be created or conferred. 

(d) Transfers made before June 2, 1924. 
Notwithstanding anything to the con-
trary in paragraphs (a) to (c) of this 
section, if an interest in property was 
transferred by a decedent before the 
enactment of the Revenue Act of 1924. 
(June 2, 1924, 4:01 p.m., eastern stand-
ard time), and if a power reserved by 
the decedent to alter, amend, revoke, 
or terminate was exercisable by the de-
cedent only in conjunction with a per-
son having a substantial adverse inter-
est in the transferred property, or in 

conjunction with several persons some 
or all of whom held such an adverse in-
terest, there is included in the dece-
dent’s gross estate only the value of 
any interest or interests held by a per-
son or persons not required to joint in 
the exercise of the power plus the value 
of any insubstantial adverse interest or 
interests of a person or persons re-
quired to join in the exercise of the 
power. 

(e) Powers relinquished in contempla-
tion of death—(1) In general. If a power 
to alter, amend, revoke, or terminate 
would have resulted in the inclusion of 
an interest in property in a decedent’s 
gross estate under section 2038 if it had 
been held until the decedent’s death, 
the relinquishment of the power in con-
templation of the decedent’s death 
within 3 years before his death results 
in the inclusion of the same interest in 
property in the decedent’s gross estate, 
except to the extent that the power 
was relinquished for an adequate and 
full consideration in money or money’s 
worth (see § 20.2043–1). For the meaning 
of the phrase ‘‘in contemplation of 
death’’, see paragraph (c) of § 20.2035–1. 

(2) Transfers before June 23, 1936. In 
the case of a transfer made before June 
23, 1936, section 2038 applies only to a 
relinquishment made by the decedent. 
However, in the case of a transfer made 
after June 22, 1936, section 2038 also ap-
plies to a relinquishment made by a 
person or persons holding the power in 
conjunction with the decedent, if the 
relinquishment was made in con-
templation of the decedent’s death and 
had the effect of extinguishing the 
power. 

(f) Effect of disability to relinquish 
power in certain cases. Notwithstanding 
anything to the contrary in paragraphs 
(a) through (e) of this section the pro-
visions of this section do not apply to 
a transfer if— 

(1) The relinquishment on or after 
January 1, 1940, and on or before De-
cember 31, 1947, of the power would, by 
reason of section 1000(e), of the Inter-
nal Revenue Code of 1939, be deemed 
not a transfer of property for the pur-
pose of the gift tax under chapter 4 of 
the Internal Revenue Code of 1939, and 

(2) The decedent was, for a contin-
uous period beginning on or before Sep-
tember 30, 1947, and ending with his 
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death, after August 16, 1954, under a 
mental disability to relinquish a 
power. 
For the purpose of the foregoing provi-
sion, the term ‘‘mental disability’’ 
means mental incompetence, in fact, to 
release the power whether or not there 
was an adjudication of incompetence. 
Such provision shall apply even though 
a guardian could have released the 
power for the decedent. No interest 
shall be allowed or paid on any over-
payment allowable under section 
2038(c) with respect to amounts paid 
before August 7, 1959. 

[T.D. 6296, 23 FR 4529, June 24, 1958, as 
amended by T.D. 6600, 27 FR 4985, May 29, 
1962] 

§ 20.2039–1 Annuities. 
(a) In general. A decedent’s gross es-

tate includes under section 2039 (a) and 
(b) the value of an annuity or other 
payment receivable by any beneficiary 
by reason of surviving the decedent 
under certain agreements or plans to 
the extent that the value of the annu-
ity or other payment is attributable to 
contributions made by the decedent or 
his employer. Section 2039 (a) and (b), 
however, has no application to an 
amount which constitutes the proceeds 
of insurance under a policy on the de-
cedent’s life. Paragraph (b) of this sec-
tion describes the agreements or plans 
to which section 2039 (a) and (b) ap-
plies; paragraph (c) of this section pro-
vides rules for determining the amount 
includible in the decedent’s gross es-
tate; and paragraph (d) of this section 
distinguishes proceeds of life insur-
ance. The fact that an annuity or other 
payment is not includible in a dece-
dent’s gross estate under section 2039 
(a) and (b) does not mean that it is not 
includible under some other section of 
Part III of Subchapter A of Chapter 11. 
However, see section 2039 (c) and (d) 
and § 20.2039–2 for rules relating to the 
exclusion from a decedent’s gross es-
tate of annuities and other payments 
under certain ‘‘qualified plans’’. 

(b) Agreements or plans to which sec-
tion 2039 (a) and (b) applies. (1) Section 
2039 (a) and (b) applies to the value of 
an annuity or other payment receiv-
able by any beneficiary under any form 
of contract or agreement entered into 
after March 3, 1931, under which— 

(i) An annuity or other payment was 
payable to the decedent, either alone 
or in conjunction with another person 
or persons, for his life or for any period 
not ascertainable without reference to 
his death or for any period which does 
not in fact end before his death, or 

(ii) The decedent possessed, for his 
life or for any period not ascertainable 
without reference to his death or for 
any period which does not in fact end 
before his death, the right to receive 
such an annuity or other payment, ei-
ther alone or in conjunction with an-
other person or persons. 
The term ‘‘annuity or other payment’’ 
as used with respect to both the dece-
dent and the beneficiary has reference 
to one or more payments extending 
over any period of time. The payments 
may be equal or unequal, conditional 
or uncondititional, periodic or spo-
radic. The term ‘‘contract or agree-
ment’’ includes any arrangement, un-
derstanding or plan, or any combina-
tion of arrangements, understandings 
or plans arising by reason of the dece-
dent’s employment. An annuity or 
other payment ‘‘was payable’’ to the 
decedent if, at the time of his death, 
the decedent was in fact receiving an 
annuity or other payment, whether or 
not he had an enforceable right to have 
payments continued. The decedent 
‘‘possessed the right to receive’’ an an-
nuity or other payment if, immediately 
before his death, the decedent had an 
enforceable right to receive payments 
at some time in the future, whether or 
not, at the time of his death, he had a 
present right to receive payments. In 
connection with the preceding sen-
tence, the decedent will be regarded as 
having had ‘‘an enforceable right to re-
ceive payments at some time in the fu-
ture’’ so long as he had complied with 
his obligations under the contract or 
agreement up to the time of his death. 
For the meaning of the phrase ‘‘for his 
life or for any period not ascertainable 
without reference to his death or for 
any period which does not in fact end 
before his death’’, see section 2036 and 
§ 20.2036–1. 

(2) The application of this paragraph 
is illustrated and more fully explained 
in the following examples. In each ex-
ample: (i) It is assumed that all trans-
actions occurred after March 3, 1931, 
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and (ii) the amount stated to be includ-
ible in the decedent’s gross estate is de-
termined in accordance with the provi-
sions of paragraph (c) of this section. 

Example (1). The decedent purchased an an-
nuity contract under the terms of which the 
issuing company agreed to pay an annuity to 
the decedent for his life and, upon his death, 
to pay a specified lump sum to his des-
ignated beneficiary. The decedent was draw-
ing his annuity at the time of his death. The 
amount of the lump sum payment to the 
beneficiary is includible in the decedent’s 
gross estate under section 2039 (a) and (b). 

Example (2). Pursuant to a retirement plan, 
the employer made contributions to a fund 
which was to provide the employee, upon his 
retirement at age 60, with an annuity for 
life, and which was to provide the employee’s 
wife, upon his death after retirement, with a 
similar annuity for life. The benefits under 
the plan were completely forfeitable during 
the employee’s life, but upon his death after 
retirement, the benefits to the wife were for-
feitable only upon her remarriage. The em-
ployee had no right to originally designate 
or to ever change the employer’s designation 
of the surviving beneficiary. The retirement 
plan at no time met the requirements of sec-
tion 401(a) (relating to qualified plans). As-
sume that the employee died at age 61 after 
the employer started payment of his annuity 
as described above. The value of the wife’s 
annuity is includible in the decedent’s gross 
estate under section 2039 (a) and (b). 
Includibility in this case is based on the fact 
that the annuity to the decedent ‘‘was pay-
able’’ at the time of his death. The fact that 
the decedent’s annuity was forfeitable is of 
no consequence since, at the time of his 
death, he was in fact receiving payments 
under the plan. Nor is it important that the 
decedent had no right to choose the sur-
viving beneficiary. The element of forfeit-
ability in the wife’s annuity may be taken 
into account only with respect to the valu-
ation of the annuity in the decedent’s gross 
estate. 

Example (3). Pursuant to a retirement plan, 
the employer made contributions to a fund 
which was to provide the employee, upon his 
retirement at age 60, with an annuity of $100 
per month for life, and which was to provide 
his designated beneficiary, upon the employ-
ee’s death after retirement, with a similar 
annuity for life. The plan also provided that 
(a) upon the employee’s separation from 
service before retirement, he would have a 
nonforfeitable right to receive a reduced an-
nuity starting at age 60, and (b) upon the em-
ployee’s death before retirement, a lump 
sum payment representing the amount of the 
employer’s contributions credited to the em-
ployee’s account would be paid to the des-
ignated beneficiary. The plan at no time met 
the requirements of section 401(a) (relating 

to qualified plans). Assume that the em-
ployee died at age 49 and that the designated 
beneficiary was paid the specified lump sum 
payment. Such amount is includible in the 
decedent’s gross estate under section 2039 (a) 
and (b). Since immediately before his death, 
the employee had an enforceable right to re-
ceive an annuity commencing at age 60, he is 
considered to have ‘‘possessed the right to 
receive’’ an annuity as that term is used in 
section 2039 (a). If, in this example, the em-
ployee would not be entitled to any benefits 
in the event of his separation from service 
before retirement for any reason other than 
death, the result would be the same so long 
as the decedent had complied with his obli-
gations under the contract up to the time of 
his death. In such case, he is considered to 
have had, immediately before his death, an 
enforceable right to receive an annuity com-
mencing at age 60. 

Example (4). Pursuant to a retirement plan, 
the employee made contributions to a fund 
which was to provide the employee, upon his 
retirement at age 60, with an annuity for 
life, and which was to provide his designated 
beneficiary, upon the employee’s death after 
retirement, with a similar annuity for life. 
The plan provided, however, that no benefits 
were payable in the event of the employee’s 
death before retirement. The retirement 
plan at no time met the requirements of sec-
tion 401(a) (relating to qualified plans). As-
sume that the employee died at age 59 but 
that the employer nevertheless started pay-
ment of an annuity in a slightly reduced 
amount to the designated beneficiary. The 
value of the annuity is not includible in the 
decedent’s gross estate under section 2039 (a) 
and (b). Since the employee died before 
reaching the retirement age, the employer 
was under no obligation to pay the annuity 
to the employee’s designated beneficiary. 
Therefore, the annuity was not paid under a 
‘‘contract or agreement’’ as that term is 
used in section 2039 (a). If, however, it can be 
established that the employer has consist-
ently paid an annuity under such cir-
cumstances, the annuity will be considered 
as having been paid under a ‘‘contract or 
agreement’’. 

Example (5). The employer made contribu-
tions to a retirement fund which were cred-
ited to the employee’s individual account. 
Under the plan, the employee was to receive 
one-half the amount credited to his account 
upon his retirement at age 60, and his des-
ignated beneficiary was to receive the other 
one-half upon the employee’s death after re-
tirement. If the employee should die before 
reaching the retirement age, the entire 
amount credited to his account at such time 
was to be paid to the designated beneficiary. 
The retirement plan at no time met the re-
quirements of section 401(a) (relating to 
qualified plans). Assume that the employee 
received one-half the amount credited to his 
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account upon reaching the retirement age 
and that he died shortly thereafter. Since 
the employee received all that he was enti-
tled to receive under the plan before his 
death, no amount was payable to him for his 
life or for any period not ascertainable with-
out reference to his death, or for any period 
which did not in fact end before his death. 
Thus, the amount of the payment to the des-
ignated beneficiary is not includible in the 
decedent’s gross estate under section 2039 (a) 
and (b). If, in this example, the employee 
died before reaching the retirement age, the 
amount of the payment to the designated 
beneficiary would be includible in the dece-
dent’s gross estate under section 2039 (a) and 
(b). In this latter case, the decedent pos-
sessed the right to receive lump sum pay-
ment for a period which did not in fact end 
before his death. 

Example (6). The employer made contribu-
tions to two different funds set up under two 
different plans. One plan was to provide the 
employee upon his retirement at age 60, with 
an annuity for life, and the other plan was to 
provide the employee’s designated bene-
ficiary, upon the employee’s death, with a 
similar annuity for life. Each plan was estab-
lished at a different time and each plan was 
administered separately in every respect. 
Neither plan at any time met the require-
ments of section 401(a) (relating to qualified 
plans). The value of the designated bene-
ficiary’s annuity is includible in the employ-
ee’s gross estate. All rights and benefits ac-
cruing to an employee and to others by rea-
son of the employment (except rights and 
benefits accruing under certain plans meet-
ing the requirements of section 401(a) (see 
§ 20.2039–2)) are considered together in deter-
mining whether or not section 2039 (a) and 
(b) applies. The scope of section 2039 (a) and 
(b) cannot be limited by indirection. 

(c) Amount includible in the gross es-
tate. The amount to be included in a de-
cedent’s gross estate under section 2039 
(a) and (b) is an amount which bears 
the same ratio to the value at the dece-
dent’s death of the annuity or other 
payment receivable by the beneficiary 
as the contribution made by the dece-
dent, or made by his employer (or 
former employer) for any reason con-
nected with his employment, to the 
cost of the contract or agreement bears 
to its total cost. In applying this ratio, 
the value at the decedent’s death of the 
annuity or other payment is deter-
mined in accordance with the rules set 
forth in §§ 20.2031–1, 20.2031–7, 20.2031–8, 
and 20.2031–9. The application of this 
paragraph may be illustrated by the 
following examples: 

Example (1). On January 1, 1945, the dece-
dent and his wife each contributed $15,000 to 
the purchase price of an annuity contract 
under the terms of which the issuing com-
pany agreed to pay an annuity to the dece-
dent and his wife for their joint lives and to 
continue the annuity to the survivor for his 
life. Assume that the value of the survivor’s 
annuity at the decedent’s death (computed 
under § 20.2031–8) is $20,000. Since the dece-
dent contributed one-half of the cost of the 
contract, the amount to be included in his 
gross estate under section 2039 (a) and (b) is 
$10,000. 

Example (2). Under the terms of an employ-
ment contract entered into on January 1, 
1945, the employer and the employee made 
contributions to a fund which was to provide 
the employee, upon his retirement at age 60, 
with an annuity for life, and which was to 
provide his designated beneficiary, upon the 
employee’s death after retirement, with a 
similar annuity for life. The retirement fund 
at no time formed part of a plan meeting the 
requirements of section 401(a) (relating to 
qualified plans). Assume that the employer 
and the employee each contributed $5,000 to 
the retirement fund. Assume further, that 
the employee died after retirement at which 
time the value of the survivor’s annuity was 
$8,000. Since the employer’s contributions 
were made by reason of the decedent’s em-
ployment, the amount to be included in his 
gross estate under section 2039 (a) and (b) is 
the entire $8,000. If, in the above example, 
only the employer made contributions to the 
fund, the amount to be included in the gross 
estate would still be $8,000. 

(d) Insurance under policies on the life 
of the decedent. If an annuity or other 
payment receivable by a beneficiary 
under a contract or agreement is in 
substance the proceeds of insurance 
under a policy on the life of the dece-
dent, section 2039 (a) and (b) does not 
apply. For the extent to which such an 
annuity or other payment is includable 
in a decedent’s gross estate, see section 
2042 and § 20.2042–1. A combination an-
nuity contract and life insurance pol-
icy on the decedent’s life (e.g., a ‘‘re-
tirement income’’ policy with death 
benefits) which matured during the de-
cedent’s lifetime so that there was no 
longer an insurance element under the 
contract at the time of the decedent’s 
death is subject to the provisions of 
section 2039 (a) and (b). On the other 
hand, the treatment of a combination 
annuity contract and life insurance 
policy on the decedent’s life which did 
not mature during the decedent’s life-
time depends upon the nature of the 
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contract at the time of the decedent’s 
death. The nature of the contract is 
generally determined by the relation of 
the reserve value of the policy to the 
value of the death benefit at the time 
of the decedent’s death. If the decedent 
dies before the reserve value equals the 
death benefit, there is still an insur-
ance element under the contract. The 
contract is therefore considered, for es-
tate tax purposes, to be an insurance 
policy subject to the provisions of sec-
tion 2042. However, if the decedent dies 
after the reserve value equals the death 
benefit, there is no longer an insurance 
element under the contract. The con-
tract is therefore considered to be a 
contract for an annuity or other pay-
ment subject to the provisions of sec-
tion 2039 (a) and (b) or some other sec-
tion of Part III of Subchapter A of 
Chapter 11. Notwithstanding the rela-
tion of the reserve value to the value of 
the death benefit, a contract under 
which the death benefit could never ex-
ceed the total premiums paid, plus in-
terest, contains no insurance element. 

Example. Pursuant to a retirement plan es-
tablished January 1, 1945, the employer pur-
chased a contract from an insurance com-
pany which was to provide the employee, 
upon his retirement at age 65, with an annu-
ity of $100 per month for life, and which was 
to provide his designated beneficiary, upon 
the employee’s death after retirement, with 
a similar annuity for life. The contract fur-
ther provided that if the employee should die 
before reaching the retirement age, a lump 
sum payment of $20,000 would be paid to his 
designated beneficiary in lieu of the annuity 
described above. The plan at no time met the 
requirements of section 401(a) (relating to 
qualified plans). Assume that the reserve 
value of the contract at the retirement age 
would be $20,000. If the employee died after 
reaching the retirement age, the death ben-
efit to the designated beneficiary would con-
stitute an annuity, the value of which would 
be includable in the employee’s gross estate 
under section 2039 (a) and (b). If, on the other 
hand, the employee died before reaching his 
retirement age, the death benefit to the des-
ignated beneficiary would constitute insur-
ance under a policy on the life of the dece-
dent since the reserve value would be less 
than the death benefit. Accordingly, its 
includability would depend upon section 2042 
and § 20.2042–1. 

[T.D. 6296, 23 FR 4529, June 24, 1958; 25 FR 
14021, Dec. 31, 1960, as amended by T.D. 7416, 
41 FR 14514, Apr. 6, 1976] 

§ 20.2039–1T Limitations and repeal of 
estate tax exclusion for qualified 
plans and individual retirement 
plans (IRAs) (temporary). 

Q–1: Are there any exceptions to the 
general effective dates of the $100,000 
limitation and the repeal of the estate 
tax exclusion for the value of interests 
under qualified plans and IRAs de-
scribed in section 2039 (c) and (e)? 

A–1: (a) Yes. Section 245 of the Tax 
Equity and Fiscal Responsibility Act of 
1982 (TEFRA) limited the estate tax ex-
clusion to $100,000 for estates of dece-
dents dying after December 31, 1982. 
Section 525 of the Tax Reform Act of 
1984 (TRA of 1984) repealed the exclu-
sion for estates of decedents dying 
after December 31, 1984. 

(b) Section 525(b)(3) of the TRA of 
1984 amended section 245 of TEFRA to 
provide that the $100,000 limitation on 
the exclusion for the value of a dece-
dent’s interest in a plan or IRA will 
not apply to the estate of any decedent 
dying after December 31, 1982, to the 
extent that the decedent-participant 
was in pay status on December 31, 1982, 
with respect to such interest and irrev-
ocably elected the form of benefit pay-
able under the plan or IRA (including 
the form of any survivor benefits) with 
respect to such interest before January 
1, 1983. 

(c) Similarly, the TRA of 1984 pro-
vides that the repeal of the estate tax 
exclusion for the value of a decedent’s 
interest in a plan or IRA will not apply 
to the estate of a decedent dying after 
December 31, 1984, to the extent that 
the decedent-participant was in pay 
status on December 31, 1984, with re-
spect to such interest and irrevocably 
elected the form of benefit payable 
under the plan or IRA (including the 
form of any survivor benefits) with re-
spect to such interest before July 18, 
1984. 

Q–2: What is the meaning of ‘‘in pay 
status’’ on the applicable date? 

A–2: A participant was in pay status 
on the applicable date with respect to a 
portion of his or her interest in a plan 
or IRA if such portion is to be paid in 
a benefit form that has been elected on 
or before such date and the participant 
has received, on or before such date, at 
least one payment under such benefit 
form. 
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Q–3: What is required for an election 
of the form of benefit payable under 
the plan to have been irrevocable as of 
any applicable date? 

A–3: As of any applicable date, an 
election of the form of benefit payable 
under a plan is irrevocable if, as of 
such date, it was a written irrevocable 
election that, with respect to all pay-
ments to be received after such date, 
specified the form of distribution (e.g., 
lump sum, level dollar annuity, for-
mula annuity) and the period over 
which the distribution would be made 
(e.g., single life, joint and survivor, 
term certain). An election is not irrev-
ocable as of any applicable date if, on 
or after such date, the form or period 
of the distribution could be determined 
or altered by any person or persons. An 
election does not fail to be irrevocable 
as of an applicable date merely because 
the beneficiaries were not designated 
as of such date or could be changed 
after such date. If any interest in any 
IRA may not, by law or contract, be 
subject to an irrevocable election de-
scribed in this section, any election of 
the form of benefit payable under the 
IRA does not satisfy the requirement 
that an irrevocable election have been 
made. 

[T.D. 8073, 51 FR 4335, Feb. 4, 1986] 

§ 20.2039–2 Annuities under ‘‘qualified 
plans’’ and section 403(b) annuity 
contracts. 

(a) Section 2039(c) exclusion. In gen-
eral, in the case of a decedent dying 
after December 31, 1953, the value of an 
annuity or other payment receivable 
under a plan or annuity contract de-
scribed in paragraph (b) of this section 
is excluded from the decedent’s gross 
estate to the extent provided in para-
graph (c) of this section. In the case of 
a plan described in paragraph (b) (1) or 
(2) of this section (a ‘‘qualified plan’’), 
the exclusion is subject to the limita-
tion described in § 20.2039–3 (relating to 
lump sum distributions paid with re-
spect to a decedent dying after Decem-
ber 31, 1976, and before January 1, 1979) 
or § 20.2039–4 (relating to lump sum dis-
tributions paid with respect to a dece-
dent dying after December 31, 1978). 

(b) Plans and annuity contracts to 
which section 2039(c) applies. Section 
2039(c) excludes from a decedent’s gross 

estate, to the extent provided in para-
graph (c) of this section, the value of 
an annuity or other payment receiv-
able by any beneficiary (except the 
value of an annuity or other payment 
receivable by or for the benefit of the 
decedent’s estate) under— 

(1) An employees’ trust (or under a 
contract purchased by an employees’ 
trust) forming part of a pension, stock 
bonus, or profit-sharing plan which, at 
the time of the decedent’s separation 
from employment (whether by death or 
otherwise), or at the time of the earlier 
termination of the plan, met the re-
quirements of section 401(a); 

(2) A retirement annuity contract 
purchased by an employer (and not by 
an employees’ trust) pursuant to a plan 
which, at the time of decedent’s sepa-
ration from employment (by death or 
otherwise), or at the time of the earlier 
termination of the plan, was a plan de-
scribed in section 403(a); 

(3) In the case of a decedent dying 
after December 31, 1957, a retirement 
annuity contract purchased for an em-
ployee by an employer which, for its 
taxable year in which the purchase oc-
curred, is an organization referred to in 
section 170(b)(1)(A) (ii) or (iv) or which 
is a religious organization (other than 
a trust) and is exempt from tax under 
section 501(a); 

(4) In the case of a decedent dying 
after December 31, 1965, an annuity 
under Chapter 73 of Title 10 of the 
United States Code (10 U.S.C. 1431, et 
seq.); or 

(5) In the case of a decedent dying 
after December 31, 1962, a bond pur-
chase plan described in section 405. 

For the meaning of the term ‘‘annuity 
or other payment’’, see paragraph (b) of 
§ 20.2039–1. For the meaning of the 
phrase ‘‘receivable by or for the benefit 
of the decedent’s estate’’, see para-
graph (b) of § 20.2042–1. The application 
of this paragraph may be illustrated by 
the following examples in each of 
which it is assumed that the amount 
stated to be excludable from the dece-
dent’s gross estate is determined in ac-
cordance with paragraph (c) of this sec-
tion: 

Example (1). Pursuant to a pension plan, 
the employer made contributions to a trust 
which was to provide the employee, upon his 
retirement at age 60, with an annuity for 
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life, and which was to provide his wife, upon 
the employee’s death after retirement, with 
a similar annuity for life. At the time of the 
employee’s retirement, the pension trust 
formed part of a plan meeting the require-
ments of section 401(a). Assume that the em-
ployee died at age 61 after the trustee start-
ed payment of his annuity as described 
above. Since the wife’s annuity was receiv-
able under a qualified pension plan, no part 
of the value of such annuity is includable in 
the decedent’s gross estate by reason of the 
provisions of section 2039(c). If, in this exam-
ple, the employer provided other benefits 
under nonqualified plans, the result would be 
the same since the exclusion under section 
2039(c) is confined to the benefits provided 
for under the qualified plan. 

Example (2). Pursuant to a profit-sharing 
plan, the employer made contributions to a 
trust which were allocated to the employee’s 
individual account. Under the plan, the em-
ployee would, upon retirement at age 60, re-
ceive a distribution of the entire amount 
credited to the account. If the employee 
should die before reaching retirement age, 
the amount credited to the account would be 
distributed to the employee’s designated 
beneficiary. Assume that the employee died 
before reaching the retirement age and that 
at such time the plan met the requirements 
of section 401(a). Since the payment to the 
designated beneficiary is receivable under a 
qualified profit-sharing plan, the provisions 
of section 2039(c) apply. However, if the pay-
ment is a lump sum distribution to which 
§ 20.2039–3 or § 20.2039–4 applies, the payment 
is excludable from the decedent’s gross es-
tate only as provided in such section. 

Example (3). Pursuant to a pension plan, 
the employer made contributions to a trust 
which were used by the trustee to purchase a 
contract from an insurance company for the 
benefit of an employee. The contract was to 
provide the employee, upon retirement at 
age 65, with an annuity of $100 per month for 
life, and was to provide the employee’s des-
ignated beneficiary upon the employee’s 
death after retirement, with a similar annu-
ity for life. The contract further provided 
that if the employee should die before reach-
ing retirement age, a lump sum payment 
equal to the greater of (a) $10,000 or (b) the 
reserve value of the policy would be paid to 
the designated beneficiary in lieu of the an-
nuity. Assume that the employee died before 
reaching the retirement age and that at such 
time the plan met the requirements of sec-
tion 401(a). Since the payment to the des-
ignated beneficiary is receivable under a 
qualified pension plan, the provisions of sec-
tion 2039(c) apply. However, if the payment is 
a lump sum distribution to which § 20.2039–3 
or § 20.2039–4 applies, the payment is exclud-
able from the decedent’s gross estate only as 
provided in such section. It should be noted 
that for purposes of the exclusion under sec-

tion 2039(c) it is immaterial whether or not 
the payment constitutes the proceeds of life 
insurance under the principles set forth in 
§ 20.2039–1(d). 

Example (4). Pursuant to a profit-sharing 
plan, the employer made contributions to a 
trust which were allocated to the employee’s 
individual account. Under the plan, the em-
ployee would, upon his retirement at age 60, 
be given the option to have the amount cred-
ited to his account (a) paid to him in a lump 
sum, (b) used to purchase a joint and sur-
vivor annuity for him and his designated 
beneficiary, or (c) left with the trustee under 
an arrangement whereby interest would be 
paid to him for his lifetime with the prin-
cipal to be paid, at his death, to his des-
ignated beneficiary. The plan further pro-
vided that if the third method of settlement 
were selected, the employee would retain the 
right to have the principal paid to himself in 
a lump sum up to the time of his death. At 
the time of the employee’s retirement, the 
profit-sharing plan met the requirements of 
section 401(a). Assume that the employee, 
upon reaching his retirement age, elected to 
have the amount credited to his account left 
with the trustee under the interest arrange-
ment. Assume, further, that the employee 
did not exercise his right to have such 
amount paid to him before his death. Under 
such circumstances, the employee is consid-
ered as having constructively received the 
amount credited to his account upon his re-
tirement. Thus, such amount is not consid-
ered as receivable by the designated bene-
ficiary under the profit-sharing plan and the 
exclusion of section 2039(c) is not applicable. 

Example (5). An employer purchased a re-
tirement annuity contract for an employee 
which was to provide the employee, upon his 
retirement at age 60, with an annuity for life 
and which was to provide his wife, upon the 
employee’s death after retirement, with a 
similar annuity for life. The employer, for 
its taxable year in which the annuity con-
tract was purchased, was an organization re-
ferred to in section 170(b)(1)(ii), and was ex-
empt from tax under section 501(a). The en-
tire amount of the purchase price of the an-
nuity contract was excluded from the em-
ployee’s gross income under section 403(b). 
No part of the value of the survivor annuity 
payable after the employee’s death is includ-
ible in the decedent’s gross estate by reason 
of the provisions of section 2039(c). 

(c) Amounts excludable from the gross 
estate. (1) The amount to be excluded 
from a decedent’s gross estate under 
section 2039(c) is an amount which 
bears the same ratio to the value at 
the decedent’s death of an annuity or 
other payment receivable by the bene-
ficiary as the employer’s contribution 
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(or a contribution made on the employ-
er’s behalf) on the employee’s account 
to the plan or towards the purchase of 
the annuity contract bears to the total 
contributions on the employee’s ac-
count to the plan or towards the pur-
chase of the annuity contract. In ap-
plying this ratio— 

(i) Payments or contributions made 
by or on behalf of the employer to-
wards the purchase of an annuity con-
tract described in paragraph (b)(3) of 
this section are considered to include 
only such payments or contributions as 
are, or were, excludable from the em-
ployee’s gross income under section 
403(b). 

(ii) In the case of a decedent dying 
before January 1, 1977, payments or 
contributions made under a plan de-
scribed in paragraph (b) (1), (2) or (5) of 
this section on behalf of the decedent 
for a period for which the decedent was 
self-employed, within the meaning of 
section 401(c)(1), with respect to the 
plan are considered payments or con-
tributions made by the decedent and 
not by the employer. 

(iii) In the case of a decedent dying 
after December 31, 1976, however, pay-
ments or contributions made under a 
plan described in paragraph (b) (1), (2) 
or (5) of this section on behalf of the 
decedent for a period for which the de-
cedent was self-employed, within the 
meaning of section 401(c)(1), with re-
spect to the plan are considered pay-
ments or contributions made by the 
employer to the extent the payments 
or contributions are, or were, deduct-
ible under section 404 or 405(c). Con-
tributions or payments attributable to 
that period which are not, or were not, 
so deductible are considered made by 
the decedent. 

(iv) In the case of a plan described in 
paragraph (b) (1) or (2) of this section, 
a rollover contribution described in 
section 402(a)(5), 403(a)(4), 
409(d)(3)(A)(ii) or 409(b)(3)(C) is consid-
ered an amount contributed by the em-
ployer. 

(v) In the case of an annuity contract 
described in paragraph (b)(3) of this 
section, a rollover contribution de-
scribed in section 403(b)(8) is considered 
an amount contributed by the em-
ployer. 

(vi) In the case of a plan described in 
paragraph (b) (1), (2) or (5) of this sec-
tion, an amount includable in the gross 
income of an employee under section 
1379(b) (relating to shareholder-em-
ployee beneficiaries under certain 
qualified plans) is considered an 
amount paid or contributed by the de-
cedent. 

(vii) Amounts payable under para-
graph (b)(4) of this section are attrib-
utable to payments or contributions 
made by the decedent only to the ex-
tent of amounts deposited by the dece-
dent pursuant to section 1438 or 1452(d) 
of Title 10 of the United States Code. 

(viii) The value at the decedent’s 
death of the annuity or other payment 
is determined under the rules of 
§§ 20.2031–1 and 20.2031–7 or, for certain 
prior periods, § 20.2031–7A. 

(2) In certain cases, the employer’s 
contribution (or a contribution made 
on his behalf) to a plan on the employ-
ee’s account and thus the total con-
tributions to the plan on the employ-
ee’s account cannot be readily 
ascertained. In order to apply the ratio 
stated in subparagraph (1) of this para-
graph in such a case, the method out-
lined in the following two sentences 
must be used unless a more precise 
method is presented. In such a case, 
the total contributions to the plan on 
the employee’s account is the value of 
any annuity or other payment payable 
to the decedent and his survivor com-
puted as of the time the decedent’s 
rights first mature (or as of the time 
the survivor’s rights first mature if the 
decedent’s rights never mature) and 
computed in accordance with the rules 
set forth in §§ 20.2031–1, 20.2031–7, 
20.2031–8, and 20.2031–9. By subtracting 
from such value the amount of the em-
ployee’s contribution to the plan, the 
amount of the employer’s contribution 
to the plan on the employee’s account 
may be obtained. The application of 
this paragraph may be illustrated by 
the following example. 

Example. Pursuant to a pension plan, the 
employer and the employee contributed to a 
trust which was to provide the employee, 
upon his retirement at age 60, with an annu-
ity for life, and which was to provide his 
wife, upon the employee’s death after retire-
ment, with a similar annuity for life. At the 
time of the employee’s retirement, the pen-
sion trust formed part of a plan meeting the 
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requirements of section 401(a). Assume the 
following: (i) That the employer’s contribu-
tions to the fund were not credited to the ac-
counts of individual employees; (ii) that the 
value of the employee’s annuity and his 
wife’s annuity, computed as of the time of 
the decedent’s retirement, was $40,000; (iii) 
that the employee contributed $10,000 to the 
plan; and (iv) that the value at the dece-
dent’s death of the wife’s annuity was $16,000. 
On the basis of these facts, the total con-
tributions to the fund on the employee’s ac-
count are presumed to be $40,000 and the em-
ployer’s contribution to the plan on the em-
ployee’s account is presumed to be $30,000 
($40,000 less $10,000). Since the wife’s annuity 
was receivable under a qualified pension 
plan, that part of the value of such annuity 
which is attributable to the employer’s con-
tributions ($30,000÷$40,000×$16,000), or $12,000 
is excludable from the decedent’s gross es-
tate by reason of the provisions of section 
2039(c). Compare this result with the results 
reached in the examples set forth in para-
graph (b) of this section in which all con-
tributions to the plans were made by the em-
ployer. 

(d) Exclusion of certain annuity inter-
ests created by community property laws. 
(1) In the case of an employee on whose 
behalf contributions or payments were 
made by his employer or former em-
ployer under an employees’ trust form-
ing part of a pension, stock bonus, or 
profit-sharing plan described in section 
2039(c)(1), under an employee’s retire-
ment annuity contract described in 
section 2039(c)(2), or toward the pur-
chase of an employee’s retirement an-
nuity contract described in section 
2039(c)(3), which under section 2039(c) 
are not considered as contributed by 
the employee, if the spouse of such em-
ployee predeceases him, then, notwith-
standing the provisions of section 2039 
or of any other provision of law, there 
shall be excluded from the gross estate 
of such spouse the value of any interest 
of such spouse in such plan or trust or 
such contract, to the extent such inter-
est— 

(i) Is attributable to such contribu-
tions or payments, and 

(ii) Arises solely by reason of such 
spouse’s interest in community income 
under the community property laws of 
a State. 

(2) Section 2039(d) and this paragraph 
do not provide any exclusion for such 
spouse’s property interest in the plan, 
trust or contract to the extent it is at-
tributable to the contributions of the 

employee spouse. Thus, the decedent’s 
community property interest in the 
plan, trust, or contract which is attrib-
utable to contributions made by the 
employee spouse are includible in the 
decendent’s gross estate. See paragraph 
(c) of this section. 

(3) Section 2039(d) and this paragraph 
apply to the estate of a decedent who 
dies on or after October 27, 1972, and to 
the estate of a decedent who died be-
fore October 27, 1972, if the period for 
filing a claim for credit or refund of an 
overpayment of the estate tax ends on 
or after October 27, 1972. Interest will 
not be allowed or paid on any overpay-
ment of tax resulting from the applica-
tion of section 2039(d) and this para-
graph for any period prior to April 26, 
1973. 

[T.D. 6296, 23 FR 4529, June 24, 1958, as 
amended by T.D. 6526, 26 FR 416, Jan. 19, 1961; 
T.D. 7043, 35 FR 8480, June 2, 1970; T.D. 7416, 
41 FR 14514, Apr. 6, 1976; T.D. 7428, 41 FR 
34628, Aug. 16, 1976; T.D. 7562, 43 FR 38820, 
Aug. 31, 1978; T.D. 7761, 46 FR 7303, Jan. 23, 
1981; T.D. 8540, 59 FR 30103, June 10, 1994] 

§ 20.2039–3 Lump sum distributions 
under ‘‘qualified plans;’’ decedents 
dying after December 31, 1976, and 
before January 1, 1979. 

(a) Limitation of section 2039(c) exclu-
sion. This section applies in the case of 
a decedent dying after December 31, 
1976, and before January 1, 1979. If a 
lump sum distribution is paid with re-
spect to the decedent under a plan de-
scribed in § 20.2039–2(b) (1) or (2) (a 
‘‘qualified plan’’), no amount payable 
with respect to the decedent under the 
plan is excludable from the decedent’s 
gross estate under § 20.2039–2. 

(b) ‘‘Lump sum distribution’’ defined. 
For purposes of this section the term 
‘‘lump sum distribution’’ means a lump 
sum distribution defined in section 
402(e)(4)(A) that satisfies the require-
ments of section 402(e)(4)(C), relating 
to the aggregation of certain trusts 
and plans. The distribution of an annu-
ity contract is not a lump sum dis-
tribution for purposes of this section, 
and § 20.2039–2 will apply with respect 
to the distribution of an annuity con-
tract without regard to whether the 
contract is included in a distribution 
that is otherwise a lump sum distribu-
tion under this paragraph (b). A dis-
tribution is a lump sum distribution 
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for purposes of this section without re-
gard to the election described in sec-
tion 402(e)(4)(B). 

(c) Amounts payable as a lump sum dis-
tribution. If on the date the estate tax 
return is filed, an amount under a 
qualified plan is payable with respect 
to the decedent as a lump sum distribu-
tion (whether at the election of a bene-
ficiary or otherwise), for purposes of 
this section the amount is deemed paid 
as a lump sum distribution no later 
than on such date. Accordingly, no por-
tion of the amount payable under the 
plan is excludable from the value of the 
decedent’s gross estate under § 20.2039– 
2. If, however, the amount payable as a 
lump sum distribution is not, in fact, 
thereafter paid as a lump sum distribu-
tion, there shall be allowed a credit or 
refund of any tax paid which is attrib-
utable to treating such amount as a 
lump sum distribution under this para-
graph. Any claim for credit or refund 
filed under this paragraph must be filed 
within the time prescribed by section 
6511, and must provide satisfactory evi-
dence that the amount originally pay-
able as a lump sum distribution is no 
longer payable in such form. 

(d) Filing date. For purposes of para-
graph (c) of this section, ‘‘the date the 
estate tax return is filed’’ means the 
earlier of— 

(1) The date the estate tax return is 
actually filed, or 

(2) The date nine months after the 
decedent’s death, plus any extension of 
time for filing the estate tax return 
granted under section 6081. 

[T.D. 7761, 46 FR 7304, Jan. 23, 1981] 

§ 20.2039–4 Lump sum distributions 
from ‘‘qualified plans;’’ decedents 
dying after December 31, 1978. 

(a) Limitation on section 2039(c) exclu-
sion. This section applies in the case of 
a decedent dying after December 31, 
1978. If a lump sum distribution is paid 
or payable with respect to a decedent 
under a plan described in § 20.2039–2(b) 
(1) or (2) (a ‘‘qualified plan’’), no 
amount paid or payable with respect to 
the decedent under the plan is exclud-
able from the decedent’s gross estate 
under § 20.2039–2, unless the recipient of 
the distribution makes the section 
402(a)/403(a) taxation election described 
in paragraph (c) of this section. For 

purposes of this section, an amount is 
payable as a lump sum distribution 
under a plan if, as of the date the es-
tate tax return is filed (as determined 
under § 20.2039–3(d)), it is payable as a 
lump sum distribution at the election 
of the recipient or otherwise. 

(b) ‘‘Lump sum distribution’’ defined; 
treatment of annuity contracts. For pur-
poses of this section the term ‘‘lump 
sum distribution’’ means a lump sum 
distribution defined in section 
402(e)(4)(A) that satisfies the require-
ments of section 402(e)(4)(C), relating 
to the aggregation of certain trusts 
and plans. A distribution is a lump sum 
distribution for purposes of this section 
without regard to the election de-
scribed in section 402(e)(4)(B). The dis-
tribution of an annuity contract is not 
a lump sum distribution for purposes of 
this section, and the limitation de-
scribed in this section does not apply 
to an annuity contract distributed 
under a plan. Accordingly, if the 
amount payable with respect to a dece-
dent under a plan is paid to a recipient 
partly by the distribution of an annu-
ity contract, and partly by the dis-
tribution of an amount that is a lump 
sum distribution within the meaning of 
this paragraph (b), § 20.2039–2 shall 
apply with respect to the annuity con-
tract without regard to whether the re-
cipient makes the section 402(a)/403(a) 
taxation election with respect to the 
remainder of the distribution. 

(c) Recipient’s section 402(a)/403(a) tax-
ation election. The section 402(a)/403(a) 
taxation election is the election by the 
recipient of a lump sum distribution to 
treat the distribution as— 

(1) Taxable under section 402(a), with-
out regard to section 402(a)(2), to the 
extent includable in gross income (in 
the case of a distribution under a quali-
fied plan described in § 20.2039–2(b)(1)), 

(2) Taxable under section 403(a), with-
out regard to section 403(a)(2), to the 
extent includable in gross income (in 
the case of a distribution under a quali-
fied annuity contract described in 
§ 20.2039–2(b)(2)), or 

(3) A rollover contribution, in whole 
or in part, under section 402(a)(7) (re-
lating to rollovers by a decedent’s sur-
viving spouse). 
Accordingly, if a recipient makes the 
election, no portion of the distribution 
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is taxable to the recipient under the 10- 
year averaging provisions of section 
402(e) or as long-term capital gain 
under section 402(a)(2). However, a re-
cipient’s election under this paragraph 
(c) does not preclude the application of 
section 402(e)(4)(J) to any securities of 
the employer corporation included in 
the distribution. 

(d) Method of election—(1) General rule. 
The recipient of a lump sum distribu-
tion shall make the section 402(a)/403(a) 
taxation election by: 

(i) Determining the income tax li-
ability on the income tax return (or 
amended return) for the taxable year of 
the distribution in a manner consistent 
with paragraph (c) (1) or (2) of this sec-
tion, 

(ii) Rolling over all or any part of the 
distribution under section 402(a)(7), or 

(iii) Filing a section 2039(f)(2) elec-
tion statement described in paragraph 
(d)(2) of this section. 

(2) Election statement. A recipient may 
file a section 2039(f)(2) election state-
ment indicating that the recipient 
elects to treat a lump sum distribution 
in the manner described in paragraph 
(c) of this section. The statement must 
be filed where the recipient would file 
the income tax return for the taxable 
year of the distribution. The statement 
must be signed by the recipient and in-
clude the individual’s name, address, 
social security number, the name of 
the decedent, and a statement indi-
cating the election is being made. A 
section 2039(f)(2) election statement 
may be filed at any time prior to mak-
ing the election under paragraph (d)(1) 
(i) or (ii) of this section. 

(3) Effect on estate tax return. If the 
date the estate tax return is filed pre-
cedes the date on which the recipient 
makes the section 402(a)/403(a) taxation 
election with respect to a lump sum 
distribution, the estate tax return may 
not reflect the election. However, if 
after the estate tax return is filed, the 
recipient makes the section 402(a)/ 
403(a) taxation election, the executor of 
the estate may file a claim for refund 
or credit of an overpayment of the Fed-
eral estate tax within the time pre-
scribed in section 6511. See also, 
§ 20.6081–1 for rules relating to obtain-
ing an extension of time for filing the 
estate tax return. 

(e) Election irrevocable. If a recipient 
of a lump sum distribution files a sec-
tion 2039(f)(2) election statement, an 
income tax return (or amended return) 
or makes a rollover contribution that 
constitutes the section 402(a)/403(a) 
taxation election described in para-
graphs (c) and (d), the election may not 
be revoked. Accordingly, a subsequent 
and amended income tax return filed 
by the recipient that is inconsistent 
with the prior election will not be 
given effect for purposes of section 2039 
and section 402 or 403. 

(f) Lump sum distribution to multiple 
recipients. In the case of a lump sum 
distribution paid or payable under a 
qualified plan with respect to the dece-
dent to more than one recipient, the 
exclusion under § 20.2039–2 applies to so 
much of the distribution as is paid or 
payable to a recipient who makes the 
section 402(a)/403(a) taxation election. 

(g) Distributions of annuity contracts 
included in multiple distributions. Not-
withstanding that a recipient makes 
the section 402(a)/403(a) taxation elec-
tion with respect to a lump sum dis-
tribution that includes the distribution 
of an annuity contract, the distribu-
tion of the annuity contract is to be 
taken into account by the recipient for 
purposes of the multiple distribution 
rules under section 402(e). 

[T.D. 7761, 46 FR 7304, Jan. 23, 1981, as amend-
ed by T.D. 7956, 49 FR 20284, May 14, 1984] 

§ 20.2039–5 Annuities under individual 
retirement plans. 

(a) Section 2039(e) exclusion—(1) In 
general. In the case of a decedent dying 
after December 31, 1976, section 2039 (e) 
excludes from the decedent’s gross es-
tate, to the extent provided in para-
graph (c) of this section, the value of a 
‘‘qualifying annuity’’ receivable by a 
beneficiary under an individual retire-
ment plan. The term ‘‘individual re-
tirement plan’’ means— 

(i) An individual retirement account 
described in section 408(a). 

(ii) An individual retirement annuity 
described in section 408(b), or 

(iii) A retirement bond described in 
section 409(a). 

(2) Limitations. (i) Section 2039(e) ap-
plies only with respect to the gross es-
tate of a decedent on whose behalf the 
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individual retirement plan was estab-
lished. Accordingly, section 2039(e) 
does not apply with respect to the es-
tate of a decedent who was only a bene-
ficiary under the plan. 

(ii) Section 2039(e) does not apply to 
an annuity receivable by or for the 
benefit of the decedent’s estate. For 
the meaning of the term ‘‘receivable by 
or for the benefit of the decedent’s es-
tate,’’ see § 20.2042–1(b). 

(b) Qualifying annuity. For purposes 
of this section, the term ‘‘qualifying 
annuity’’ means an annuity contract or 
other arrangement providing for a se-
ries of substantially equal periodic 
payments to be made to a beneficiary 
for the beneficiary’s life or over a pe-
riod ending at least 36 months after the 
decedent’s death. The term ‘‘annuity 
contract’’ includes an annuity pur-
chased for a beneficiary and distributed 
to the beneficiary, if under section 408 
the contract is not included in the 
gross income of the beneficiary upon 
distribution. The term ‘‘other arrange-
ment’’ includes any arrangement aris-
ing by reason of the decedent’s partici-
pation in the program providing the in-
dividual retirement plan. Payments 
shall be considered ‘‘periodic’’ if under 
the arrangement or contract (including 
a distributed contract) payments are to 
be made to the beneficiary at regular 
intervals. If the contract or arrange-
ment provides optional payment provi-
sions, not all of which provide for peri-
odic payments, payments shall be con-
sidered periodic only if an option pro-
viding periodic payments is elected not 
later than the date the estate tax re-
turn is filed (as determined under 
§ 20.2039–3(d)). For this purpose, the 
right to surrender a contract (includ-
ing a distributed contract) for a cash 
surrender value will not be considered 
an optional payment provision. Pay-
ments shall be considered ‘‘substan-
tially equal’’ even though the amounts 
receivable by the beneficiary may 
vary. Payments shall not be considered 
substantially equal, however, if more 
than 40% of the total amount payable 
to the beneficiary under the individual 
retirement plan, determined as of the 
date of the decedent’s death and ex-
cluding any postmortem increase, is 
payable to the beneficary in any 12- 
month period. 

(c) Amount excludible from gross es-
tate—(1) In general. Except as otherwise 
described in this paragraph (c), the 
amount excluded from the decedent’s 
gross estate under section 2039 (e) is 
the entire value of the qualifying annu-
ity (as determined under §§ 20.2031–1 
and 20.2031–7 or, for certain prior peri-
ods, § 20.2031–7A) payable under the in-
dividual retirement plan. 

(2) Excess contribution. In any case in 
which there exists, on the date of the 
decedent’s death, an excess contribu-
tion (as defined in section 4973(b)) with 
respect to the individual retirement 
plan, the amount excluded from the 
value of the decedent’s gross estate is 
determined under the following for-
mula: 

E=A¥A(X÷C¥R) 

Where: 
E=The amount excluded from the decedent’s 

gross estate under section 2039(e), 
A=The value of the qualifying annuity at the 

decedent’s death (as determined under 
§§ 20.2031–1 and 20.2031–7 or, for certain prior 
periods, § 20.2031–7A), 

X=The amount which is an excess contribu-
tion at the decedent’s death (as determined 
under section 4973(b)), 

C=The total amount contributed by or on be-
half of the decedent to the individual re-
tirement plan, and 

R=The total of amounts paid or distributed 
from the individual retirement plan before 
the death of the decedent which were ei-
ther includable in the gross income of the 
recipient under section 408(d)(1) and rep-
resented the payment or distribution of an 
excess contribution, or were payments or 
distributions described in section 408(d)(4) 
or (5) (relating to returned excess contribu-
tions). 

(3) Certain section 403(b)(8) rollover 
contributions. This subparagraph (3) ap-
plies if the decedent made a rollover 
contribution to the individual retire-
ment plan under section 403(b)(8), and 
the contribution was attributable to a 
distribution under an annuity contract 
other than an annuity contract de-
scribed in § 20.2039–2(b)(3). If such a roll-
over contribution was the only con-
tribution made to the plan, no part of 
the value of the qualifying annuity 
payable under the plan is excluded 
from the decedent’s gross estate under 
section 2039(e). If a contribution other 
than such a rollover contribution was 
made to the plan, the amount excluded 
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from the decedent’s gross estate is de-
termined under the formula described 
in subparagraph (2) of this paragraph, 
except that for purposes of that for-
mula, X includes the amount that was 
a rollover contribution under section 
403(b)(8) attributable to a distribution 
under an annuity contract not de-
scribed in § 20.2039–2(b)(3). 

(4) Surviving spouse’s rollover contribu-
tion. This subparagraph (4) applies if 
the decedent made a rollover contribu-
tion to the individual retirement plan 
under section 402(a)(7), relating to roll-
overs by a surviving spouse. If the roll-
over contribution under section 
402(a)(7) was the only contribution 
made by the decedent to the plan, no 
part of the value of the qualifying an-
nuity payable under the plan is ex-
cluded from the decedent’s gross estate 
under section 2039(e). If a contribution 
other than a rollover contribution 
under section 402(a)(7) was made by the 
decedent to the plan, the amount ex-
cluded from the decedent’s gross estate 
is determined under the formula de-
scribed in subparagraph (2) of this 
paragraph, except that for purposes of 
that formula, X includes the amount 
that was a rollover contribution under 
section 402(a)(7). 

(5) Election under § 1.408–2(b)(7)(ii). 
This subparagraph (5) applies if the de-
cedent at any time made the election 
described in § 1.408–2(b)(7)(ii) with re-
spect to an amount in the individual 
retirement plan. If this subparagraph 
(5) applies, the amount excluded from 
the decedent’s gross estate is deter-
mined under the formula described in 
subparagraph (2), except that for pur-
poses of that formula, X and C include 
the amount with respect to which the 
election was made. 

(6) Plan-to-plan rollovers. (i) This sub-
paragraph (6) applies if the individual 
retirement plan is a transferee plan. A 
‘‘transferee plan’’ is a plan that was 
the recipient of a contribution de-
scribed in section 408(d)(3)(A)(i) or 
409(b)(3)(C) (relating to rollovers from 
one individual retirement plan to an-
other) made by the decedent. The 
amount of the contribution described 
in section 408(d)(3)(A)(i) or 409(b)(3)(C) 
is the ‘‘rollover amount.’’ The plan 
from which the rollover amount was 

paid or distributed to the decedent is 
the ‘‘transferor plan.’’ 

(ii) If the decedent made a contribu-
tion described in subparagraph (3) or (4) 
to the transferor plan, the amount ex-
cluded from the decedent’s gross estate 
with respect to the transferee plan is 
determined under the formula de-
scribed in subparagraph (2), except that 
for purposes of that formula, X in-
cludes so much of the rollover amount 
as was attributable to the contribution 
to the transferor plan that was de-
scribed in subparagraph (3) or (4). The 
extent to which a rollover amount is 
attributable to a contribution de-
scribed in subparagraph (3) or (4) that 
was made to the transferor plan is de-
termined by multiplying the rollover 
amount by a fraction, the numerator of 
which is the amount of such contribu-
tion, and the denominator of which is 
the sum of all amounts contributed by 
the decedent to the transferor plan (if 
not returned as described under R in 
subparagraph (2)), and any amount in 
the transferor plan to which the elec-
tion described in subparagraph (5) ap-
plied. 

(iii) If the decedent made the election 
described in subparagraph (5) with re-
spect to an amount in the transferor 
plan, the amount excluded from the de-
cedent’s gross estate with respect to 
the transferee plan is determined under 
the formula described in subparagraph 
(2), except that for purposes of that for-
mula, X includes so much of the roll-
over amount as was attributable to the 
amount in the transferor plan to which 
the election applied. The extent to 
which a rollover amount is attrib-
utable to an amount in the transferor 
plan to which the election applied is 
determined by multiplying the rollover 
amount by a fraction, the numerator of 
which is the amount to which the elec-
tion applied, and the denominator of 
which is the sum of all amounts con-
tributed by the decedent to the trans-
feror plan (if not returned as described 
under R in subparagraph (2)), and the 
amount in the transferor plan to which 
the election applied. 

(iv) If a transferor plan described in 
this subparagraph (6) was also a trans-
feree plan, then the rules described in 
this subparagraph (6) are to be applied 
with respect to both the rollover 

VerDate Aug<04>2004 11:29 Apr 28, 2005 Jkt 205096 PO 00000 Frm 00336 Fmt 8010 Sfmt 8010 Y:\SGML\205096.XXX 205096



327 

Internal Revenue Service, Treasury § 20.2039–5 

amount paid to the plan and the roll-
over amount thereafter paid from the 
plan. 

(d) Examples. The provisions of this 
section are illustrated by the following 
examples: 

Example (1). (1) A establishes an individual 
retirement account described in section 408 
(a) on January 1, 1976, when A is age 65. A’s 
only contribution to the account is a roll-
over contribution described in section 
402(a)(5). The trust agreement provides that 
A may at any time elect to have the balance 
in the account distributed in one of the fol-
lowing methods: 

(i) A single sum payment of the account, 
(ii) Equal or substantially equal semi-

annual payments over a period equal to A’s 
life expectancy, or 

(iii) Equal or substantially equal semi-
annual payments over a period equal to the 
life expectancy of A and A’s spouse. 

(2) The trust agreement further provides 
that although semiannual payments have 
commenced under option (ii) or (iii), A (or 
A’s surviving spouse) may, by written notice 
to the trustee, receive all or a part of the 
balance remaining in the account. In addi-
tion, under option (ii), any balance remain-
ing in the account at A’s death is payable in 
a single sum to A’s designated beneficiary. 
Under option (iii), any balance remaining in 
the account at the death of the survivor of A 
or A’s spouse is payable in a single sum to a 
beneficiary designated by A or A’s surviving 
spouse. 

(3) A elects option (iii), and the first semi-
annual payment is made to A on July 1, 1976. 
On that date, A’s life expectancy is 15 years, 
and that of A’s spouse is 22 years. Under op-
tion (iii), the semiannual payments to A or 
A’s surviving spouse will continue until July 
1, 1998. 

(4) A dies on November 20, 1978. On Decem-
ber 15, 1978, the trust agreement is modified 
so that A’s surviving spouse no longer may 
elect to receive all or part of the balance re-
maining in the account. The value of the 
semiannual payments payable to A’s spouse 
is excluded from A’s gross estate under sec-
tion 2039(e). 

(5) A’s spouse dies July 12, 1981, and the 
single sum payment payable on account of 
the death of A’s spouse is paid to the des-
ignated beneficiary on August 1, 1981. Not-
withstanding that the balance in the account 
was paid to the designated beneficiary with-
in 36 months after A’s death, the value of the 
semiannual payments payable to A’s spouse 
are excluded from A’s gross estate, since at 
A’s death those semiannual payments were 
to be paid over a period extending beyond 36 
months. Section 2039(e) does not apply to ex-
clude any amount from the estate of A’s 
spouse, because A’s spouse was only a bene-

ficiary and not the individual on whose be-
half the account was established. 

Example (2). Assume the same facts as in 
example (1), except that the trust agreement 
is not modified so that A’s surviving spouse 
no longer may elect to receive all or part of 
the balance remaining in the account (see (2) 
and (4) in example (1)). Instead, the balance 
of the account is applied toward the pur-
chase of a contract providing an immediate 
annuity, the contract is distributed to A’s 
surviving spouse on December 15, 1978, and 
under section 408 the contract is not in-
cluded in the gross income of the spouse 
upon its distribution. The value of the annu-
ity contract is excluded from A’s gross es-
tate, if the contract provides for a series of 
substantially equal periodic payments (with-
in the meaning of paragraph (b) of this sec-
tion) to be made over the life of A’s sur-
viving spouse or over a period not ending be-
fore the date 36 months after A’s death. 

Example (3). (1) B establishes an individual 
retirement plan described in section 408(a) 
(‘‘IRA B’’) on February 6, 1981, in order to re-
ceive a $220,000 rollover contribution from a 
qualified plan, as described in section 
402(a)(5). B dies August 14, 1981. C, an indi-
vidual, is the sole beneficiary under IRA B. 
The amount in IRA B ($238,000) is payable to 
C in whole or part as C may elect. Because 
the amount in IRA B is payable to C as other 
than a qualifying annuity, within the mean-
ing of paragraph (b) of this section, no 
amount is excluded from B’s gross estate 
under section 2039(e). 

(2) On October 17, 1981, C contributes $1,500 
on C’s own behalf to IRA B. Under § 1.408– 
2(b)(7)(ii), C’s contribution will cause IRA B 
to be treated as being maintained by and on 
behalf of C (‘‘IRA C’’) and C’s making the 
contribution constitutes an election to 
which paragraph (c)(5) of this section ap-
plies. The balance in IRA C immediately be-
fore C’s contribution is $240,000. Accordingly, 
the amount with respect to which C made 
the election is $240,000. 

(3) C dies January 19, 1982. E, an individual, 
is the sole beneficiary under the plan, and 
the amounts payable to E ($242,000) are pay-
able as a qualifying annuity, within the 
meaning of paragraph (b) of this section. 

(4) The rules described in section 2039(e) 
and this section are applied with respect to 
the gross estate of C without regard to 
whether amounts now payable under IRA C 
were or were not excluded from B’s gross es-
tate. Under paragraph (c) of this section, the 
amount not excluded from C’s gross estate is 
the value of the qualifying annuity payable 
to E ($242,000), multiplied by the fraction 
$240,000/($240,000+$1,500). Thus, the amount 
not excluded from C’s gross estate is $240,497. 
[($242,000) ($240,000 ($240,000+$1,500))=$240,497.] 
The amount excluded is therefore $1,503 
($242,000¥$240,497). 
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Example (4). (1) F, an individual, establishes 
an individual retirement plan (‘‘IRA F1’’) in 
1977 and makes $1,250 annual contributions 
for 1977, 1978, 1979 and 1980 (4×$1,250=$5,000), 
each of which is deducted by F under section 
219. In February 1980, F receives an $85,000 
distribution on account of the death of G, F’s 
spouse, from the qualified plan of G’s former 
employer, and rolls it over into IRA F1, 
under section 402(a)(7). Because IRA F1 in-
cludes a rollover contribution under section 
402(a)(7), paragraph (c)(4) of this section ap-
plies. In 1981, F’s entire interest in IRA F1, 
$100,000, is paid to F and contributed to an-
other individual retirement plan (‘‘IRA F2’’) 
under section 408(d)(3)(A)(i). IRA F2 is a 
transferee plan to which paragraph (c)(6) of 
this section applies because of the rollover. F 
makes a $1,500 deductible contribution to 
IRA F2 for 1981. 

(2) F dies in 1984. The balance in IRA F2 
($146,000) is payable to G, an individual, as a 
qualifying annuity, within the meaning of 
paragraph (b) of this section. 

(3) Under paragraph (c) of this section, the 
amount not excluded from F’s gross estate is 
the value of the qualifying annuity payable 
under IRA F2 multiplied by the fraction 
$96,700/$101,500. Accordingly, the amount not 
excluded is $139,096. [($146,000) ($96,700/ 
$101,500)=$139,096.] The amount excluded is 
$6,904 ($146,000¥$139,096). 

(4) The numerator of the fraction ($96,700) 
is determined by multiplying the amount 
rolled over from IRA F1 to IRA F2 ($100,000) 
by a fraction, the numerator of which is the 
amount of the rollover contribution to IRA 
F1 ($85,000), and the denominator of which is 
the total contributions to IRA F1 
($85,000+$5,000=$90,000). [($100,000) ($85,000/ 
$90,000)=$96,700.] 

(5) The denominator of the fraction 
($101,500) is the sum of the contributions to 
IRA F2 (the $100,000 rollover contribution 
from IRA F1, and the $1,500 annual contribu-
tion to IRA F2). 

[T.D. 7761, 46 FR 7305, Jan. 23, 1981; 46 FR 
17191, Mar. 18, 1981, as amended by T.D. 8540, 
59 FR 30103, June 10, 1994] 

§ 20.2040–1 Joint interests. 

(a) In general. A decedent’s gross es-
tate includes under section 2040 the 
value of property held jointly at the 
time of the decedent’s death by the de-
cedent and another person or persons 
with right of survivorship, as follows: 

(1) To the extent that the property 
was acquired by the decedent and the 
other joint owner or owners by gift, de-
vise, bequest, or inheritance, the dece-
dent’s fractional share of the property 
is included. 

(2) In all other cases, the entire value 
of the property is included except such 
part of the entire value as is attrib-
utable to the amount of the consider-
ation in money or money’s worth fur-
nished by the other joint owner or own-
ers. See § 20.2043–1 with respect to ade-
quacy of consideration. Such part of 
the entire value is that portion of the 
entire value of the property at the de-
cedent’s death (or at the alternate 
valuation date described in section 2032 
which the consideration in money or 
money’s worth furnished by the other 
joint owner or owners bears to the 
total cost of acquisition and capital ad-
ditions. In determining the consider-
ation furnished by the other joint 
owner or owners, there is taken into 
account only that portion of such con-
sideration which is shown not to be at-
tributable to money or other property 
acquired by the other joint owner or 
owners from the decedent for less than 
a full and adequate consideration in 
money or money’s worth. 

The entire value of jointly held prop-
erty is included in a decedent’s gross 
estate unless the executor submits 
facts sufficient to show that property 
was not acquired entirely with consid-
eration furnished by the decedent, or 
was acquired by the decedent and the 
other joint owner or owners by gift, be-
quest, devise, or inheritance. 

(b) Meaning of ‘‘property held jointly’’. 
Section 2040 specifically covers prop-
erty held jointly by the decedent and 
any other person (or persons), property 
held by the decedent and spouse as ten-
ants by the entirety, and a deposit of 
money, or a bond or other instrument, 
in the name of the decedent and any 
other person and payable to either or 
the survivor. The section applies to all 
classes of property, whether real or 
personal, and regardless of when the 
joint interests were created. Further-
more, it makes no difference that the 
survivor takes the entire interest in 
the property by right of survivorship 
and that no interest therein forms a 
part of the decedent’s estate for pur-
poses of administration. The section 
has no application to property held by 
the decedent and any other person (or 
persons) as tenants in common. 
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(c) Examples. The application of this 
section may be explained in the fol-
lowing examples in each of which it is 
assumed that the other joint owner or 
owners survived the decedent: 

(1) If the decedent furnished the en-
tire purchase price of the jointly held 
property, the value of the entire prop-
erty is included in his gross estate; 

(2) If the decedent furnished a part 
only of the purchase price, only a cor-
responding portion of the value of the 
property is so included; 

(3) If the decedent furnished no part 
of the purchase price, no part of the 
value of the property is so included; 

(4) If the decedent, before the acquisi-
tion of the property by himself and the 
other joint owner, gave the latter a 
sum of money or other property which 
thereafter became the other joint own-
er’s entire contribution to the purchase 
price, then the value of the entire prop-
erty is so included, notwithstanding 
the fact that the other property may 
have appreciated in value due to mar-
ket conditions between the time of the 
gift and the time of the acquisition of 
the jointly held property; 

(5) If the decedent, before the acquisi-
tion of the property by himself and the 
other joint owner, transferred to the 
latter for less than an adequate and 
full consideration in money or money’s 
worth other income-producing prop-
erty, the income from which belonged 
to and became the other joint owner’s 
entire contribution to the purchase 
price, then the value of the jointly held 
property less that portion attributable 
to the income which the other joint 
owner did furnish is included in the de-
cedent’s gross estate; 

(6) If the property originally belonged 
to the other joint owner and the dece-
dent purchased his interest from the 
other joint owner, only that portion of 
the value of the property attributable 
to the consideration paid by the dece-
dent is included; 

(7) If the decedent and his spouse ac-
quired the property by will or gift as 
tenants by the entirety, one-half of the 
value of the property is included in the 
decedent’s gross estate; and 

(8) If the decedent and his two broth-
ers acquired the property by will or 
gift as joint tenants, one-third of the 
value of the property is so included. 

§ 20.2041–1 Powers of appointment; in 
general. 

(a) Introduction. A decedent’s gross 
estate includes under section 2041 the 
value of property in respect of which 
the decedent possessed, exercised, or 
released certain powers of appoint-
ment. This section contains rules of 
general application; § 20.2041–2 contains 
rules specifically applicable to general 
powers of appointment created on or 
before October 21, 1942; and § 20.2041–3 
sets forth specific rules applicable to 
powers of appointment created after 
October 21, 1942. 

(b) Definition of ‘‘power of appoint-
ment’’—(1) In general. The term ‘‘power 
of appointment’’ includes all powers 
which are in substance and effect pow-
ers of appointment regardless of the 
nomenclature used in creating the 
power and regardless of local property 
law connotations. For example, if a 
trust instrument provides that the ben-
eficiary may appropriate or consume 
the principal of the trust, the power to 
consume or appropriate is a power of 
appointment. Similarly, a power given 
to a decedent to affect the beneficial 
enjoyment of trust property or its in-
come by altering, amending, or revok-
ing the trust instrument or termi-
nating the trust is a power of appoint-
ment. If the community property laws 
of a State confer upon the wife a power 
of testamentary disposition over prop-
erty in which she does not have a vest-
ed interest she is considered as having 
a power of appointment. A power in a 
donee to remove or discharge a trustee 
and appoint himself may be a power of 
appointment. For example, if under the 
terms of a trust instrument, the trust-
ee or his successor has the power to ap-
point the principal of the trust for the 
benefit of individuals including him-
self, and the decedent has the unre-
stricted power to remove or discharge 
the trustee at any time and appoint 
any other person including himself, the 
decedent is considered as having a 
power of appointment. However, the 
decedent is not considered to have a 
power of appointment if he only had 
the power to appoint a successor, in-
cluding himself, under limited condi-
tions which did not exist at the time of 
his death, without an accompanying 
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unrestricted power of removal. Simi-
larly, a power to amend only the ad-
ministrative provisions of a trust in-
strument, which cannot substantially 
affect the beneficial enjoyment of the 
trust property or income, is not a 
power of appointment. The mere power 
of management, investment, custody of 
assets, or the power to allocate re-
ceipts and disbursements as between 
income and principal, exercisable in a 
fiduciary capacity, whereby the holder 
has no power to enlarge or shift any of 
the beneficial interests therein except 
as an incidental consequence of the dis-
charge of such fiduciary duties is not a 
power of appointment. Further, the 
right in a beneficiary of a trust to as-
sent to a periodic accounting, thereby 
relieving the trustee from further ac-
countability, is not a power of appoint-
ment if the right of assent does not 
consist of any power or right to enlarge 
or shift the beneficial interest of any 
beneficiary therein. 

(2) Relation to other sections. For pur-
poses of §§ 20.2041–1 to 20.2041–3, the 
term ‘‘power of appointment’’ does not 
include powers reserved by the dece-
dent to himself within the concept of 
sections 2036 through 2038. (See 
§§ 20.2036–1 to 20.2038–1.) No provision of 
section 2041 or of §§ 20.2041–1 to 20.2041– 
3 is to be construed as in any way lim-
iting the application of any other sec-
tion of the Internal Revenue Code or of 
these regulations. The power of the 
owner of a property interest already 
possessed by him to dispose of his in-
terest, and nothing more, is not a 
power of appointment, and the interest 
is includable in his gross estate to the 
extent it would be includable under 
section 2033 or some other provision of 
Part III of Subchapter A of Chapter 11. 
For example, if a trust created by S 
provides for payment of the income to 
A for life with power in A to appoint 
the remainder by will and, in default of 
such appointment for payment of the 
income to A’s widow, W, for her life 
and for payment of the remainder to 
A’s estate, the value of A’s interest in 
the remainder is includable in his gross 
estate under section 2033 regardless of 
its includability under section 2041. 

(3) Powers over a portion of property. If 
a power of appointment exists as to 
part of an entire group of assets or 

only over a limited interest in prop-
erty, section 2041 applies only to such 
part or interest. For example, if a trust 
created by S provides for the payment 
of income to A for life, then to W for 
life, with power in A to appoint the re-
mainder by will and in default of ap-
pointment for payment of the remain-
der to B or his estate, and if A dies be-
fore W, section 2041 applies only to the 
value of the remainder interest exclud-
ing W’s life estate. If A dies after W, 
section 2041 would apply to the value of 
the entire property. If the power were 
only over one-half the remainder inter-
est, section 2041 would apply only to 
one-half the value of the amounts de-
scribed above. 

(c) Definition of ‘‘general power of ap-
pointment’’—(1) In general. The term 
‘‘general power of appointment’’ as de-
fined in section 2041(b)(1) means any 
power of appointment exercisable in 
favor of the decedent, his estate, his 
creditors, or the creditors of his estate, 
except (i) joint powers, to the extent 
provided in §§ 20.2041–2 and 20.2041–3, 
and (ii) certain powers limited by an 
ascertainable standard, to the extent 
provided in subparagraph (2) of this 
paragraph. A power of appointment ex-
ercisable to meet the estate tax, or any 
other taxes, debts, or charges which 
are enforceable against the estate, is 
included within the meaning of a power 
of appointment exercisable in favor of 
the decedent’s estate, his creditors, or 
the creditors of his estate. A power of 
appointment exercisable for the pur-
pose of discharging a legal obligation 
of the decedent or for his pecuniary 
benefit is considered a power of ap-
pointment exercisable in favor of the 
decedent or his creditors. However, for 
purposes of §§ 20.2041–1 to 20.2041–3, a 
power of appointment not otherwise 
considered to be a general power of ap-
pointment is not treated as a general 
power of appointment merely by reason 
of the fact that an appointee may, in 
fact, be a creditor of the decedent or 
his estate. A power of appointment is 
not a general power if by its terms it is 
either— 

(a) Exercisable only in favor of one or 
more designated persons or classes 
other than the decedent or his credi-
tors, or the decedent’s estate or the 
creditors of his estate, or 
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(b) Expressly not exercisable in favor 
of the decedent or his creditors, or the 
decedent’s estate or the creditors of his 
estate. 
A decedent may have two powers under 
the same instrument, one of which is a 
general power of appointment and the 
other of which is not. For example, a 
beneficiary may have a power to with-
draw trust corpus during his life, and a 
testamentary power to appoint the cor-
pus among his descendants. The testa-
mentary power is not a general power 
of appointment. 

(2) Powers limited by an ascertainable 
standard. A power to consume, invade, 
or appropriate income or corpus, or 
both, for the benefit of the decedent 
which is limited by an ascertainable 
standard relating to the health, edu-
cation, support, or maintenance of the 
decedent is, by reason of section 
2041(b)(1)(A), not a general power of ap-
pointment. A power is limited by such 
a standard if the extent of the holder’s 
duty to exercise and not to exercise the 
power is reasonably measurable in 
terms of his needs for health, edu-
cation, or support (or any combination 
of them). As used in this subparagraph, 
the words ‘‘support’’ and ‘‘mainte-
nance’’ are synonymous and their 
meaning is not limited to the bare ne-
cessities of life. A power to use prop-
erty for the comfort, welfare, or happi-
ness of the holder of the power is not 
limited by the requisite standard. Ex-
amples of powers which are limited by 
the requisite standard are powers exer-
cisable for the holder’s ‘‘support,’’ 
‘‘support in reasonable comfort,’’ 
‘‘maintenance in health and reasonable 
comfort,’’ ‘‘support in his accustomed 
manner of living,’’ ‘‘education, includ-
ing college and professional edu-
cation,’’ ‘‘health,’’ and ‘‘medical, den-
tal, hospital and nursing expenses and 
expenses of invalidism.’’ In deter-
mining whether a power is limited by 
an ascertainable standard, it is imma-
terial whether the beneficiary is re-
quired to exhaust his other income be-
fore the power can be exercised. 

(3) Certain powers under wills of dece-
dents dying between January 1 and April 
2, 1948. Section 210 of the Technical 
Changes Act of 1953 provides that if a 
decedent died after December 31, 1947, 
but before April 3, 1948, certain prop-

erty interests described therein may, if 
the decedent’s surviving spouse so 
elects, be accorded special treatment 
in the determination of the marital de-
duction to be allowed the decedent’s es-
tate under the provisions of section 
812(e) of the Internal Revenue Code of 
1939. See § 81.47a (h) of Regulations 105 
(26 CFR (1939) 81.47a(h)). The section 
further provides that property affected 
by the election shall, for the purpose of 
inclusion in the surviving spouse’s 
gross estate, be considered property 
with respect to which she has a general 
power of appointment. Therefore, not-
withstanding any other provision of 
law or of §§ 20.2041–1 to 20.2041–3, if the 
present decedent (in her capacity as 
surviving spouse of a prior decedent) 
has made an election under section 210 
of the Technical Changes Act of 1953, 
the property which was the subject of 
the election shall be considered as 
property with respect to which the 
present decedent has a general power of 
appointment created after October 21, 
1942, exercisable by deed or will, to the 
extent it was treated as an interest 
passing to the surviving spouse and not 
passing to any other person for the 
purpose of the marital deduction in the 
prior decedent’s estate. 

(d) Definition of ‘‘exercise’’. Whether a 
power of appointment is in fact exer-
cised may depend upon local law. For 
example, the residuary clause of a will 
may be considered under local law as 
an exercise of a testamentary power of 
appointment in the absence of evidence 
of a contrary intention drawn from the 
whole of the testator’s will. However, 
regardless of local law, a power of ap-
pointment is considered as exercised 
for purposes of section 2041 even 
though the exercise is in favor of the 
taker in default of appointment, and ir-
respective of whether the appointed in-
terest and the interest in default of ap-
pointment are identical or whether the 
appointee renounces any right to take 
under the appointment. A power of ap-
pointment is also considered as exer-
cised even though the disposition can-
not take effect until the occurrence of 
an event after the exercise takes place, 
if the exercise is irrevocable and, as of 
the time of the exercise, the condition 
was not impossible of occurrence. For 
example, if property is left in trust to 
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A for life, with a power in B to appoint 
the remainder by will, and B dies be-
fore A, exercising his power by appoint-
ing the remainder to C if C survives A, 
B is considered to have exercised his 
power if C is living at B’s death. On the 
other hand, a testamentary power of 
appointment is not considered as exer-
cised if it is exercised subject to the oc-
currence during the decedent’s life of 
an express or implied condition which 
did not in fact occur. Thus, if in the 
preceding example, C dies before B, B’s 
power of appointment would not be 
considered to have been exercised. 
Similarly, if a trust provides for in-
come to A for life, remainder as A ap-
points by will, and A appoints a life es-
tate in the property to B and does not 
otherwise exercise his power, but B 
dies before A, A’s power is not consid-
ered to have been exercised. 

(e) Time of creation of power. A power 
of appointment created by will is, in 
general, considered as created on the 
date of the testator’s death. However, 
section 2041(b)(3) provides that a power 
of appointment created by a will exe-
cuted on or before October 21, 1942, is 
considered a power created on or before 
that date if the testator dies before 
July 1, 1949, without having repub-
lished the will, by codicil or otherwise, 
after October 21, 1942. A power of ap-
pointment created by an inter vivos in-
strument is considered as created on 
the date the instrument takes effect. 
Such a power is not considered as cre-
ated at some future date merely be-
cause it is not exercisable on the date 
the instrument takes effect, or because 
it is revocable, or because the identity 
of its holders is not ascertainable until 
after the date the instrument takes ef-
fect. However, if the holder of a power 
exercises it by creating a second power, 
the second power is considered as cre-
ated at the time of the exercise of the 
first. The application of this paragraph 
may be illustrated by the following ex-
amples: 

Example (1). A created a revocable trust be-
fore October 22, 1942, providing for payment 
of income to B for life with remainder as B 
shall appoint by will. Even though A dies 
after October 21, 1942, without having exer-
cised his power of revocation, B’s power of 
appointment is considered a power created 
before October 22, 1942. 

Example (2). C created an irrevocable inter 
vivos trust before October 22, 1942, naming T 
as trustee and providing for payment of in-
come to D for life with remainder to E. T 
was given the power to pay corpus to D and 
the power to appoint a successor trustee. If 
T resigns after October 21, 1942, and appoints 
D as successor trustee, D is considered to 
have a power of appointment created before 
October 22, 1942. 

Example (3). F created an irrevocable inter 
vivos trust before October 22, 1942, providing 
for payment of income to G for life with re-
mainder as G shall appoint by will, but in de-
fault of appointment income to H for life 
with remainder as H shall appoint by will. If 
G died after October 21, 1942, without having 
exercised his power of appointment, H’s 
power of appointment is considered a power 
created before October 22, 1942, even though 
it was only a contingent interest until G’s 
death. 

Example (4). If in example (3) above G had 
exercised his power of appointment by cre-
ating a similar power in J, J’s power of ap-
pointment would be considered a power cre-
ated after October 21, 1942. 

[T.D. 6296, 23 FR 4529, June 24, 1958, as 
amended by T.D. 6582, 26 FR 11861, Dec. 12, 
1961] 

§ 20.2041–2 Powers of appointment cre-
ated on or before October 21, 1942. 

(a) In general. Property subject to a 
general power of appointment created 
on or before October 21, 1942, is includ-
able in the gross estate of the holder of 
the power under section 2041 only if he 
exercised the power under specified cir-
cumstances. Section 2041(a)(1) requires 
that there be included in the gross es-
tate of a decedent the value of property 
subject to such a power only if the 
power is exercised by the decedent ei-
ther (1) by will, or (2) by a disposition 
which is of such nature that if it were 
a transfer of property owned by the de-
cedent, the property would be includ-
able in the decedent’s gross estate 
under section 2035 (relating to transfers 
in contemplation of death), 2036 (relat-
ing to transfers with retained life es-
tate), 2037 (relating to transfers taking 
effect at death), or 2038 (relating to 
revocable transfers). See paragraphs 
(b), (c), and (d) of § 20.2041–1 for the defi-
nition of various terms used in this 
section. 

(b) Joint powers created on or before 
October 21, 1942. Section 2041(b)(1)(B) 
provides that a power created on or be-
fore October 21, 1942, which at the time 
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of the exercise is not exercisable by the 
decedent except in conjunction with 
another person, is not deemed a gen-
eral power of appointment. 

(c) Exercise during life. The cir-
cumstances under which section 2041 
applies to the exercise other than by 
will of a general power of appointment 
created on or before October 21, 1942, 
are set forth in paragraph (a) of this 
section. In this connection, the rules of 
sections 2035 through 2038 which are to 
be applied are those in effect on the 
date of the decedent’s death which are 
applicable to transfers made on the 
date when the exercised of the power 
occurred. Those rules are to be applied 
in determining the extent to which and 
the conditions under which a disposi-
tion is considered a transfer of prop-
erty. The application of this paragraph 
may be illustrated by the following ex-
amples: 

Example (1). A decedent in 1951 exercised a 
general power of appointment created in 
1940, reserving no interest in or power over 
the property subject to the general power. 
The decedent died in 1956. Since the exercise 
was not made within three years before the 
decedent’s death, no part of the property is 
includable in his gross estate. See section 
2035(b), relating to transfers in contempla-
tion of death. 

Example (2). S created a trust in 1930 to pay 
the income to A for life, remainder as B ap-
points by an instrument filed with the trust-
ee during B’s lifetime, and in default of ap-
pointment remainder to C. B exercised the 
power in 1955 by directing that after A’s 
death the income be paid to himself for life 
with remainder to C. If B dies after A, the 
entire value of the trust property would be 
included in B’s gross estate, since such a dis-
position if it were a transfer of property 
owned by B would cause the property to be 
included in his gross estate under section 
2036(a)(1). If B dies before A, the value of the 
trust property less the value of A’s life es-
tate would be included in B’s gross estate for 
the same reason. 

Example (3). S created a trust in 1940 to pay 
the income to A for life, remainder as A ap-
points by an instrument filed with the trust-
ee during A’s lifetime. A exercised the trust-
ee during A’s lifetime. A exercised the power 
in 1955, five years before his death, reserving 
the right of revocation. The exercise, if not 
revoked before death, will cause the property 
subject to the power to be included in A’s 
gross estate under section 2041(a)(1), since 
such a disposition if it were a transfer of 
property owned by A would cause the prop-
erty to be included in his gross estate under 

section 2038. However, if the exercise were 
completely revoked, so that A died still pos-
sessed of the power, the property would not 
be included in A’s gross estate for the reason 
that the power will not be treated as having 
been exercised. 

Example (4). A decedent exercised a general 
power of appointment created in 1940 by 
making a disposition in trust under which 
possession or enjoyment of the property sub-
ject to the exercise could be obtained only by 
surviving the decedent and under which the 
decedent retained a reversionary interest in 
the property of a value of more than five per-
cent. The exercise will cause the property 
subject to the power to be included in the de-
cedent’s gross estate, since such a disposi-
tion if it were a transfer of property owned 
by the decedent would cause the property to 
be included in his gross estate under section 
2037. 

(d) Release or lapse. A failure to exer-
cise a general power of appointment 
created on or before October 21, 1942, or 
a complete release of such a power is 
not considered to be an exercise of a 
general power of appointment. The 
phrase ‘‘a complete release’’ means a 
release of all powers over all or a por-
tion of the property subject to a power 
of appointment, as distinguished from 
the reduction of a power of appoint-
ment to a lesser power. Thus, if the de-
cedent completely relinquished all 
powers over one-half of the property 
subject to a power of appointment, the 
power is completely released as to that 
one-half. If at or before the time a 
power of appointment is relinquished, 
the holder of the power exercises the 
power in such a manner or to such an 
extent that the relinquishment results 
in the reduction, enlargement, or shift 
in a beneficial interest in property, the 
relinquishment will be considered to be 
an exercise and not a release of the 
power. For example, assume that A 
created a trust in 1940 providing for 
payment on the income to B for life 
and, upon B’s death, remainder to C. 
Assume further that B was given the 
unlimited power to amend the trust in-
strument during his lifetime. If B 
amended the trust in 1948 by providing 
that upon his death the remainder was 
to be paid to D, and if he further 
amended the trust in 1950 by deleting 
his power to amend the trust, such re-
linquishment will be considered an ex-
ercise and not a release of a general 
power of appointment. On the other 
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hand, if the 1948 amendment became in-
effective before or at the time of the 
1950 amendment, or if B in 1948 merely 
amended the trust by changing the 
purely ministerial powers of the trust-
ee, his relinquishment of the power in 
1950 will be considered as a release of a 
power of appointment. 

(e) Partial release. If a general power 
of appointment created on or before 
October 21, 1942, is partially released so 
that it is not thereafter a general 
power of appointment, a subsequent ex-
ercise of the partially released power is 
not an exercise of a general power of 
appointment if the partial release oc-
curs before whichever is the later of 
the following dates: 

(1) November 1, 1951, or 
(2) If the decedent was under a legal 

disability to release the power on Octo-
ber 21, 1942, the day after the expira-
tion of 6 months following the termi-
nation of such legal disability. 
However, if a general power created on 
or before October 21, 1942, is partially 
released on or after the later of these 
dates, a subsequent exercise of the 
power will cause the property subject 
to the power to be included in the hold-
er’s gross estate, if the exercise is such 
that if it were a disposition of property 
owned by the decedent it would cause 
the property to be included in his gross 
estate. The legal disability referred to 
in this paragraph is determined under 
local law and may include the dis-
ability of an insane person, a minor, or 
an unborn child. The fact that the type 
of general power of appointment pos-
sessed by the decedent actually was 
not generally releasable under the 
local law does not place the decedent 
under a legal disability within the 
meaning of this paragraph. In general, 
however, it is assumed that all general 
powers of appointment are releasable, 
unless the local law on the subject is to 
the contrary, and it is presumed that 
the method employed to release the 
power is effective, unless it is not in 
accordance with the local law relating 
specifically to releases or, in the ab-
sence of such local law, is not in ac-
cordance with the local law relating to 
similar transactions. 

(f) Partial exercise. If a general power 
of appointment created on or before 
October 21, 1942, is exercised only as to 

a portion of the property subject to the 
power, section 2041 is applicable only to 
the value of that portion. For example, 
if a decedent had a general power of ap-
pointment exercisable by will created 
on or before October 21, 1942, over a 
trust fund valued at $200,000 at the date 
of his death, and if the decedent exer-
cised his power either to the extent of 
directing the distribution of one-half of 
the trust property to B or of directing 
the payment of $100,000 to B, the trust 
property would be includable in the de-
cedent’s gross estate only to the extent 
of $100,000. 

§ 20.2041–3 Powers of appointment cre-
ated after October 21, 1942. 

(a) In general. (1) Property subject to 
a power of appointment created after 
October 21, 1942, is includable in the 
gross estate of the holder of the power 
under varying conditions depending on 
whether the power is (i) general in na-
ture, (ii) possessed at death, or (iii) ex-
ercised or released. See paragraphs (b), 
(c), and (d) of § 20.2041–1 for the defini-
tion of various terms used in this sec-
tion. See paragraph (c) of this section 
for the rules applicable to determine 
the extent to which joint powers cre-
ated after October 21, 1942, are to be 
treated as general powers of appoint-
ment. 

(2) If the power is a general power of 
appointment, the value of an interest 
in property subject to such a power is 
includable in a decedent’s gross estate 
under section 2041(a)(2) if either— 

(i) The decedent has the power at the 
time of his death (and the interest ex-
ists at the time of his death), or 

(ii) The decedent exercised or re-
leased the power, or the power lapsed, 
under the circumstances and to the ex-
tent described in paragraph (d) of this 
section. 

(3) If the power is not a general power 
of appointment, the value of property 
subject to the power is includable in 
the holder’s gross estate under section 
2041(a)(3) only if it is exercised to cre-
ate a further power under certain cir-
cumstances (see paragraph (e) of this 
section). 

(b) Existence of power at death. For 
purposes of section 2041(a)(2), a power 
of appointment is considered to exist 
on the date of a decedent’s death even 
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though the exercise of the power is sub-
ject to the precedent giving of notice, 
or even though the exercise of the 
power takes effect only on the expira-
tion of a stated period after its exer-
cise, whether or not on or before the 
decedent’s death notice has been given 
or the power has been exercised. How-
ever, a power which by its terms is ex-
ercisable only upon the occurrence dur-
ing the decedent’s lifetime of an event 
or a contingency which did not in fact 
take place or occur during such time is 
not a power in existence on the date of 
the decedent’s death. For example, if a 
decedent was given a general power of 
appointment exercisable only after he 
reached a certain age, only if he sur-
vived another person, or only if he died 
without descendants, the power would 
not be in existence on the date of the 
decedent’s death if the condition prece-
dent to its exercise had not occurred. 

(c) Joint powers created after October 
21, 1942. The treatment of a power of 
appointment created after October 21, 
1942, which is exercisable only in con-
junction with another person is gov-
erned by section 2041(b)(1)(C), which 
provides as follows: 

(1) Such a power is not considered a 
general power of appointment if it is 
not exercisable by the decedent except 
with the consent or joinder of the cre-
ator of the power. 

(2) Such power is not considered a 
general power of appointment if it is 
not exercisable by the decedent except 
with the consent or joinder of a person 
having a substantial interest in the 
property subject to the power which is 
adverse to the exercise of the power in 
favor of the decedent, his estate, his 
creditors, or the creditors of his estate. 
An interest adverse to the exercise of a 
power is considered as substantial if its 
value in relation to the total value of 
the property subject to the power is 
not insignificant. For this purpose, the 
interest is to be valued in accordance 
with the actuarial principles set forth 
in § 20.2031–7 or, if it is not susceptible 
to valuation under those provisions, in 
accordance with the general principles 
set forth in § 20.2031–1. A taker in de-
fault of appointment under a power has 
an interest which is adverse to an exer-
cise of the power. A coholder of the 
power has no adverse interest merely 

because of his joint possession of the 
power nor merely because he is a per-
missible appointee under a power. How-
ever, a coholder of a power is consid-
ered as having an adverse interest 
where he may possess the power after 
the decedent’s death and may exercise 
it at that time in favor of himself, his 
estate, his creditors, or the creditors of 
his estate. Thus, for example, if X, Y, 
and Z held a power jointly to appoint 
among a group of persons which in-
cludes themselves and if on the death 
of X the power will pass to Y and Z 
jointly, then Y and Z are considered to 
have interests adverse to the exercise 
of the power in favor of X. Similarly, if 
on Y’s death the power will pass to Z, 
Z is considered to have an interest ad-
verse to the exercise of the power in 
favor of Y. The application of this sub-
paragraph may be further illustrated 
by the following additional examples in 
each of which it is assumed that the 
value of the interest in question is sub-
stantial: 

Example (1). The decedent and R were 
trustees of a trust under the terms of which 
the income was to be paid to the decedent for 
life and then to M for life, and the remainder 
was to be paid to R. The trustees had power 
to distribute corpus to the decedent. Since 
R’s interest was substantially adverse to an 
exercise of the power in favor of the decedent 
the latter did not have a general power of ap-
pointment. If M and the decedent were the 
trustees, M’s interest would likewise have 
been adverse. 

Example (2). The decedent and L were trust-
ees of a trust under the terms of which the 
income was to be paid to L for life and then 
to M for life, and the remainder was to be 
paid to the decedent. The trustees had power 
to distribute corpus to the decedent during 
L’s life. Since L’s interest was adverse to an 
exercise of the power in favor of the dece-
dent, the decedent did not have a general 
power of appointment. If the decedent and M 
were the trustees, M’s interest would like-
wise have been adverse. 

Example (3). The decedent and L were trust-
ees of a trust under the terms of which the 
income was to be paid to L for life. The 
trustees could designate whether corpus was 
to be distributed to the decedent or to A 
after L’s death. L’s interest was not adverse 
to an exercise of the power in favor of the de-
cedent, and the decedent therefore had a gen-
eral power of appointment. 

(3) A power which is exercisable only 
in conjunction with another person, 
and which after application of the rules 
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set forth in subparagraphs (1) and (2) of 
this paragraph constitutes a general 
power of appointment, will be treated 
as though the holders of the power who 
are permissible appointees of the prop-
erty were joint owners of property sub-
ject to the power. The decedent, under 
this rule, will be treated as possessed of 
a general power of appointment over an 
aliquot share of the property to be de-
termined with reference to the number 
of joint holders, including the dece-
dent, who (or whose estates or credi-
tors) are permissible appointees. Thus, 
for example, if X, Y, and Z hold an un-
limited power jointly to appoint among 
a group of persons, including them-
selves, but on the death of X the power 
does not pass to Y and Z jointly, then 
Y and Z are not considered to have in-
terests adverse to the exercise of the 
power in favor of X. In this case X is 
considered to possess a general power 
of appointment as to one-third of the 
property subject to the power. 

(d) Releases, lapses, and disclaimers of 
general powers of appointment. (1) Prop-
erty subject to a general power of ap-
pointment created after October 21, 
1942, is includable in the gross estate of 
a decedent under section 2041(a)(2) even 
though he does not have the power at 
the date of his death, if during his life 
he exercised or released the power 
under circumstances such that, if the 
property subject to the power had been 
owned and transferred by the decedent, 
the property would be includable in the 
decedent’s gross estate under section 
2035, 2036, 2037, or 2038. Further, section 
2041(b)(2) provides that the lapse of a 
power of appointment is considered to 
be a release of the power to the extent 
set forth in subparagraph (3) of this 
paragraph. A release of a power of ap-
pointment need not be formal or ex-
press in character. The principles set 
forth in § 20.2041–2 for determining the 
application of the pertinent provisions 
of sections 2035 through 2038 to a par-
ticular exercise of a power of appoint-
ment are applicable for purposes of de-
termining whether or not an exercise 
or release of a power of appointment 
created after October 21, 1942, causes 
the property to be included in a dece-
dent’s gross estate under section 
2041(a)(2). If a general power of appoint-
ment created after October 21, 1942, is 

partially released, a subsequent exer-
cise or release of the power under cir-
cumstances described in the first sen-
tence of this subparagraph, or its pos-
session at death will nevertheless cause 
the property subject to the power to be 
included in the gross estate of the hold-
er of the power. 

(2) Section 2041(a)(2) is not applicable 
to the complete release of a general 
power of appointment created after Oc-
tober 21, 1942, whether exercisable dur-
ing life or by will, if the release was 
not made in contemplation of death 
within the meaning of section 2035, and 
if after the release the holder of the 
power retained no interest in or con-
trol over the property subject to the 
power which would cause the property 
to be included in his gross estate under 
sections 2036 through 2038 if the prop-
erty had been transferred by the hold-
er. 

(3) The failure to exercise a power of 
appointment created after October 21, 
1942, within a specified time, so that 
the power lapses, constitutes a release 
of the power. However, section 
2041(b)(2) provides that such a lapse of 
a power of appointment during any cal-
endar year during the decedent’s life is 
treated as a release for purposes of in-
clusion of property in the gross estate 
under section 2041(a)(2) only to the ex-
tent that the property which could 
have been appointed by exercise of the 
lapsed power exceeds the greater of (i) 
$5,000 or (ii) 5 percent of the aggregate 
value, at the time of the lapse, of the 
assets out of which, or the proceeds of 
which, the exercise of the lapsed power 
could have been satisfied. For example, 
assume that A transferred $200,000 
worth of securities in trust providing 
for payment of income to B for life 
with remainder to B’s issue. Assume 
further that B was given a noncumu-
lative right to withdraw $10,000 a year 
from the principal of the trust fund 
(which neither increased nor decreased 
in value prior to B’s death). In such 
case, the failure of B to exercise his 
right of withdrawal will not result in 
estate tax with respect to the power to 
withdraw $10,000 which lapses each 
year before the year of B’s death. At 
B’s death there will be included in his 
gross estate the $10,000 which he was 
entitled to withdraw for the year in 

VerDate Aug<04>2004 11:29 Apr 28, 2005 Jkt 205096 PO 00000 Frm 00346 Fmt 8010 Sfmt 8010 Y:\SGML\205096.XXX 205096



337 

Internal Revenue Service, Treasury § 20.2041–3 

which his death occurs less any 
amount which he may have taken dur-
ing that year. However, if in the above 
example B had possessed the right to 
withdraw $15,000 of the principal annu-
ally, the failure to exercise such power 
in any year will be considered a release 
of the power to the extent of the excess 
of the amount subject to withdrawal 
over 5 percent of the trust fund (in this 
example, $5,000, assuming that the 
trust fund is worth $200,000 at the time 
of the lapse). Since each lapse is treat-
ed as though B had exercised dominion 
over the trust property by making a 
transfer of principal reserving the in-
come therefrom for his life, the value 
of the trust property (but only to the 
extent of the excess of the amount sub-
ject to withdrawal over 5 percent of the 
trust fund) is includable in B’s gross es-
tate (unless before B’s death he has dis-
posed of his right to the income under 
circumstances to which sections 2035 
through 2038 would not be applicable). 
The extent to which the value of the 
trust property is included in the dece-
dent’s gross estate is determined as 
provided in subparagraph (4) of this 
paragraph. 

(4) The purpose of section 2041(b)(2) is 
to provide a determination, as of the 
date of the lapse of the power, of the 
proportion of the property over which 
the power lapsed which is an exempt 
disposition for estate tax purposes and 
the proportion which, if the other re-
quirements of sections 2035 through 
2038 are satisfied, will be considered as 
a taxable disposition. Once the taxable 
proportion of any disposition at the 
date of lapse has been determined, the 
valuation of that proportion as of the 
date of the decedent’s death (or, if the 
executor has elected the alternate 
valuation method under section 2032, 
the value as of the date therein pro-
vided), is to be ascertained in accord-
ance with the principles which are ap-
plicable to the valuation of transfers of 
property by the decedent under the 
corresponding provisions of sections 
2035 through 2038. For example, if the 
life beneficiary of a trust had a right 
exercisable only during one calendar 
year to draw down $50,000 from the cor-
pus of a trust, which he did not exer-
cise, and if at the end of the year the 
corpus was worth $800,000, the taxable 

portion over which the power lapsed is 
$10,000 (the excess of $50,000 over 5 per-
cent of the corpus), or 1⁄80 of the total 
value. On the decedent’s death, if the 
total value of the corpus of the trust 
(excluding income accumulated after 
the lapse of the power) on the applica-
ble valuation date was $1,200,000, $15,000 
(1⁄80 of $1,200,000) would be includable in 
the decedent’s gross estate. However, if 
the total value was then $600,000, only 
$7,500 (1⁄80 of $600,000) would be includ-
able. 

(5) If the failure to exercise a power, 
such as a right of withdrawal, occurs in 
more than a single year, the proportion 
of the property over which the power 
lapsed which is treated as a taxable 
disposition will be determined sepa-
rately for each such year. The aggre-
gate of the taxable proportions for all 
such years, valued in accordance with 
the above principles, will be includable 
in the gross estate by reason of the 
lapse. The includable amount, however, 
shall not exceed the aggregate value of 
the assets out of which, or the proceeds 
of which, the exercise of the power 
could have been satisfied, valued as of 
the date of the decedent’s death (or, if 
the executor has elected the alternate 
valuation method under section 2032, 
the value as of the date therein pro-
vided). 

(6)(i) A disclaimer or renunciation of 
a general power of appointment created 
in a transfer made after December 31, 
1976, is not considered to be the release 
of the power if the disclaimer or renun-
ciation is a qualified disclaimer as de-
scribed in section 2518 and the cor-
responding regulations. For rules relat-
ing to when the transfer creating the 
power occurs, see § 25.2518–2(c)(3) of this 
chapter. If the disclaimer or renunci-
ation is not a qualified disclaimer, it is 
considered a release of the power by 
the disclaimant. 

(ii) The disclaimer or renunication of 
a general power of appointment created 
in a taxable transfer before January 1, 
1977, in the person disclaiming is not 
considered to be a release of the power. 
The disclaimer or renunciation must be 
unequivocal and effective under local 
law. A disclaimer is a complete and un-
qualified refusal to accept the rights to 
which one is entitled. There can be no 
disclaimer or renunciation of a power 

VerDate Aug<04>2004 11:29 Apr 28, 2005 Jkt 205096 PO 00000 Frm 00347 Fmt 8010 Sfmt 8010 Y:\SGML\205096.XXX 205096



338 

26 CFR Ch. I (4–1–05 Edition) § 20.2041–3 

after its acceptance. In the absence of 
facts to the contrary, the failure to re-
nounce or disclaim within a reasonable 
time after learning of its existence will 
be presumed to constitute an accept-
ance of the power. In any case where a 
power is purported to be disclaimed or 
renounced as to only a portion of the 
property subject to the power, the de-
termination as to whether or not there 
has been a complete and unqualified re-
fusal to accept the rights to which one 
is entitled will depend on all the facts 
and circumstances of the particular 
case, taking into account the recogni-
tion and effectiveness of such a dis-
claimer under local law. Such rights 
refer to the incidents of the power and 
not to other interests of the decedent 
in the property. If effective under local 
law, the power may be disclaimed or 
renounced without disclaiming or re-
nouncing such other interests. 

(iii) The first and second sentences of 
paragraph (d)(6)(i) of this section are 
applicable for transfers creating the 
power to be disclaimed made on or 
after December 31, 1997. 

(e) Successive powers. (1) Property 
subject to a power of appointment cre-
ated after October 21, 1942, which is not 
a general power, is includable in the 
gross estate of the holder of the power 
under section 2041(a)(3) if the power is 
exercised, and if both of the following 
conditions are met: 

(i) If the exercise is (a) by will, or (b) 
by a disposition which is of such nature 
that if it were a transfer of property 
owned by the decedent, the property 
would be includable in the decedent’s 
gross estate under sections 2035 
through 2037; and 

(ii) If the power is exercised by cre-
ating another power of appointment 
which, under the terms of the instru-
ments creating and exercising the first 
power and under applicable local law, 
can be validly exercised so as to (a) 
postpone the vesting of any estate or 
interest in the property for a period as-
certainable without regard to the date 
of the creation of the first power, or (b) 
(if the applicable rule against perpetu-
ities is stated in terms of suspension of 
ownership or of the power of alien-
ation, rather than of vesting) suspend 
the absolute ownership or the power of 
alienation of the property for a period 

ascertainable without regard to the 
date of the creation of the first power. 

(2) For purposes of the application of 
section 2041(a)(3), the value of the prop-
erty subject to the second power of ap-
pointment is considered to be its value 
unreduced by any precedent or subse-
quent interest which is not subject to 
the second power. Thus, if a decedent 
has a power to appoint by will $100,000 
to a group of persons consisting of his 
children and grandchildren and exer-
cises the power by making an outright 
appointment of $75,000 and by giving 
one appointee a power to appoint 
$25,000, no more than $25,000 will be in-
cludable in the decedent’s gross estate 
under section 2041(a)(3). If, however, 
the decedent appoints the income from 
the entire fund to a beneficiary for life 
with power in the beneficiary to ap-
point the remainder by will, the entire 
$100,000 will be includable in the dece-
dent’s gross estate under section 
2041(a)(3) if the exercise of the second 
power can validly postpone the vesting 
of any estate or interest in the prop-
erty or can suspend the absolute own-
ership or power of alienation of the 
property for a period ascertainable 
without regard to the date of the cre-
ation of the first power. 

(f) Examples. The application of this 
section may be further illustrated by 
the following examples, in each of 
which it is assumed, unless otherwise 
stated, that S has transferred property 
in trust after October 21, 1942, with the 
remainder payable to R at L’s death, 
and that neither L nor R has any inter-
est in or power over the enjoyment of 
the trust property except as is indi-
cated separately in each example: 

Example (1). Income is directed to be paid 
to L during his lifetime at the end of each 
year, if living. L has an unrestricted power 
during his lifetime to cause the income to be 
distributed to any other person, but no 
power to cause it to be accumulated. At L’s 
death, no part of the trust property is includ-
able in L’s gross estate since L had a power 
to dispose of only his income interest, a 
right otherwise possessed by him. 

Example (2). Income is directed to be accu-
mulated during L’s life but L has a non-
cumulative power to distribute $10,000 of 
each year’s income to himself. Unless L’s 
power is limited to himself. Unless L’s power 
is limited by an ascertainable standard (re-
lating to his health, etc.), as defined in para-
graph (c)(2) of § 20.2041–1, he has a general 
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power of appointment over $10,000 of each 
year’s income, the lapse of which may cause 
a portion of any income not distriibuted to 
be included in his gross estate under section 
2041. See subparagraphs (3), (4), and (5) of 
paragraph (d) of this section. Thus, if the 
trust income during the year amounts to 
$20,000, L’s failure to distribute any of the in-
come to himself constitutes a lapse as to 
$5,000 (i.e., the amount by which $10,000 ex-
ceeds $5,000). If L’s power were cumulative 
(i.e., if the power did not lapse at the end of 
each year but lapsed only by reason of L’s 
death), the total accumulations which L 
chose not to distribute to himself imme-
diately before his death would be includable 
in his gross estate under section 2041. 

Example (3). L is entitled to all the income 
during his lifetime and has an unrestricted 
power to cause corpus to be distributed to 
himself. L had a general power of appoint-
ment over the corpus of the trust, and the 
entire corpus as of the time of his death is 
includable in his gross estate under section 
2041. 

Example (4). Income was payable to L dur-
ing his lifetime. R has an unrestricted power 
to cause corpus to be distributed to L. R dies 
before L. In such case, R has only a power to 
dispose of his remainder interest, the value 
of which is includable in his gross estate 
under section 2033, and nothing in addition 
would be includable under section 2041. If in 
this example R’s remainder were contingent 
on his surviving L, nothing would be includ-
able in his gross estate under either section 
2033 or 2041. While R would have a power of 
appointment, it would not be a general 
power. 

Example (5). Income was payable to L dur-
ing his lifetime. R has an unrestricted power 
to cause corpus to be distributed to himself. 
R dies before L. While the value of R’s re-
mainder interest is includable in his gross 
estate under section 2033, R also has a gen-
eral power of appointment over the entire 
trust corpus. Under such circumstances, the 
entire value of the trust corpus is includable 
in R’s gross estate under section 2041. 

[T.D. 6296, 23 FR 4529, June 24, 1958; 25 FR 
14021, Dec. 31, 1960, as amended by T.D. 8095, 
51 FR 28367, Aug. 7, 1986; T.D. 8744, 62 FR 
68184, Dec. 31, 1997] 

§ 20.2042–1 Proceeds of life insurance. 
(a) In general. (1) Section 2042 pro-

vides for the inclusion in a decedent’s 
gross estate of the proceeds of insur-
ance on the decedent’s life (i) receiv-
able by or for the benefit of the estate 
(see paragraph (b) of this section) and 
(ii) receivable by other beneficiaries 
(see paragraph (c) of this section). The 
term ‘‘insurance’’ refers to life insur-
ance of every description, including 

death benefits paid by fraternal bene-
ficial societies operating under the 
lodge system. 

(2) Proceeds of life insurance which 
are not includable in the gross estate 
under section 2042 may, depending upon 
the facts of the particular case, be in-
cludable under some other section of 
Part III of Subchapter A of Chapter 11. 
For example, if the decedent possessed 
incidents of ownership in an insurance 
policy on his life but gratuitously 
transferred all rights in the policy in 
contemplation of death, the proceeds 
would be includable under section 2035. 
Section 2042 has no application to the 
inclusion in the gross estate of the 
value of rights in an insurance policy 
on the life of a person other than the 
decedent, or the value of rights in a 
combination annuity contract and life 
insurance policy on the decedent’s life 
(i.e., a ‘‘retirement income’’ policy 
with death benefit or an ‘‘endowment’’ 
policy) under which there was no insur-
ance element at the time of the dece-
dent’s death (see paragraph (d) of 
§ 20.2039–1). 

(3) Except as provided in paragraph 
(c)(6), the amount to be included in the 
gross estate under section 2042 is the 
full amount receivable under the pol-
icy. If the proceeds of the policy are 
made payable to a beneficiary in the 
form of an annuity for life or for a 
term of years, the amount to be in-
cluded in the gross estate is the one 
sum payable at death under an option 
which could have been exercised either 
by the insured or by the beneficiary, or 
if no option was granted, the sum used 
by the insurance company in deter-
mining the amount of the annuity. 

(b) Receivable by or for the benefit of 
the estate. (1) Section 2042 requires the 
inclusion in the gross estate of the pro-
ceeds of insurance on the decedent’s 
life receivable by the executor or ad-
ministrator, or payable to the dece-
dent’s estate. It makes no difference 
whether or not the estate is specifi-
cally named as the beneficiary under 
the terms of the policy. Thus, if under 
the terms of an insurance policy the 
proceeds are receivable by another ben-
eficiary but are subject to an obliga-
tion, legally binding upon the other 
beneficiary, to pay taxes, debts, or 
other charges enforceable against the 
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estate, then the amount of such pro-
ceeds required for the payment in full 
(to the extent of the beneficiary’s obli-
gation) of such taxes, debts, or other 
charges is includable in the gross es-
tate. Similarly, if the decedent pur-
chased an insurance policy in favor of 
another person or a corporation as col-
lateral security for a loan or other ac-
commodation, its proceeds are consid-
ered to be receivable for the benefit of 
the estate. The amount of the loan out-
standing at the date of the decedent’s 
death, with interest accrued to that 
date, will be deductible in determining 
the taxable estate. See § 20.2053–4. 

(2) If the proceeds of an insurance 
policy made payable to the decedent’s 
estate are community assets under the 
local community property law and, as 
a result, one-half of the proceeds be-
longs to the decedent’s spouse, then 
only one-half of the proceeds is consid-
ered to be receivable by or for the ben-
efit of the decedent’s estate. 

(c) Receivable by other beneficiaries. (1) 
Section 2042 requires the inclusion in 
the gross estate of the proceeds of in-
surance on the decedent’s life not re-
ceivable by or for the benefit of the es-
tate if the decedent possessed at the 
date of his death any of the incidents 
of ownership in the policy, exercisable 
either alone or in conjunction with any 
other person. However, if the decedent 
did not possess any of such incidents of 
ownership at the time of his death nor 
transfer them in contemplation of 
death, no part of the proceeds would be 
includible in his gross estate under sec-
tion 2042. Thus, if the decedent owned a 
policy of insurance on his life and, 4 
years before his death, irrevocably as-
signed his entire interest in the policy 
to his wife retaining no reversionary 
interest therein (see subparagraph (3) 
of this paragraph), the proceeds of the 
policy would not be includible in his 
gross estate under section 2042. 

(2) For purposes of this paragraph, 
the term ‘‘incidents of ownership’’ is 
not limited in its meaning to owner-
ship of the policy in the technical legal 
sense. Generally speaking, the term 
has reference to the right of the in-
sured or his estate to the economic 
benefits of the policy. Thus, it includes 
the power to change the beneficiary, to 
surrender or cancel the policy, to as-

sign the policy, to revoke an assign-
ment, to pledge the policy for a loan, 
or to obtain from the insurer a loan 
against the surrender value of the pol-
icy, etc. See subparagraph (6) of this 
paragraph for rules relating to the cir-
cumstances under which incidents of 
ownership held by a corporation are at-
tributable to a decedent through his 
stock ownership. 

(3) The term ‘‘incidents of owner-
ship’’ also includes a reversionary in-
terest in the policy or its proceeds, 
whether arising by the express terms of 
the policy or other instrument or by 
operation of law, but only if the value 
of the reversionary interest imme-
diately before the death of the dece-
dent exceeded 5 percent of the value of 
the policy. 

As used in this subparagraph, the term 
‘‘reversionary interest’’ includes a pos-
sibility that the policy or its proceeds 
may return to the decedent or his es-
tate and a possibility that the policy or 
its proceeds may become subject to a 
power of disposition by him. In order to 
determine whether or not the value of 
a reversionary interest immediately 
before the death of the decedent ex-
ceeded 5 percent of the value of the pol-
icy, the principles contained in para-
graph (c) (3) and (4) of § 20.2037–1, inso-
far as applicable, shall be followed 
under this subparagraph. In that con-
nection, there must be specifically 
taken into consideration any incidents 
of ownership-held by others imme-
diately before the decedent’s death 
which would affect the value of the re-
versionary interest. For example, the 
decedent would not be considered to 
have a reversionary interest in the pol-
icy of a value in excess of 5 percent if 
the power to obtain the cash surrender 
value existed in some other person im-
mediately before the decedent’s death 
and was exercisable by such other per-
son alone and in all events. The terms 
‘‘reversionary interest’’ and ‘‘incidents 
of ownership’’ do not include the possi-
bility that the decedent might receive 
a policy or its proceeds by inheritance 
through the estate of another person, 
or as a surviving spouse under a statu-
tory right of election or a similar 
right. 
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(4) A decedent is considered to have 
an ‘‘incident of ownership’’ in an insur-
ance policy on his life held in trust if, 
under the terms of the policy, the dece-
dent (either alone or in conjunction 
with another person or persons) has the 
power (as trustee or otherwise) to 
change the beneficial ownership in the 
policy or its proceeds, or the time or 
manner of enjoyment thereof, even 
though the decedent has no beneficial 
interest in the trust. Moreover, assum-
ing the decedent created the trust, 
such a power may result in the inclu-
sion in the decedent’s gross estate 
under section 2036 or 2038 of other prop-
erty transferred by the decedent to the 
trust if, for example, the decedent has 
the power to surrender the insurance 
policy and if the income otherwise used 
to pay premiums on the policy would 
become currently payable to a bene-
ficiary of the trust in the event that 
the policy were surrendered. 

(5) As an additional step in deter-
mining whether or not a decedent pos-
sessed any incidents of ownership in a 
policy or any part of a policy, regard 
must be given to the effect of the State 
or other applicable law upon the terms 
of the policy. For example, assume 
that the decedent purchased a policy of 
insurance on his life with funds held by 
him and his surviving wife as commu-
nity property, designating their son as 
beneficiary but retaining the right to 
surrender the policy. Under the local 
law, the proceeds upon surrender would 
have inured to the marital community. 
Assuming that the policy is not surren-
dered and that the son receives the pro-
ceeds on the decedent’s death, the 
wife’s transfer of her one-half interest 
in the policy was not considered abso-
lute before the decedent’s death. Upon 
the wife’s prior death, one-half of the 
value of the policy would have been in-
cluded in her gross estate. Under these 
circumstances, the power of surrender 
possessed by the decedent as agent for 
his wife with respect to one-half of the 
policy is not, for purposes of this sec-
tion, an ‘‘incident of ownership’’, and 
the decedent is, therefore, deemed to 
possess an incident of ownership in 
only one-half of the policy. 

(6) In the case of economic benefits of 
a life insurance policy on the dece-
dent’s life that are reserved to a cor-

poration of which the decedent is the 
sole or controlling stockholders, the 
corporations’ incidents of ownership 
will not be attributed to the decedent 
through his stock ownership to the ex-
tent the proceeds of the policy are pay-
able to the corporation. Any proceeds 
payable to a third party for a valid 
business purpose, such as in satisfac-
tion of a business debt of the corpora-
tion, so that the net worth of the cor-
poration is increased by the amount of 
such proceeds, shall be deemed to be 
payable to the corporation for purposes 
of the preceeding sentence. See 
§ 20.2031–2(f) for a rule providing that 
the proceeds of certain life insurance 
policies shall be considered in deter-
mining the value of the decedent’s 
stock. Except as hereinafter provided 
with respect to a group-term life insur-
ance policy, if any part of the proceeds 
of the policy are not payable to or for 
the benefit of the corporation, and thus 
are not taken into account in valuing 
the decedent’s stock holdings in the 
corporation for purposes of section 
2031, any incidents of ownership held 
by the corporation as to that part of 
the proceeds will be attributed to the 
decedent through his stock ownership 
where the decedent is the sole or con-
trolling stockholder. Thus, for exam-
ple, if the decedent is the controlling 
stockholder in a corporation, and the 
corporation owns a life insurance pol-
icy on his life, the proceeds of which 
are payable to the decedent’s spouse, 
the incidents of ownership held by the 
corporation will be attributed to the 
decedent through his stock ownership 
and the proceeds will be included in his 
gross estate under section 2042. If in 
this example the policy proceeds had 
been payable 40 percent to decedent’s 
spouse and 60 percent to the corpora-
tion, only 40 percent of the proceeds 
would be included in decedent’s gross 
estate under section 2042. For purposes 
of this subparagraph, the decedent will 
not be deemed to be the controlling 
stockholder of a corporation unless, at 
the time of his death, he owned stock 
possessing more than 50 percent of the 
total combined voting power of the cor-
poration. Solely for purposes of the 
preceding sentence, a decedent shall be 
considered to be the owner of only the 
stock with respect to which legal title 
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was held, at the time of his death, by 
(i) the decedent (or his agent or nomi-
nee); (ii) the decedent and another per-
son jointly (but only the proportionate 
number of shares which corresponds to 
the portion of the total consideration 
which is considered to be furnished by 
the decedent for purposes of section 
2040 and the regulations thereunder); 
and (iii) by a trustee of a voting trust 
(to the extent of the decedent’s bene-
ficial interest therein) or any other 
trust with respect to which the dece-
dent was treated as an owner under 
Subpart E, Part I, Subchapter J, Chap-
ter I of the Code immediately prior to 
his death. In the case of group-term life 
insurance, as defined in the regulations 
under section 79, the power to sur-
render or cancel a policy held by a cor-
poration shall not be attributed to any 
decedent through his stock ownership. 

[T.D. 6296, 23 FR 4529, June 24, 1958; 25 FR 
14021, Dec. 31, 1960 as amended by T.D. 7312, 
39 FR 14949, Apr. 29, 1974; T.D. 7623, 44 FR 
28800, May 17, 1979] 

§ 20.2043–1 Transfers for insufficient 
consideration. 

(a) In general. The transfers, trusts, 
interests, rights or powers enumerated 
and described in sections 2035 through 
2038 and section 2041 are not subject to 
the Federal estate tax if made, created, 
exercised, or relinquished in a trans-
action which constituted a bona fide 
sale for an adequate and full consider-
ation in money or money’s worth. To 
constitute a bona fide sale for an ade-
quate and full consideration in money 
or money’s worth, the transfer must 
have been made in good faith, and the 
price must have been an adequate and 
full equivalent reducible to a money 
value. If the price was less than such a 
consideration, only the excess of the 
fair market value of the property (as of 
the applicable valuation date) over the 
price received by the decedent is in-
cluded in ascertaining the value of his 
gross estate. 

(b) Marital rights and support obliga-
tions. For purposes of chapter 11, a re-
linquishment or promised relinquish-
ment or dower, curtesy, or of a statu-
tory estate created in lieu of dower or 
curtesy, or of other marital rights in 
the decedent’s property or estate, is 

not to any extent a consideration in 
‘‘money or money’s worth.’’ 

§ 20.2044–1 Certain property for which 
marital deduction was previously 
allowed. 

(a) In general. Section 2044 generally 
provides for the inclusion in the gross 
estate of property in which the dece-
dent had a qualifying income interest 
for life and for which a deduction was 
allowed under section 2056(b)(7) or 
2523(f). The value of the property in-
cluded in the gross estate under section 
2044 is not reduced by the amount of 
any section 2503(b) exclusion that ap-
plied to the transfer creating the inter-
est. See section 2207A, regarding the 
right of recovery against the persons 
receiving the property that is applica-
ble in certain cases. 

(b) Passed from. For purposes of sec-
tion 1014 and chapters 11 and 13 of sub-
title B of the Internal Revenue Code, 
property included in a decedent’s gross 
estate under section 2044 is considered 
to have been acquired from or to have 
passed from the decedent to the person 
receiving the property upon the dece-
dent’s death. Thus, for example, the 
property is treated as passing from the 
decedent for purposes of determining 
the availability of the charitable de-
duction under section 2055, the marital 
deduction under section 2056, and spe-
cial use valuation under section 2032A. 
In addition, the tax imposed on prop-
erty includible under section 2044 is eli-
gible for the installment payment of 
estate tax under section 6166. 

(c) Presumption. Unless established to 
the contrary, section 2044 applies to 
the entire value of the trust at the sur-
viving spouse’s death. If a marital de-
duction is taken on either the estate or 
gift tax return with respect to the 
transfer which created the qualifying 
income interest, it is presumed that 
the deduction was allowed for purposes 
of section 2044. To avoid the inclusion 
of property in the decedent-spouse’s 
gross estate under this section, the ex-
ecutor of the spouse’s estate must es-
tablish that a deduction was not taken 
for the transfer which created the 
qualifying income interest. For exam-
ple, to establish that a deduction was 
not taken, the executor may produce a 
copy of the estate or gift tax return 
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filed with respect to the transfer by the 
first spouse or the first spouse’s estate 
establishing that no deduction was 
taken under section 2523(f) or section 
2056(b)(7). In addition, the executor 
may establish that no return was filed 
on the original transfer by the dece-
dent because the value of the first 
spouse’s gross estate was below the 
threshold requirement for filing under 
section 6018. Similarly, the executor 
could establish that the transfer cre-
ating the decedent’s qualifying income 
interest for life was made before the ef-
fective date of section 2056(b)(7) or sec-
tion 2523(f). 

(d) Amount included—(1) In general. 
The amount included under this sec-
tion is the value of the entire interest 
in which the decedent had a qualifying 
income interest for life, determined as 
of the date of the decedent’s death (or 
the alternate valuation date, if appli-
cable). If, in connection with the trans-
fer of property that created the dece-
dent’s qualifying income interest for 
life, a deduction was allowed under sec-
tion 2056(b)(7) or section 2523(f) for less 
than the entire interest in the property 
(i.e., for a fractional or percentage 
share of the entire interest in the 
transferred property), the amount in-
cludible in the decedent’s gross estate 
under this section is equal to the fair 
market value of the entire interest in 
the property on the date of the dece-
dent’s death (or the alternate valu-
ation date, if applicable) multiplied by 
the fractional or percentage share of 
the interest for which the deduction 
was taken. 

(2) Inclusion of income. If any income 
from the property for the period be-
tween the date of the transfer creating 
the decedent-spouse’s interest and the 
date of the decedent-spouse’s death has 
not been distributed before the dece-
dent-spouse’s death, the undistributed 
income is included in the decedent- 
spouse’s gross estate under this section 
to the extent that the income is not so 
included under any other section of the 
Internal Revenue Code. 

(3) Reduction of includible share in cer-
tain cases. If only a fractional or per-
centage share is includible under this 
section, the includible share is appro-
priately reduced if— 

(i) The decedent-spouse’s interest was 
in a trust and distributions of principal 
were made to the spouse during the 
spouse’s lifetime; 

(ii) The trust provides that the dis-
tributions are to be made from the 
qualified terminable interest share of 
the trust; and 

(iii) The executor of the decedent- 
spouse’s estate can establish the reduc-
tion in that share based on the fair 
market value of the trust assets at the 
time of each distribution. 

(4) Interest in previously severed trust. 
If the decedent-spouse’s interest was in 
a trust consisting of only qualified ter-
minable interest property and the trust 
was severed (in compliance with 
§ 20.2056(b)–7(b) or § 25.2523(f)–1(b) of this 
chapter) from a trust that, after the 
severance, held only property that was 
not qualified terminable interest prop-
erty, only the value of the property in 
the severed portion of the trust is in-
cludible in the decedent-spouse’s gross 
estate. 

(e) Examples. The following examples 
illustrate the principles in paragraphs 
(a) through (d) of this section, where 
the decedent, D, was survived by 
spouse, S. 

Example 1. Inclusion of trust subject to elec-
tion. Under D’s will, assets valued at $800,000 
in D’s gross estate (net of debts, expenses 
and other charges, including death taxes, 
payable from the property) passed in trust 
with income payable to S for life. Upon S’s 
death, the trust principal is to be distributed 
to D’s children. D’s executor elected under 
section 2056(b)(7) to treat the entire trust 
property as qualified terminable interest 
property and claimed a marital deduction of 
$800,000. S made no disposition of the income 
interest during S’s lifetime under section 
2519. On the date of S’s death, the fair mar-
ket value of the trust property was $740,000. 
S’s executor did not elect the alternate valu-
ation date. The amount included in S’s gross 
estate pursuant to section 2044 is $740,000. 

Example 2. Inclusion of trust subject to partial 
election. The facts are the same as in Example 
1, except that D’s executor elected under sec-
tion 2056(b)(7) with respect to only 50 percent 
of the value of the trust ($400,000). Con-
sequently, only the equivalent portion of the 
trust is included in S’s gross estate; i.e., 
$370,000 (50 percent of $740,000). 

Example 3. Spouse receives qualifying income 
interest in a fraction of trust income. Under D’s 
will, assets valued at $800,000 in D’s gross es-
tate (net of debts, expenses and other 
charges, including death taxes, payable from 
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the property) passed in trust with 20 percent 
of the trust income payable to S for S’s life. 
The will provides that the trust principal is 
to be distributed to D’s children upon S’s 
death. D’s executor elected to deduct, pursu-
ant to section 2056(b)(7), 50 percent of the 
amount for which the election could be 
made; i.e., $80,000 (50 percent of 20 percent of 
$800,000). Consequently, on the death of S, 
only the equivalent portion of the trust is in-
cluded in S’s gross estate; i.e., $74,000 (50 per-
cent of 20 percent of $740,000). 

Example 4. Distribution of corpus during 
spouse’s lifetime. The facts are the same as in 
Example 3, except that S was entitled to re-
ceive all the trust income but the executor 
of D’s estate elected under section 2056(b)(7) 
with respect to only 50 percent of the value 
of the trust ($400,000). Pursuant to authority 
in the will, the trustee made a discretionary 
distribution of $100,000 of principal to S in 
1995 and charged the entire distribution to 
the qualified terminable interest share. Im-
mediately prior to the distribution, the fair 
market value of the trust property was 
$1,100,000 and the qualified terminable inter-
est portion of the trust was 50 percent. Im-
mediately after the distribution, the quali-
fied terminable interest portion of the trust 
was 45 percent ($450,000 divided by $1,000,000). 
Provided S’s executor can establish the rel-
evant facts, the amount included in S’s gross 
estate is $333,000 (45 percent of $740,000). 

Example 5. Spouse assigns a portion of income 
interest during life. Under D’s will, assets val-
ued at $800,000 in D’s gross estate (net of 
debts, expenses and other charges, including 
death taxes, payable from the property) 
passed in trust with all the income payable 
to S, for S’s life. The will provides that the 
trust principal is to be distributed to D’s 
children upon S’s death. D’s executor elected 
under section 2056(b)(7) to treat the entire 
trust property as qualified terminable inter-
est property and claimed a marital deduc-
tion of $800,000. During the term of the trust, 
S transfers to C the right to 40 percent of the 
income from the trust for S’s life. Because S 
is treated as transferring the entire remain-
der interest in the trust corpus under section 
2519 (as well as 40 percent of the income in-
terest under section 2511), no part of the 
trust is includible in S’s gross estate under 
section 2044. However, if S retains until 
death an income interest in 60 percent of the 
trust corpus (which corpus is treated pursu-
ant to section 2519 as having been trans-
ferred by S for both gift and estate tax pur-
poses), 60 percent of the property will be in-
cludible in S’s gross estate under section 
2036(a) and a corresponding adjustment is 
made in S’s adjusted taxable gifts. 

Example 6. Inter vivos trust subject to election 
under section 2523(f). D transferred $800,000 to 
a trust providing that trust income is to be 
paid annually to S, for S’s life. The trust 
provides that upon S’s death, $100,000 of prin-

cipal is to be paid to X charity and the re-
maining principal distributed to D’s chil-
dren. D elected to treat all of the property 
transferred to the trust as qualified ter-
minable interest property under section 
2523(f). At the time of S’s death, the fair 
market value of the trust is $1,000,000. S’s ex-
ecutor does not elect the alternate valuation 
date. The amount included in S’s gross es-
tate is $1,000,000; i.e., the fair market value 
at S’s death of the entire trust property. The 
$100,000 that passes to X charity on S’s death 
is treated as a transfer by S to X charity for 
purposes of section 2055. Therefore, S’s estate 
is allowed a charitable deduction for the 
$100,000 transferred from the trust to the 
charity to the same extent that a deduction 
would be allowed by section 2055 for a be-
quest by S to X charity. 

Example 7. Spousal interest in the form of an 
annuity. D died prior to October 24, 1992, the 
effective date of the Energy Policy Act of 
1992 (Pub. L. 102–486). See § 20.2056(b)–7(e). 
Under D’s will, assets valued at $500,000 in 
D’s gross estate (net of debts, expenses and 
other charges, including death taxes, payable 
from the property) passed in trust pursuant 
to which an annuity of $20,000 a year was 
payable to S for S’s life. Trust income not 
paid to S as an annuity is to be accumulated 
in the trust and may not be distributed dur-
ing S’s lifetime. D’s estate deducted $200,000 
under section 2056(b)(7) and § 20.2056(b)– 
7(e)(2). S did not assign any portion of S’s in-
terest during S’s life. At the time of S’s 
death, the value of the trust property is 
$800,000. S’s executor does not elect the alter-
nate valuation date. The amount included in 
S’s gross estate pursuant to section 2044 is 
$320,000 ([$200,000/$500,000]×$800,000). 

Example 8. Inclusion of trust property when 
surviving spouse dies before first decedent’s es-
tate tax return is filed. D dies on July 1, 1997. 
Under the terms of D’s will, a trust is estab-
lished for the benefit of D’s spouse, S. The 
will provides that S is entitled to receive the 
income from that portion of the trust that 
the executor elects to treat as qualified ter-
minable interest property. The remaining 
portion of the trust passes as of D’s date of 
death to a trust for the benefit of C, D’s 
child. The trust terms otherwise provide S 
with a qualifying income interest for life 
under section 2056(b)(7)(B)(ii). S dies on Feb-
ruary 10, 1998. On April 1, 1998, D’s executor 
files D’s estate tax return on which an elec-
tion is made to treat a portion of the trust 
as qualified terminable interest property 
under section 2056(b)(7). S’s estate tax return 
is filed on November 10, 1998. The value on 
the date of S’s death of the portion of the 
trust for which D’s executor made a QTIP 
election is includible in S’s gross estate 
under section 2044. 

[T.D. 8522, 59 FR 9646, Mar. 1, 1994, as amend-
ed by T.D. 8779, 63 FR 44393, Aug. 19, 1998] 

VerDate Aug<04>2004 11:29 Apr 28, 2005 Jkt 205096 PO 00000 Frm 00354 Fmt 8010 Sfmt 8010 Y:\SGML\205096.XXX 205096



345 

Internal Revenue Service, Treasury § 20.2031–7A 

§ 20.2044–2 Effective dates. 

Except as specifically provided in Ex-
ample 7 of § 20.2044–1(e), the provisions 
of § 20.2044–1 are effective with respect 
to estates of a decedent-spouse dying 
after March 1, 1994. With respect to es-
tates of decedent-spouses dying on or 
before such date, taxpayers may rely 
on any reasonable interpretation of the 
statutory provisions. For these pur-
poses, the provisions of § 20.2044–1 (as 
well as project LR–211–76, 1984–1 C.B., 
page 598, see § 601.601(d)(2)(ii)(b) of this 
chapter), are considered a reasonable 
interpretation of the statutory provi-
sions. 

[T.D. 8522, 59 FR 9647, Mar. 1, 1994] 

§ 20.2045–1 Applicability to pre-exist-
ing transfers or interests. 

Sections 2034 through 2042 are appli-
cable regardless of when the interests 
and events referred to in those sections 
were created or took place, except as 
otherwise provided in those sections 
and the regulations thereunder. 

[T.D. 6334, 23 FR 8904, Nov. 15, 1958; 25 FR 
14021, Dec. 31, 1960. Redesignated by T.D. 
8522, 59 FR 9646, Mar. 1, 1994] 

§ 20.2046–1 Disclaimed property. 

(a) This section shall apply to the 
disclaimer or renunciation of an inter-
est in the person disclaiming by a 
transfer made after December 31, 1976. 
For rules relating to when the transfer 
creating the interest occurs, see 
§ 25.2518–2(c)(3) and (c)(4) of this chap-
ter. If a qualified disclaimer is made 
with respect to such a transfer, the 
Federal estate tax provisions are to 
apply with respect to the property in-
terest disclaimed as if the interest had 
never been transferred to the person 
making the disclaimer. See section 2518 
and the corresponding regulations for 
rules relating to a qualified disclaimer. 

(b) The first and second sentences of 
this section are applicable for transfers 
creating the interest to be disclaimed 
made on or after December 31, 1997. 

[T.D. 8744, 62 FR 68184, Dec. 31, 1997] 

ACTUARIAL TABLES APPLICABLE BEFORE 
MAY 1, 1999 

§ 20.2031–7A Valuation of annuities, in-
terests for life or term of years, and 
remainder or reversionary interests 
for estates of decedents for which 
the valuation date of the gross es-
tate is before May 1, 1999. 

(a) Valuation of annuities, interests for 
life or term of years, and remainder or re-
versionary interests for estates of dece-
dents for which the valuation date of the 
gross estate is before January 1, 1952. Ex-
cept as otherwise provided in § 20.2031– 
7(b), if the valuation date of the dece-
dent’s gross estate is before January 1, 
1952, the present value of annuities, life 
estates, terms for years, remainders, 
and reversions is their present value 
determined under this section. If the 
valuation of the interest involved is de-
pendent upon the continuation or ter-
mination of one or more lives or upon 
a term certain concurrent with one or 
more lives, the factor for the present 
value is computed on the basis of inter-
est at the rate of 4 percent a year, com-
pounded annually, and life contin-
gencies as to each life involved from 
values that are based on the Actuaries’ 
or Combined Experience Table of Mor-
tality, as extended. This table and re-
lated factors are described in former 
§ 81.10 (as contained in the 26 CFR part 
81 edition revised as of April 1, 1958). 
The present value of an interest meas-
ured by a term of years is computed on 
the basis of interest at the rate of 4 
percent a year. 

(b) Valuation of annuities, interests for 
life or term of years, and remainder or re-
versionary interests for estates of dece-
dents for which the valuation date of the 
gross estate is after December 31, 1951, 
and before January 1, 1971. Except as 
otherwise provided in § 20.2031–7(b), if 
the valuation date for the decedent’s 
gross estate is after December 31, 1951, 
and before January 1, 1971, the present 
value of annuities, life estates, terms 
of years, remainders, and reversions is 
their present value determined under 
this section. If the valuation of the in-
terest involved is dependent upon the 
continuation or termination of one or 
more lives, or upon a term certain con-
current with one or more lives, the fac-
tor for the present value is computed 
on the basis of interest at the rate of 

VerDate Aug<04>2004 11:29 Apr 28, 2005 Jkt 205096 PO 00000 Frm 00355 Fmt 8010 Sfmt 8010 Y:\SGML\205096.XXX 205096



346 

26 CFR Ch. I (4–1–05 Edition) § 20.2031–7A 

31⁄2 percent a year, compounded annu-
ally, and life contingencies as to each 
life involved are taken from U.S. Life 
Table 38. This table and related factors 
are set forth in former § 20.2031–7 (as 
contained in the 26 CFR part 20 edition 
revised as of April 1, 1984). Special fac-
tors involving one and two lives may 
be found in or computed with the use of 
tables contained in the publication en-
titled ‘‘Actuarial Values for Estate and 
Gift Tax,’’ Internal Revenue Service 
Publication Number 11 (Rev. 5–59). This 
publication is no longer available for 
purchase from the Superintendent of 
Documents. However, it may be ob-
tained by requesting a copy from: 
CC:DOM:CORP:T:R (IRS Publication 
11), room 5228, Internal Revenue Serv-
ice, POB 7604, Ben Franklin Station, 
Washington, DC 20044. The present 
value of an interest measured by a 
term of years is computed on the basis 
of interest at the rate of 31⁄2 percent a 
year. 

(c) Valuation of annuities, interests for 
life or term of years, and remainder or re-
versionary interests for estates of dece-
dents for which the valuation date of the 
gross estate is after December 31, 1970, 
and before December 1, 1983. Except as 
otherwise provided in § 20.2031–7(b), if 
the valuation date of the decedent’s 
gross estate is after December 31, 1970, 
and before December 1, 1983, the 
present value of annuities, life estates, 
terms of years, remainders, and rever-
sions is their present value determined 
under this section. If the valuation of 
the interest involved is dependent upon 
the continuation of or termination of 
one or more lives or upon a term cer-
tain concurrent with one or more lives, 
the factor for the present value is com-
puted on the basis of interest at the 
rate of 6 percent a year, compounded 
annually, and life contingencies are de-
termined as to each male and female 
life involved, from values that are set 
forth in Table LN. Table LN contains 
values that are taken from the life 
table for total males and the life table 
for total females appearing as Tables 2 
and 3, respectively, in United States 
Life Tables: 1959– 1960, published by the 
Department of Health and Human 
Services, Public Health Service. Table 
LN and related factors are set forth in 
former § 20.2031–10 (as contained in the 

26 CFR part 20 edition revised as of 
April 1, 1994). Special factors involving 
one and two lives may be found in or 
computed with the use of tables con-
tained in Internal Revenue Service 
Publication 723, ‘‘Actuarial Values I: 
Valuation of Last Survivor Charitable 
Remainders,’’ (12–70), and Internal Rev-
enue Service Publication 723A, ‘‘Actu-
arial Values II: Factors at 6 Percent In-
volving One and Two Lives,’’ (12–70). 
These publications are no longer avail-
able for purchase from the Super-
intendent of Documents. However, a 
copy of each may be obtained from: 
CC:DOM:CORP:T:R (IRS Publication 
723/723A), room 5228, Internal Revenue 
Service, POB 7604, Ben Franklin Sta-
tion, Washington, DC 20044. 

(d) Valuation of annuities, interests for 
life or term of years, and remainder or re-
versionary interests for estates of dece-
dents for which the valuation date of the 
gross estate is after November 30, 1983, 
and before May 1, 1989—(1) In general. (i) 
Except as otherwise provided in 
§ 20.2031–7(b), if the decedent died after 
November 30, 1983, and the valuation 
date for the gross estate is before May 
1, 1989, the fair market value of annu-
ities, life estates, terms of years, re-
mainders, and reversions is their 
present value determined under this 
section. If the decedent died after No-
vember 30, 1983, and before August 9, 
1984, or, in cases where the valuation 
date of the decedent’s gross estate is 
before May 1, 1989, if, on December 1, 
1983, the decedent was mentally incom-
petent so that the disposition of the de-
cedent’s property could not be changed, 
and the decedent died on or after De-
cember 1, 1983, without having regained 
competency to dispose of the dece-
dent’s property, or if the decedent died 
within 90 days of the date on which the 
decedent first regained competency, 
the fair market value of annuities, life 
estates, terms for years, remainders, 
and reversions included in the gross es-
tate of such decedent is their present 
value determined under either this sec-
tion or § 20.2031–7A(c), at the option of 
the taxpayer. The value of annuities 
issued by companies regularly engaged 
in their sale, and of insurance policies 
on the lives of persons other than the 
decedent, is determined under § 20.2031– 
8. The fair market value of a remainder 

VerDate Aug<04>2004 11:29 Apr 28, 2005 Jkt 205096 PO 00000 Frm 00356 Fmt 8010 Sfmt 8010 Y:\SGML\205096.XXX 205096



347 

Internal Revenue Service, Treasury § 20.2031–7A 

interest in a charitable remainder 
unitrust, as defined in § 1.664–3 of this 
chapter, is its present value deter-
mined under § 1.664–4 of this chapter. 
The fair market value of a life interest 
or term for years in a charitable re-
mainder unitrust is the fair market 
value of the property as of the date of 
valuation less the fair market value of 
the remainder interest on such date de-
termined under § 1.664–4 of this chapter. 
The fair market value of the interests 
in a pooled income fund, as defined in 
§ 1.642(c)–5 of this chapter, is their 
value determined under § 1.642(c)–6 of 
this chapter. 

(ii) The present value of an annuity, 
life estate, remainder, or reversion de-
termined under this section which is 
dependent on the continuation or ter-
mination of the life of one person is 
computed by the use of Table A in 
paragraph (d)(6) of this section. The 
present value of an annuity, term for 
years, remainder, or reversion depend-
ent on a term certain is computed by 
the use of Table B in paragraph (d)(6) of 
this section. If the interest to be val-
ued is dependent upon more than one 
life or there is a term certain concur-
rent with one or more lives, see para-
graph (d)(5) of this section. For pur-
poses of the computations described in 
this section, the age of a person is to be 
taken as the age of that person at his 
or her nearest birthday. 

(iii) In all examples set forth in this 
section, the decedent is assumed to 
have died on or after August 9, 1984, 
with the valuation date of the dece-
dent’s gross estate before May 1, 1989, 
and to have been competent to change 
the disposition of the property on De-
cember 1, 1983. 

(2) Annuities. (i) If an annuity is pay-
able annually at the end of each year 
during the life of an individual (as for 
example if the first payment is due one 
year after the decedent’s death), the 
amount payable annually is multiplied 
by the figure in column 2 of Table A 
opposite the number of years in coumn 
1 nearest the age of the individual 
whose life measures the duration of the 
annuity. If the annuity is payable an-
nually at the end of each of year for a 
definite number of years, the amount 
payable annually is multiplied by the 
figure in column 2 of Table B opposite 

the number of years in column 1 rep-
resenting the duration of the annuity. 
The application of this paragraph 
(d)(2)(i) may be illustrated by the fol-
lowing examples: 

Example (1). The decedent received, under 
the terms of the decedent’s father’s will an 
annuity of $10,000 a year payable annually 
for the life of the decedent’s elder brother. 
At the time the decedent died, an annual 
payment had just been made. The brother at 
the decedent’s death was 40 years eight 
months old. By reference to Table A, the fig-
ure in column 2 opposite 41 years, the num-
ber nearest to the brother’s actual age, is 
found to be 9.1030. The present value of the 
annuity at the date of the decedent’s death 
is, therefore, $91,030 ($10,000×9.1030). 

Example (2). The decedent was entitled to 
receive an annuity of $10,000 a year payable 
annually throughout a term certain. At the 
time the decedent died, the annual payment 
had just been made and five more annual 
payments were still to be made. By reference 
to Table B, it is found that the figure in col-
umn 2 opposite five years is 3.7908. The 
present value of the annuity is, therefore, 
$37,908 ($10,000×3.7808). 

(ii) If an annuity is payable at the 
end of semiannual, quarterly, monthly, 
or weekly periods during the life of an 
individual (as for example if the first 
payment is due one month after the de-
cedent’s death), the aggregate amount 
to be paid within a year is first multi-
plied by the figure in column 2 of Table 
A opposite the number of years in col-
umn 1 nearest the age of the individual 
whose life measures the duration of the 
annuity. The product so obtained is 
then multiplied by whichever of the 
following factors is appropriate: 

1.0244 for semiannual payments, 
1.0368 for quarterly payments, 
1.0450 for monthly payments, 
1.0482 for weekly payments. 

If the annuity is payable at the end of 
semiannual, quarterly, monthly, or 
weekly periods for a definite number of 
years, the aggregate amount to be paid 
within a year is first multiplied by the 
figure in column 2 of Table B opposite 
the number of years in column 1 rep-
resenting the duration of the annuity. 
The product so obtained is then multi-
plied by whichever of the above factors 
is appropriate. The application of this 
paragraph (d)(2)(ii) may be illustrated 
by the following example: 
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Example. The facts are the same as those 
contained in example (1) set forth in para-
graph (d)(2)(i) of this section, except that the 
annuity is payable semiannually. The aggre-
gate annual amount, $10,000, is multiplied by 
the factor 9.1030 and the product multiplied 
by 1.0244. The present value of the annuity at 
the date of the decedent’s death is, therefore, 
$93,251.13 ($10,000×9.1030×1.0244). 

(iii)(A) If the first payment of an an-
nuity for the life of an individual is due 
at the beginning of the annual or other 
payment period rather than at the end 
(as for example if the first payment is 
to be made immediately after the dece-
dent’s death), the value of the annuity 
is the sum of (A) the first payment plus 
(B) the present value of a similar annu-
ity, the first payment of which is not 
to be made until the end of the pay-
ment period, determined as provided in 
paragraphs (d)(2)(i) or (ii) of this sec-
tion. the application of this paragraph 
(d)(2)(iii)(A) may be illustrated by the 
following example: 

Example. The decedent was entitled to re-
ceive an annuity of $50 a month during the 
life of another person. The decedent died on 
the date the payment was due. At the date of 
the decedent’s death, the person whose life 
measures the duration of the annuity was 50 
years of age. The value of the annuity at the 
date of the decedent’s death is $50 plus the 
product of $50×12×8.4743 (see Table A)×1.0450 
(See paragraph (d)(2)(ii) of this section). 
That is $50 plus $5,313.39, or $5,363.39. 

(B) If the first payment of an annuity 
for a definite number of years is due at 
the beginning of the annual or other 
payment period, the applicable factor 
is the product of the factor shown in 
Table B multiplied by whichever of the 
following factors is appropriate: 

1.1000 for annual payments, 
1.0744 for semiannual payments, 
1.0618 for quarterly payments, 
1.0534 for monthly payments, 
1.0502 for weekly payments. 

The application of this paragraph 
(d)(2)(iii)(B) may be illustrated by the 
following example: 

Example. The decedent was the beneficiary 
of an annuity of $50 a month. On the day a 
payment was due, the decedent died. There 
were 300 payments to be made, including the 
payment due. The value of the annuity as of 
the date of decedent’s death is the product of 
$50×12×9.0770 (see Table B)×1.0534, or $5,737.03. 

(3) Life estates and terms for years. If 
the interest to be valued is the right of 
a person for his or her life, or for the 
life of another person, to receive the 
income of certain property or to use 
nonincome-producing property, the 
value of the interest is the value of the 
property multiplied by the figure in 
column 3 of Table A opposite the num-
ber of years nearest to the actual age 
of the measuring life. If the interest to 
be valued is the right to receive income 
of property or to use nonincome-pro-
ducing property for a term of years, 
column 3 of Table B is used. The appli-
cation of this paragraph (d)(3) may be 
illustrated by the following example: 

Example. The decedent or the decedent’s es-
tate was entitled to receive the income from 
a fund of $50,000 during the life of the dece-
dent’s elder brother. Upon the brother’s 
death, the remainder is to go to B. The 
brother was 31 years, five months old at the 
time of decedent’s death. By reference to 
Table A the figure in column 3 opposite 31 
years is found to be 0.95254. The present 
value of the decedent’s interest is, therefore, 
$47,627 ($50,000×0.95254). 

(4) Remainders or reversionary interests. 
If a decedent had, at the time of the de-
cedent’s death, a remainder or a rever-
sionary interest in property to take ef-
fect after an estate for the life of an-
other, the present value of the dece-
dent’s interest is obtained by multi-
plying the value of the property by the 
figure in column 4 of Table A opposite 
the number of years nearest to the ac-
tual age of the person whose life meas-
ures the preceding estate. If the re-
mainder or reversion is to take effect 
at the end of the term for years, col-
umn 4 of Table B is used. The applica-
tion of this paragraph (d)(4) may be il-
lustrated by the following example: 

Example. The decedent was entitled to re-
ceive certain property worth $50,000 upon the 
death of the decedent’s elder sister, to whom 
the income was bequeathed for life. At the 
time of the decedent’s death, the elder sister 
was 31 years five months old. By reference to 
Table A the figure in column 4 opposite 31 
years is found to be .04746. The present value 
of the remainder interest at the date of the 
decedent’s death is, therefore, $2,373 
($50,000×.04746). 

(5) Actuarial computations by the Inter-
nal Revenue Service. If the valuation of 
the interest involved is dependent upon 
the continuation or the termination of 
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more than one life or upon a term cer-
tain concurrent with one or more lives 
a special factor must be used. The fac-
tor is to be computed on the basis of 
interest at the rate of 10 percent a 
year, compounded annually, and life 
contingencies determined, as to each 
person involved, from the values of lx 
that are set forth in column 2 of Table 
LN of paragraph (d)(6). Table LN con-
tains values of lx taken from the life 
table for the total population appear-
ing as Table 1 of United States Life Ta-
bles: 1969–71, published by the Depart-
ment of Health and Human Services, 
Public Health Service. Many special 
factors involving one and two lives 
may be found in or computed with the 
use of the tables contained in Internal 
Revenue Service Publication 723E, 
‘‘Actuarial Values II: Factors at 10 Per-
cent Involving One and Two Lives,’’ 
(12–83). This publication is no longer 
available for purchase from the Super-
intendent of Documents. However, it 
may be obtained by requesting a copy 
from: CC:DOM:CORP:T:R (IRS Publica-
tion 723E), room 5228, Internal Revenue 
Service, POB 7604, Ben Franklin Sta-
tion, Washington, DC 20044. However, if 
a special factor is required in the case 
of an actual decedent, the Commis-
sioner will furnish the factor to the ex-
ecutor upon request. The request must 
be accompanied by a statement of the 
date of birth of each person, the dura-
tion of whose life may affect the value 
of the interest, and by copies of the rel-
evant instruments. Special factors are 
not furnished for prospective transfers. 

(6) Tables. The following tables shall 
be used in the application of the provi-
sions of this section: 

TABLE A—SINGLE LIFE, UNISEX, 10 PERCENT— 
TABLE SHOWING THE PRESENT WORTH OF AN 
ANNUITY, OF A LIFE ESTATE, AND A REMAIN-
DER INTEREST—APPLICABLE FOR TRANSFERS 
AFTER NOVEMBER 30, 1983, AND BEFORE 
MAY 1, 1989 

(1) Age (2) An-
nuity 

(3) Life 
estate 

(4) Re-
mainder 

0 ........................................... 9.7188 .97188 .02812 
1 ........................................... 9.8988 .98988 .01012 
2 ........................................... 9.9017 .99017 .00983 
3 ........................................... 9.9008 .99008 .00992 
4 ........................................... 9.8981 .98981 .01019 
5 ........................................... 9.8938 .98938 .01062 
6 ........................................... 9.8884 .98884 .01116 
7 ........................................... 9.8822 .98822 .01178 

TABLE A—SINGLE LIFE, UNISEX, 10 PERCENT— 
TABLE SHOWING THE PRESENT WORTH OF AN 
ANNUITY, OF A LIFE ESTATE, AND A REMAIN-
DER INTEREST—APPLICABLE FOR TRANSFERS 
AFTER NOVEMBER 30, 1983, AND BEFORE 
MAY 1, 1989—Continued 

(1) Age (2) An-
nuity 

(3) Life 
estate 

(4) Re-
mainder 

8 ........................................... 9.8748 .98748 .01252 
9 ........................................... 9.8663 .98663 .01337 
10 ......................................... 9.8565 .98565 .01435 
11 ......................................... 9.8453 .98453 .01547 
12 ......................................... 9.8329 .98329 .01671 
13 ......................................... 9.8198 .98198 .01802 
14 ......................................... 9.8066 .98066 .01934 
15 ......................................... 9.7937 .97937 .02063 
16 ......................................... 9.7815 .97815 .02185 
17 ......................................... 9.7700 .97700 .02300 
18 ......................................... 9.7590 .97590 .02410 
19 ......................................... 9.7480 .97480 .02520 
20 ......................................... 9.7365 .97365 .02635 
21 ......................................... 9.7245 .97245 .02755 
22 ......................................... 9.7120 .97120 .02880 
23 ......................................... 9.6986 .96986 .03014 
24 ......................................... 9.6841 .96841 .03159 
25 ......................................... 9.6678 .96678 .03322 
26 ......................................... 9.6495 .96495 .03505 
27 ......................................... 9.6290 .96290 .03710 
28 ......................................... 9.6062 .96062 .03938 
29 ......................................... 9.5813 .95813 .04187 
30 ......................................... 9.5543 .95543 .04457 
31 ......................................... 9.5254 .95254 .04746 
32 ......................................... 9.4942 .94942 .05058 
33 ......................................... 9.4608 .94608 .05392 
34 ......................................... 9.4250 .94250 .05750 
35 ......................................... 9.3868 .93868 .06132 
36 ......................................... 9.3460 .93460 .06540 
37 ......................................... 9.3026 .93026 .06974 
38 ......................................... 9.2567 .92567 .07433 
39 ......................................... 9.2083 .92083 .07917 
40 ......................................... 9.1571 .91571 .08429 
41 ......................................... 9.1030 .91030 .08970 
42 ......................................... 9.0457 .90457 .09543 
43 ......................................... 8.9855 .89855 .10145 
44 ......................................... 8.9221 .89221 .10779 
45 ......................................... 8.8558 .88558 .11442 
46 ......................................... 8.7863 .87863 .12137 
47 ......................................... 8.7137 .87137 .12863 
48 ......................................... 8.6374 .86374 .13626 
49 ......................................... 8.5578 .85578 .14422 
50 ......................................... 8.4743 .84743 .15257 
51 ......................................... 8.3874 .83874 .16126 
52 ......................................... 8.2969 .82969 .17031 
53 ......................................... 8.2028 .82028 .17972 
54 ......................................... 8.1054 .81054 .18946 
55 ......................................... 8.0046 .80046 .19954 
56 ......................................... 7.9006 .79006 .20994 
57 ......................................... 7.7931 .77931 .22069 
58 ......................................... 7.6822 .76822 .23178 
59 ......................................... 7.5675 .75675 .24325 
60 ......................................... 7.4491 .74491 .25509 
61 ......................................... 7.3267 .73267 .26733 
62 ......................................... 7.2002 .72002 .27998 
63 ......................................... 7.0696 .70696 .29304 
64 ......................................... 6.9352 .69352 .30648 
65 ......................................... 6.7970 .67970 .32030 
66 ......................................... 6.6551 .66551 .33449 
67 ......................................... 6.5098 .65098 .34902 
68 ......................................... 6.3610 .63610 .36390 
69 ......................................... 6.2086 .62086 .37914 
70 ......................................... 6.0522 .60522 .39478 
71 ......................................... 5.8914 .58914 .41086 
72 ......................................... 5.7261 .57261 .42739 
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TABLE A—SINGLE LIFE, UNISEX, 10 PERCENT— 
TABLE SHOWING THE PRESENT WORTH OF AN 
ANNUITY, OF A LIFE ESTATE, AND A REMAIN-
DER INTEREST—APPLICABLE FOR TRANSFERS 
AFTER NOVEMBER 30, 1983, AND BEFORE 
MAY 1, 1989—Continued 

(1) Age (2) An-
nuity 

(3) Life 
estate 

(4) Re-
mainder 

73 ......................................... 5.5571 .55571 .44429 
74 ......................................... 5.3862 .53862 .46138 
75 ......................................... 5.2149 .52149 .47851 
76 ......................................... 5.0441 .50441 .49559 
77 ......................................... 4.8742 .48742 .51258 
78 ......................................... 4.7049 .47049 .52951 
79 ......................................... 4.5357 .45357 .54643 
80 ......................................... 4.3659 .43659 .56341 
81 ......................................... 4.1967 .41967 .58033 
82 ......................................... 4.0295 .40295 .59705 
83 ......................................... 3.8642 .38642 .61358 
84 ......................................... 3.6998 .36998 .63002 
85 ......................................... 3.5359 .35359 .64641 
86 ......................................... 3.3764 .33764 .66236 
87 ......................................... 3.2262 .32262 .67738 
88 ......................................... 3.0859 .30859 .69141 
89 ......................................... 2.9526 .29526 .70474 
90 ......................................... 2.8221 .28221 .71779 
91 ......................................... 2.6955 .26955 .73045 
92 ......................................... 2.5771 .25771 .74229 
93 ......................................... 2.4692 .24692 .75308 
94 ......................................... 2.3728 .23728 .76272 
95 ......................................... 2.2887 .22887 .77113 
96 ......................................... 2.2181 .22181 .77819 
97 ......................................... 2.1550 .21550 .78450 
98 ......................................... 2.1000 .21000 .79000 
99 ......................................... 2.0486 .20486 .79514 
100 ....................................... 1.9975 .19975 .80025 
101 ....................................... 1.9532 .19532 .80468 
102 ....................................... 1.9054 .19054 .80946 
103 ....................................... 1.8437 .18437 .81563 
104 ....................................... 1.7856 .17856 .82144 
105 ....................................... 1.6962 .16962 .83038 
106 ....................................... 1.5488 .15488 .84512 
107 ....................................... 1.3409 .13409 .86591 
108 ....................................... 1.0068 .10068 .89932 
109 ....................................... .4545 .04545 .95455 

TABLE B—TERM CERTAIN, UNISEX, 10 PER-
CENT—TABLE SHOWING THE PRESENT WORTH 
OF AN ANNUITY FOR A TERM CERTAIN, OF AN 
INCOME INTEREST FOR A TERM CERTAIN, AND 
OF A REMAINDER INTEREST POSTPONED FOR A 
TERM CERTAIN—APPLICABLE FOR TRANSFERS 
AFTER NOVEMBER 30, 1983, AND BEFORE 
MAY 1, 1989 

(1) Number of years (2) An-
nuity 

(3) Term 
certain 

(4) Re-
mainder 

1 ........................................... .9091 .090909 .909091 
2 ........................................... 1.7355 .173554 .826446 
3 ........................................... 2.4869 .248685 .751315 
4 ........................................... 3.1699 .316987 .683013 
5 ........................................... 3.7908 .379079 .620921 
6 ........................................... 4.3553 .435526 .564474 
7 ........................................... 4.8684 .486842 .513158 
8 ........................................... 5.3349 .533493 .466507 
9 ........................................... 5.7590 .575902 .424098 
10 ......................................... 6.1446 .614457 .385543 
11 ......................................... 6.4951 .649506 .350494 
12 ......................................... 6.8137 .681369 .318631 

TABLE B—TERM CERTAIN, UNISEX, 10 PER-
CENT—TABLE SHOWING THE PRESENT WORTH 
OF AN ANNUITY FOR A TERM CERTAIN, OF AN 
INCOME INTEREST FOR A TERM CERTAIN, AND 
OF A REMAINDER INTEREST POSTPONED FOR A 
TERM CERTAIN—APPLICABLE FOR TRANSFERS 
AFTER NOVEMBER 30, 1983, AND BEFORE 
MAY 1, 1989—Continued 

(1) Number of years (2) An-
nuity 

(3) Term 
certain 

(4) Re-
mainder 

13 ......................................... 7.1034 .710336 .289664 
14 ......................................... 7.3667 .736669 .263331 
15 ......................................... 7.6061 .760608 .239392 
16 ......................................... 7.8237 .782371 .217629 
17 ......................................... 8.0216 .802155 .197845 
18 ......................................... 8.2014 .820141 .179859 
19 ......................................... 8.3649 .836492 .163508 
20 ......................................... 8.5136 .851356 .148644 
21 ......................................... 8.6487 .864869 .135131 
22 ......................................... 8.7715 .877154 .122846 
23 ......................................... 8.8832 .888322 .111678 
24 ......................................... 8.9847 .898474 .101526 
25 ......................................... 9.0770 .907704 .092296 
26 ......................................... 9.1609 .916095 .083905 
27 ......................................... 9.2372 .923722 .076278 
28 ......................................... 9.3066 .930657 .069343 
29 ......................................... 9.3696 .936961 .063039 
30 ......................................... 9.4269 .942691 .057309 
31 ......................................... 9.4790 .947901 .052099 
32 ......................................... 9.5264 .952638 .047362 
33 ......................................... 9.5694 .956943 .043057 
34 ......................................... 9.6086 .960857 .039143 
35 ......................................... 9.6442 .964416 .035584 
36 ......................................... 9.6765 .967651 .032349 
37 ......................................... 9.7059 .970592 .029408 
38 ......................................... 9.7327 .973265 .026735 
39 ......................................... 9.7570 .975696 .024304 
40 ......................................... 9.7791 .977905 .022095 
41 ......................................... 9.7991 .979914 .020086 
42 ......................................... 9.8174 .981740 .018260 
43 ......................................... 9.8340 .983400 .016600 
44 ......................................... 9.8491 .984909 .015091 
45 ......................................... 9.8628 .986281 .013719 
46 ......................................... 9.8753 .987528 .012472 
47 ......................................... 9.8866 .988662 .011338 
48 ......................................... 9.8969 .989693 .010307 
49 ......................................... 9.9063 .990630 .009370 
50 ......................................... 9.9140 .991481 .008519 
51 ......................................... 9.9226 .992256 .007744 
52 ......................................... 9.9296 .992960 .007040 
53 ......................................... 9.9360 .993600 .006400 
54 ......................................... 9.9418 .994182 .005818 
55 ......................................... 9.9471 .994711 .005289 
56 ......................................... 9.9519 .995191 .004809 
57 ......................................... 9.9563 .995629 .004371 
58 ......................................... 9.9603 .996026 .003974 
59 ......................................... 9.9639 .996387 .003613 
60 ......................................... 9.9672 .996716 .003284 

TABLE LN—APPLICABLE FOR TRANSFERS AFTER 
NOVEMBER 30, 1983, AND BEFORE MAY 1, 
1989 

(1) Age X (2) lx 

0 ............................................................................... 100,000 
1 ............................................................................... 97,998 
2 ............................................................................... 97,876 
3 ............................................................................... 97,792 
4 ............................................................................... 97,724 
5 ............................................................................... 97,668 
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TABLE LN—APPLICABLE FOR TRANSFERS AFTER 
NOVEMBER 30, 1983, AND BEFORE MAY 1, 
1989—Continued 

(1) Age X (2) lx 

6 ............................................................................... 97,619 
7 ............................................................................... 97,573 
8 ............................................................................... 97,531 
9 ............................................................................... 97,494 
10 ............................................................................. 97,460 
11 ............................................................................. 97,430 
12 ............................................................................. 97,401 
13 ............................................................................. 97,367 
14 ............................................................................. 97,322 
15 ............................................................................. 97,261 
16 ............................................................................. 97,181 
17 ............................................................................. 97,083 
18 ............................................................................. 96,970 
19 ............................................................................. 96,846 
20 ............................................................................. 96,716 
21 ............................................................................. 96,580 
22 ............................................................................. 96,438 
23 ............................................................................. 96,292 
24 ............................................................................. 96,145 
25 ............................................................................. 96,000 
26 ............................................................................. 95,859 
27 ............................................................................. 95,721 
28 ............................................................................. 95,586 
29 ............................................................................. 95,448 
30 ............................................................................. 95,307 
31 ............................................................................. 95,158 
32 ............................................................................. 95,003 
33 ............................................................................. 94,840 
34 ............................................................................. 94,666 
35 ............................................................................. 94,482 
36 ............................................................................. 94,285 
37 ............................................................................. 94,073 
38 ............................................................................. 93,843 
39 ............................................................................. 93,593 
40 ............................................................................. 93,322 
41 ............................................................................. 93,028 
42 ............................................................................. 92,712 
43 ............................................................................. 92,368 
44 ............................................................................. 91,995 
45 ............................................................................. 91,587 
46 ............................................................................. 91,144 
47 ............................................................................. 90,662 
48 ............................................................................. 90,142 
49 ............................................................................. 89,579 
50 ............................................................................. 88,972 
51 ............................................................................. 88,315 
52 ............................................................................. 87,605 
53 ............................................................................. 86,838 
54 ............................................................................. 86,007 
55 ............................................................................. 85,110 
56 ............................................................................. 84,142 
57 ............................................................................. 83,103 
58 ............................................................................. 81,988 
59 ............................................................................. 80,798 
60 ............................................................................. 79,529 
61 ............................................................................. 78,181 
62 ............................................................................. 76,751 
63 ............................................................................. 75,236 
64 ............................................................................. 73,631 
65 ............................................................................. 71,933 
66 ............................................................................. 70,139 
67 ............................................................................. 68,246 
68 ............................................................................. 66,254 
69 ............................................................................. 64,166 
70 ............................................................................. 61,984 
71 ............................................................................. 59,715 
72 ............................................................................. 57,360 
73 ............................................................................. 54,913 
74 ............................................................................. 52,363 
75 ............................................................................. 49,705 

TABLE LN—APPLICABLE FOR TRANSFERS AFTER 
NOVEMBER 30, 1983, AND BEFORE MAY 1, 
1989—Continued 

(1) Age X (2) lx 

76 ............................................................................. 46,946 
77 ............................................................................. 44,101 
78 ............................................................................. 41,192 
79 ............................................................................. 38,245 
80 ............................................................................. 35,285 
81 ............................................................................. 32,323 
82 ............................................................................. 29,375 
83 ............................................................................. 26,469 
84 ............................................................................. 23,638 
85 ............................................................................. 20,908 
86 ............................................................................. 18,282 
87 ............................................................................. 15,769 
88 ............................................................................. 13,407 
89 ............................................................................. 11,240 
90 ............................................................................. 9,297 
91 ............................................................................. 7,577 
92 ............................................................................. 6,070 
93 ............................................................................. 4,773 
94 ............................................................................. 3,682 
95 ............................................................................. 2,786 
96 ............................................................................. 2,068 
97 ............................................................................. 1,511 
98 ............................................................................. 1,087 
99 ............................................................................. 772 
100 ........................................................................... 542 
101 ........................................................................... 375 
102 ........................................................................... 257 
103 ........................................................................... 175 
104 ........................................................................... 117 
105 ........................................................................... 78 
106 ........................................................................... 52 
107 ........................................................................... 34 
108 ........................................................................... 22 
109 ........................................................................... 14 
110 ........................................................................... 0 

(e) Valuation of annuities, interests for 
life or term of years, and remainder or re-
versionary interests for estates of dece-
dents for which the valuation date of the 
gross estate is after April 30,1989, and be-
fore May 1, 1999—(1) In general. Except 
as otherwise provided in § 20.2031–7(b) 
and § 20.7520–3(b) (pertaining to certain 
limitations on the use of prescribed ta-
bles), if the valuation date for the gross 
estate of the decedent is after April 30, 
1989, and before May 1, 1999, the fair 
market value of annuities, life estates, 
terms of years, remainders, and rever-
sionary interests is the present value 
of the interests determined by use of 
standard or special section 7520 actu-
arial factors and the valuation method-
ology described in § 20.2031–7(d). These 
factors are derived by using the appro-
priate section 7520 interest rate and, if 
applicable, the mortality component 
for the valuation date of the interest 
that is being valued. See §§ 20.7520–1 
through 20.7520–4. See paragraph (e)(4) 
of this section for determination of the 
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appropriate table for use in valuing 
these interests. 

(2) Transitional rule. (i) If the valu-
ation date is after April 30, 1989, and 
before June 10, 1994, a taxpayer can 
rely on Notice 89–24 (1989–1 C.B. 660), or 
Notice 89–60 (1989–1 C.B. 700 ). See 
§ 601.601(d)(2)(ii)(b) of this chapter. 

(ii) If a decedent dies after April 30, 
1989, and if on May 1, 1989, the decedent 
was mentally incompetent so that the 
disposition of the decedent’s property 
could not be changed, and the decedent 
dies without having regained com-
petency to dispose of the decedent’s 
property or dies within 90 days of the 
date on which the decedent first re-
gains competency, the fair market 
value of annuities, life estates, terms 
for years, remainders, and reversions 
included in the gross estate of the dece-
dent is their present value determined 
either under this section or under the 
corresponding section applicable at the 
time the decedent became mentally in-
competent, at the option of the dece-
dent’s executor. For example, see para-
graph (d) of this section. 

(3) Publications and actuarial computa-
tions by the Internal Revenue Service. 
Many standard actuarial factors not 
included in paragraph (e)(4) of this sec-
tion or in § 20.2031–7(d)(6) are included 
in Internal Revenue Service Publica-
tion 1457, ‘‘Actuarial Values, Alpha 
Volume,’’ (8–89). Publication 1457 also 
includes examples that illustrate how 
to compute many special factors for 
more unusual situations. Publication 
1457 is no longer available for purchase 
from the Superintendent of Docu-

ments, United States Government 
Printing Office, Washington, DC 20402. 
However, pertinent factors in this pub-
lication may be obtained from: 
CC:DOM:CORP:R (IRS Publication 
1457), room 5226, Internal Revenue 
Service, POB 7604, Ben Franklin Sta-
tion, Washington, DC 20044. If a special 
factor is required in the case of an ac-
tual decedent, the Internal Revenue 
Service may furnish the factor to the 
executor upon a request for a ruling. 
The request for a ruling must be ac-
companied by a recitation of the facts 
including a statement of the date of 
birth for each measuring life, the date 
of the decedent’s death, any other ap-
plicable dates, and a copy of the will, 
trust, or other relevant documents. A 
request for a ruling must comply with 
the instructions for requesting a ruling 
published periodically in the Internal 
Revenue Bulletin (see §§ 601.201 and 
601.601(d)(2)(ii)(b) of this chapter) and 
include payment of the required user 
fee. 

(4) Actuarial tables. Except as pro-
vided in § 20.7520–3(b) (pertaining to cer-
tain limitations on the use of pre-
scribed tables), Life Table 80CNSMT 
and Table S (Single life remainder fac-
tors applicable where the valuation 
date is after April 30, 1989, and before 
May 1, 1999), contained in this para-
graph (e)(4), and Table B, Table J, and 
Table K set forth in § 20.2031–7(d)(6) 
must be used in the application of the 
provisions of this section when the sec-
tion 7520 interest rate component is be-
tween 4.2 and 14 percent. Table S and 
Table 80CNSMT are as follows: 

TABLE S—BASED ON LIFE TABLE 80CNSMT SINGLE LIFE REMAINDER FACTORS 
[Applicable After April 30, 1989, and Before May 1, 1999] 

Age 
Interest rate 

4.2% 4.4% 4.6% 4.8% 5.0% 5.2% 5.4% 5.6% 5.8% 6.0% 

0 ........................ .07389 .06749 .06188 .05695 .05261 .04879 .04541 .04243 .03978 .03744 
1 ........................ .06494 .05832 .05250 .04738 .04287 .03889 .03537 .03226 .02950 .02705 
2 ........................ .06678 .05999 .05401 .04874 .04410 .03999 .03636 .03314 .03028 .02773 
3 ........................ .06897 .06200 .05587 .05045 .04567 .04143 .03768 .03435 .03139 .02875 
4 ........................ .07139 .06425 .05796 .05239 .04746 .04310 .03922 .03578 .03271 .02998 
5 ........................ .07401 .06669 .06023 .05451 .04944 .04494 .04094 .03738 .03421 .03137 
6 ........................ .07677 .06928 .06265 .05677 .05156 .04692 .04279 .03911 .03583 .03289 
7 ........................ .07968 .07201 .06521 .05918 .05381 .04903 .04477 .04097 .03757 .03453 
8 ........................ .08274 .07489 .06792 .06172 .05621 .05129 .04689 .04297 .03945 .03630 
9 ........................ .08597 .07794 .07079 .06443 .05876 .05370 .04917 .04511 .04148 .03821 
10 ...................... .08936 .08115 .07383 .06730 .06147 .05626 .05159 .04741 .04365 .04027 
11 ...................... .09293 .08453 .07704 .07035 .06436 .05900 .05419 .04988 .04599 .04250 
12 ...................... .09666 .08807 .08040 .07354 .06739 .06188 .05693 .05248 .04847 .04486 
13 ...................... .10049 .09172 .08387 .07684 .07053 .06487 .05977 .05518 .05104 .04731 
14 ...................... .10437 .09541 .08738 .08017 .07370 .06788 .06263 .05791 .05364 .04978 
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TABLE S—BASED ON LIFE TABLE 80CNSMT SINGLE LIFE REMAINDER FACTORS—Continued 
[Applicable After April 30, 1989, and Before May 1, 1999] 

Age 
Interest rate 

4.2% 4.4% 4.6% 4.8% 5.0% 5.2% 5.4% 5.6% 5.8% 6.0% 

15 ...................... .10827 .09912 .09090 .08352 .07688 .07090 .06551 .06064 .05623 .05225 
16 ...................... .11220 .10285 .09445 .08689 .08008 .07394 .06839 .06337 .05883 .05472 
17 ...................... .11615 .10661 .09802 .09028 .08330 .07699 .07129 .06612 .06144 .05719 
18 ...................... .12017 .11043 .10165 .09373 .08656 .08009 .07422 .06890 .06408 .05969 
19 ...................... .12428 .11434 .10537 .09726 .08992 .08327 .07724 .07177 .06679 .06226 
20 ...................... .12850 .11836 .10919 .10089 .09337 .08654 .08035 .07471 .06959 .06492 
21 ...................... .13282 .12248 .11311 .10462 .09692 .08991 .08355 .07775 .07247 .06765 
22 ...................... .13728 .12673 .11717 .10848 .10059 .09341 .08686 .08090 .07546 .07049 
23 ...................... .14188 .13113 .12136 .11248 .10440 .09703 .09032 .08418 .07858 .07345 
24 ...................... .14667 .13572 .12575 .11667 .10839 .10084 .09395 .08764 .08187 .07659 
25 ...................... .15167 .14051 .13034 .12106 .11259 .10486 .09778 .09130 .08536 .07991 
26 ...................... .15690 .14554 .13517 .12569 .11703 .10910 .10184 .09518 .08907 .08346 
27 ...................... .16237 .15081 .14024 .13056 .12171 .11359 .10614 .09930 .09302 .08724 
28 ...................... .16808 .15632 .14555 .13567 .12662 .11831 .11068 .10366 .09720 .09125 
29 ...................... .17404 .16208 .15110 .14104 .13179 .12329 .11547 .10827 .10163 .09551 
30 ...................... .18025 .16808 .15692 .14665 .13721 .12852 .12051 .11313 .10631 .10002 
31 ...................... .18672 .17436 .16300 .15255 .14291 .13403 .12584 .11827 .11127 .10480 
32 ...................... .19344 .18090 .16935 .15870 .14888 .13980 .13142 .12367 .11650 .10985 
33 ...................... .20044 .18772 .17598 .16514 .15513 .14587 .13730 .12936 .12201 .11519 
34 ...................... .20770 .19480 .18287 .17185 .16165 .15221 .14345 .13533 .12780 .12080 
35 ...................... .21522 .20215 .19005 .17884 .16846 .15883 .14989 .14159 .13388 .12670 
36 ...................... .22299 .20974 .19747 .18609 .17552 .16571 .15660 .14812 .14022 .13287 
37 ...................... .23101 .21760 .20516 .19360 .18286 .17288 .16358 .15492 .14685 .13933 
38 ...................... .23928 .22572 .21311 .20139 .19048 .18032 .17085 .16201 .15377 .14607 
39 ...................... .24780 .23409 .22133 .20945 .19837 .18804 .17840 .16939 .16097 .15310 
40 ...................... .25658 .24273 .22982 .21778 .20654 .19605 .18624 .17706 .16847 .16043 
41 ...................... .26560 .25163 .23858 .22639 .21499 .20434 .19436 .18502 .17627 .16806 
42 ...................... .27486 .26076 .24758 .23525 .22370 .21289 .20276 .19326 .18434 .17597 
43 ...................... .28435 .27013 .25683 .24436 .23268 .22172 .21143 .20177 .19270 .18416 
44 ...................... .29407 .27975 .26633 .25373 .24191 .23081 .22038 .21057 .20134 .19265 
45 ...................... .30402 .28961 .27608 .26337 .25142 .24019 .22962 .21966 .21028 .20144 
46 ...................... .31420 .29970 .28608 .27326 .26120 .24983 .23913 .22904 .21951 .21053 
47 ...................... .32460 .31004 .29632 .28341 .27123 .25975 .24892 .23870 .22904 .21991 
48 ...................... .33521 .32058 .30679 .29379 .28151 .26992 .25897 .24862 .23883 .22957 
49 ...................... .34599 .33132 .31746 .30438 .29201 .28032 .26926 .25879 .24888 .23949 
50 ...................... .35695 .34224 .32833 .31518 .30273 .29094 .27978 .26921 .25918 .24966 
51 ...................... .36809 .35335 .33940 .32619 .31367 .30180 .29055 .27987 .26973 .26010 
52 ...................... .37944 .36468 .35070 .33744 .32486 .31292 .30158 .29081 .28057 .27083 
53 ...................... .39098 .37622 .36222 .34892 .33629 .32429 .31288 .30203 .29170 .28186 
54 ...................... .40269 .38794 .37393 .36062 .34795 .33590 .32442 .31349 .30308 .29316 
55 ...................... .41457 .39985 .38585 .37252 .35983 .34774 .33621 .32522 .31474 .30473 
56 ...................... .42662 .41194 .39796 .38464 .37193 .35981 .34824 .33720 .32666 .31658 
57 ...................... .43884 .42422 .41028 .39697 .38426 .37213 .36053 .34945 .33885 .32872 
58 ...................... .45123 .43668 .42279 .40951 .39682 .38468 .37307 .36196 .35132 .34114 
59 ...................... .46377 .44931 .43547 .42224 .40958 .39745 .38584 .37471 .36405 .35383 
60 ...................... .47643 .46206 .44830 .43513 .42250 .41040 .39880 .38767 .37699 .36674 
61 ...................... .48916 .47491 .46124 .44814 .43556 .42350 .41192 .40080 .39012 .37985 
62 ...................... .50196 .48783 .47427 .46124 .44874 .43672 .42518 .41408 .40340 .39314 
63 ...................... .51480 .50081 .48736 .47444 .46201 .45006 .43856 .42749 .41684 .40658 
64 ...................... .52770 .51386 .50054 .48773 .47540 .46352 .45208 .44105 .43043 .42019 
65 ...................... .54069 .52701 .51384 .50115 .48892 .47713 .46577 .45480 .44422 .43401 
66 ...................... .55378 .54029 .52727 .51472 .50262 .49093 .47965 .46876 .45824 .44808 
67 ...................... .56697 .55368 .54084 .52845 .51648 .50491 .49373 .48293 .47248 .46238 
68 ...................... .58026 .56717 .55453 .54231 .53049 .51905 .50800 .49729 .48694 .47691 
69 ...................... .59358 .58072 .56828 .55624 .54459 .53330 .52238 .51179 .50154 .49160 
70 ...................... .60689 .59427 .58205 .57021 .55874 .54762 .53683 .52638 .51624 .50641 
71 ...................... .62014 .60778 .59578 .58415 .57287 .56193 .55131 .54100 .53099 .52126 
72 ...................... .63334 .62123 .60948 .59808 .58700 .57624 .56579 .55563 .54577 .53617 
73 ...................... .64648 .63465 .62315 .61198 .60112 .59056 .58029 .57030 .56059 .55113 
74 ...................... .65961 .64806 .63682 .62590 .61527 .60492 .59485 .58504 .57550 .56620 
75 ...................... .67274 .66149 .65054 .63987 .62948 .61936 .60950 .59990 .59053 .58140 
76 ...................... .68589 .67495 .66429 .65390 .64377 .63390 .62427 .61487 .60570 .59676 
77 ...................... .69903 .68841 .67806 .66796 .65811 .64849 .63910 .62993 .62097 .61223 
78 ...................... .71209 .70182 .69179 .68199 .67242 .66307 .65393 .64501 .63628 .62775 
79 ...................... .72500 .71507 .70537 .69588 .68660 .67754 .66867 .65999 .65151 .64321 
80 ...................... .73768 .72809 .71872 .70955 .70058 .69180 .68320 .67479 .66655 .65849 
81 ...................... .75001 .74077 .73173 .72288 .71422 .70573 .69741 .68926 .68128 .67345 
82 ...................... .76195 .75306 .74435 .73582 .72746 .71926 .71123 .70335 .69562 .68804 
83 ...................... .77346 .76491 .75654 .74832 .74026 .73236 .72460 .71699 .70952 .70219 

VerDate Aug<04>2004 11:29 Apr 28, 2005 Jkt 205096 PO 00000 Frm 00363 Fmt 8010 Sfmt 8010 Y:\SGML\205096.XXX 205096



354 

26 CFR Ch. I (4–1–05 Edition) § 20.2031–7A 

TABLE S—BASED ON LIFE TABLE 80CNSMT SINGLE LIFE REMAINDER FACTORS—Continued 
[Applicable After April 30, 1989, and Before May 1, 1999] 

Age 
Interest rate 

4.2% 4.4% 4.6% 4.8% 5.0% 5.2% 5.4% 5.6% 5.8% 6.0% 

84 ...................... .78456 .77636 .76831 .76041 .75265 .74503 .73756 .73021 .72300 .71592 
85 ...................... .79530 .78743 .77971 .77212 .76466 .75733 .75014 .74306 .73611 .72928 
86 ...................... .80560 .79806 .79065 .78337 .77621 .76917 .76225 .75544 .74875 .74216 
87 ...................... .81535 .80813 .80103 .79404 .78717 .78041 .77375 .76720 .76076 .75442 
88 ...................... .82462 .81771 .81090 .80420 .79760 .79111 .78472 .77842 .77223 .76612 
89 ...................... .83356 .82694 .82043 .81401 .80769 .80147 .79533 .78929 .78334 .77747 
90 ...................... .84225 .83593 .82971 .82357 .81753 .81157 .80570 .79991 .79420 .78857 
91 ...................... .85058 .84455 .83861 .83276 .82698 .82129 .81567 .81013 .80466 .79927 
92 ...................... .85838 .85263 .84696 .84137 .83585 .83040 .82503 .81973 .81449 .80933 
93 ...................... .86557 .86009 .85467 .84932 .84405 .83884 .83370 .82862 .82360 .81865 
94 ...................... .87212 .86687 .86169 .85657 .85152 .84653 .84160 .83673 .83192 .82717 
95 ...................... .87801 .87298 .86801 .86310 .85825 .85345 .84872 .84404 .83941 .83484 
96 ...................... .88322 .87838 .87360 .86888 .86420 .85959 .85502 .85051 .84605 .84165 
97 ...................... .88795 .88328 .87867 .87411 .86961 .86515 .86074 .85639 .85208 .84782 
98 ...................... .89220 .88769 .88323 .87883 .87447 .87016 .86589 .86167 .85750 .85337 
99 ...................... .89612 .89176 .88745 .88318 .87895 .87478 .87064 .86656 .86251 .85850 
100 .................... .89977 .89555 .89136 .88722 .88313 .87908 .87506 .87109 .86716 .86327 
101 .................... .90326 .89917 .89511 .89110 .88712 .88318 .87929 .87543 .87161 .86783 
102 .................... .90690 .90294 .89901 .89513 .89128 .88746 .88369 .87995 .87624 .87257 
103 .................... .91076 .90694 .90315 .89940 .89569 .89200 .88835 .88474 .88116 .87760 
104 .................... .91504 .91138 .90775 .90415 .90058 .89704 .89354 .89006 .88661 .88319 
105 .................... .92027 .91681 .91337 .90996 .90658 .90322 .89989 .89659 .89331 .89006 
106 .................... .92763 .92445 .92130 .91816 .91506 .91197 .90890 .90586 .90284 .89983 
107 .................... .93799 .93523 .93249 .92977 .92707 .92438 .92170 .91905 .91641 .91378 
108 .................... .95429 .95223 .95018 .94814 .94611 .94409 .94208 .94008 .93809 .93611 
109 .................... .97985 .97893 .97801 .97710 .97619 .97529 .97438 .97348 .97259 .97170 

TABLE S—BASED ON LIFE TABLE 80CNSMT SINGLE LIFE REMAINDER FACTORS 
[Applicable After April 30, 1989, and Before May 1, 1999] 

Age 
Interest rate 

6.2% 6.4% 6.6% 6.8% 7.0% 7.2% 7.4% 7.6% 7.8% 8.0% 

0 ........................ .03535 .03349 .03183 .03035 .02902 .02783 .02676 .02579 .02492 .02413 
1 ........................ .02486 .02292 .02119 .01963 .01824 .01699 .01587 .01486 .01395 .01312 
2 ........................ .02547 .02345 .02164 .02002 .01857 .01727 .01609 .01504 .01408 .01321 
3 ........................ .02640 .02429 .02241 .02073 .01921 .01785 .01662 .01552 .01451 .01361 
4 ........................ .02753 .02535 .02339 .02163 .02005 .01863 .01735 .01619 .01514 .01418 
5 ........................ .02883 .02656 .02453 .02269 .02105 .01956 .01822 .01700 .01590 .01490 
6 ........................ .03026 .02790 .02578 .02387 .02215 .02060 .01919 .01792 .01677 .01572 
7 ........................ .03180 .02935 .02714 .02515 .02336 .02174 .02027 .01894 .01773 .01664 
8 ........................ .03347 .03092 .02863 .02656 .02469 .02300 .02146 .02007 .01881 .01766 
9 ........................ .03528 .03263 .03025 .02810 .02615 .02438 .02278 .02133 .02000 .01880 
10 ...................... .03723 .03449 .03201 .02977 .02774 .02590 .02423 .02271 .02133 .02006 
11 ...................... .03935 .03650 .03393 .03160 .02949 .02757 .02583 .02424 .02279 .02147 
12 ...................... .04160 .03865 .03598 .03356 .03136 .02936 .02755 .02589 .02438 .02299 
13 ...................... .04394 .04088 .03811 .03560 .03331 .03123 .02934 .02761 .02603 .02458 
14 ...................... .04629 .04312 .04025 .03764 .03527 .03311 .03113 .02933 .02768 .02617 
15 ...................... .04864 .04536 .04238 .03968 .03721 .03496 .03290 .03103 .02930 .02773 
16 ...................... .05099 .04759 .04451 .04170 .03913 .03679 .03466 .03270 .03090 .02926 
17 ...................... .05333 .04982 .04662 .04370 .04104 .03861 .03638 .03434 .03247 .03075 
18 ...................... .05570 .05207 .04875 .04573 .04296 .04044 .03812 .03599 .03404 .03225 
19 ...................... .05814 .05438 .05095 .04781 .04494 .04231 .03990 .03769 .03565 .03378 
20 ...................... .06065 .05677 .05321 .04996 .04698 .04424 .04173 .03943 .03731 .03535 
21 ...................... .06325 .05922 .05554 .05217 .04907 .04623 .04362 .04122 .03901 .03697 
22 ...................... .06594 .06178 .05797 .05447 .05126 .04831 .04559 .04309 .04078 .03865 
23 ...................... .06876 .06446 .06051 .05688 .05355 .05048 .04766 .04505 .04265 .04042 
24 ...................... .07174 .06729 .06321 .05945 .05599 .05281 .04987 .04715 .04465 .04233 
25 ...................... .07491 .07031 .06609 .06219 .05861 .05530 .05224 .04941 .04680 .04438 
26 ...................... .07830 .07355 .06918 .06515 .06142 .05799 .05481 .05187 .04915 .04662 
27 ...................... .08192 .07702 .07250 .06832 .06446 .06090 .05759 .05454 .05170 .04906 
28 ...................... .08577 .08071 .07603 .07171 .06772 .06402 .06059 .05740 .05445 .05170 
29 ...................... .08986 .08464 .07981 .07534 .07120 .06736 .06380 .06049 .05742 .05456 
30 ...................... .09420 .08882 .08383 .07921 .07492 .07095 .06725 .06381 .06061 .05763 
31 ...................... .09881 .09327 .08812 .08335 .07891 .07479 .07095 .06738 .06405 .06095 
32 ...................... .10369 .09797 .09267 .08774 .08315 .07888 .07491 .07120 .06774 .06451 
33 ...................... .10885 .10297 .09750 .09241 .08767 .08325 .07913 .07529 .07170 .06834 
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Internal Revenue Service, Treasury § 20.2031–7A 

TABLE S—BASED ON LIFE TABLE 80CNSMT SINGLE LIFE REMAINDER FACTORS—Continued 
[Applicable After April 30, 1989, and Before May 1, 1999] 

Age 
Interest rate 

6.2% 6.4% 6.6% 6.8% 7.0% 7.2% 7.4% 7.6% 7.8% 8.0% 

34 ...................... .11430 .10824 .10261 .09736 .09246 .08790 .08363 .07964 .07592 .07243 
35 ...................... .12002 .11380 .10800 .10259 .09754 .09282 .08841 .08428 .08041 .07679 
36 ...................... .12602 .11963 .11366 .10809 .10288 .09800 .09344 .08917 .08516 .08140 
37 ...................... .13230 .12574 .11961 .11387 .10850 .10347 .09876 .09433 .09018 .08628 
38 ...................... .13887 .13214 .12584 .11994 .11441 .10922 .10436 .09978 .09549 .09145 
39 ...................... .14573 .13883 .13237 .12630 .12061 .11527 .11025 .10553 .10109 .09690 
40 ...................... .15290 .14583 .13920 .13297 .12712 .12162 .11644 .11157 .10698 .10266 
41 ...................... .16036 .15312 .14633 .13994 .13393 .12827 .12294 .11792 .11318 .10871 
42 ...................... .16810 .16071 .15375 .14720 .14103 .13522 .12973 .12456 .11967 .11505 
43 ...................... .17614 .16858 .16146 .15475 .14842 .14245 .13682 .13149 .12645 .12169 
44 ...................... .18447 .17675 .16948 .16261 .15613 .15000 .14421 .13873 .13355 .12864 
45 ...................... .19310 .18524 .17780 .17078 .16414 .15787 .15192 .14630 .14096 .13591 
46 ...................... .20204 .19402 .18644 .17926 .17247 .16604 .15995 .15418 .14870 .14350 
47 ...................... .21128 .20311 .19538 .18806 .18112 .17454 .16830 .16238 .15676 .15141 
48 ...................... .22080 .21249 .20462 .19716 .19007 .18335 .17696 .17090 .16513 .15964 
49 ...................... .23059 .22214 .21413 .20653 .19930 .19244 .18591 .17970 .17379 .16816 
50 ...................... .24063 .23206 .22391 .21617 .20881 .20180 .19514 .18879 .18274 .17697 
51 ...................... .25095 .24225 .23398 .22610 .21861 .21147 .20466 .19818 .19199 .18609 
52 ...................... .26157 .25275 .24436 .23636 .22874 .22147 .21453 .20791 .20159 .19556 
53 ...................... .27249 .26357 .25505 .24694 .23919 .23180 .22474 .21799 .21154 .20537 
54 ...................... .28369 .27466 .26604 .25782 .24995 .24244 .23526 .22839 .22181 .21552 
55 ...................... .29518 .28605 .27734 .26900 .26103 .25341 .24611 .23912 .23243 .22601 
56 ...................... .30695 .29774 .28893 .28050 .27242 .26469 .25728 .25019 .24338 .23685 
57 ...................... .31902 .30973 .30084 .29232 .28415 .27632 .26881 .26161 .25469 .24805 
58 ...................... .33138 .32203 .31306 .30446 .29621 .28829 .28069 .27339 .26637 .25962 
59 ...................... .34402 .33461 .32558 .31691 .30859 .30059 .29290 .28550 .27839 .27155 
60 ...................... .35690 .34745 .33836 .32963 .32124 .31317 .30540 .29792 .29073 .28379 
61 ...................... .36999 .36050 .35137 .34259 .33414 .32601 .31817 .31062 .30334 .29633 
62 ...................... .38325 .37374 .36458 .35576 .34726 .33907 .33117 .32356 .31621 .30912 
63 ...................... .39669 .38717 .37799 .36913 .36060 .35236 .34441 .33674 .32933 .32217 
64 ...................... .41031 .40078 .39159 .38272 .37415 .36588 .35789 .35016 .34270 .33548 
65 ...................... .42416 .41464 .40545 .39656 .38798 .37968 .37166 .36390 .35639 .34912 
66 ...................... .43825 .42876 .41958 .41070 .40211 .39380 .38576 .37797 .37043 .36312 
67 ...................... .45260 .44315 .43399 .42513 .41655 .40824 .40019 .39238 .38482 .37749 
68 ...................... .46720 .45779 .44868 .43985 .43129 .42299 .41494 .40713 .39956 .39221 
69 ...................... .48197 .47263 .46357 .45478 .44625 .43798 .42995 .42215 .41458 .40722 
70 ...................... .49686 .48760 .47861 .46988 .46140 .45316 .44516 .43738 .42983 .42248 
71 ...................... .51182 .50265 .49374 .48508 .47666 .46847 .46051 .45276 .44523 .43790 
72 ...................... .52685 .51778 .50896 .50038 .49203 .48390 .47599 .46829 .46079 .45349 
73 ...................... .54194 .53298 .52426 .51578 .50751 .49946 .49161 .48397 .47652 .46926 
74 ...................... .55714 .54832 .53972 .53134 .52317 .51520 .50744 .49986 .49247 .48527 
75 ...................... .57250 .56382 .55536 .54710 .53904 .53118 .52351 .51601 .50870 .50156 
76 ...................... .58803 .57951 .57120 .56308 .55515 .54740 .53984 .53245 .52522 .51817 
77 ...................... .60369 .59535 .58720 .57923 .57144 .56383 .55639 .54912 .54200 .53504 
78 ...................... .61942 .61126 .60329 .59549 .58787 .58040 .57310 .56596 .55896 .55212 
79 ...................... .63508 .62713 .61935 .61174 .60428 .59698 .58983 .58283 .57597 .56925 
80 ...................... .65059 .64285 .63527 .62785 .62058 .61345 .60646 .59961 .59290 .58632 
81 ...................... .66579 .65827 .65090 .64368 .63659 .62965 .62283 .61615 .60959 .60316 
82 ...................... .68061 .67332 .66616 .65914 .65226 .64550 .63886 .63235 .62595 .61968 
83 ...................... .69499 .68793 .68099 .67418 .66749 .66092 .65447 .64813 .64191 .63579 
84 ...................... .70896 .70213 .69541 .68881 .68233 .67595 .66969 .66353 .65748 .65153 
85 ...................... .72256 .71596 .70947 .70308 .69681 .69063 .68456 .67859 .67271 .66693 
86 ...................... .73569 .72931 .72305 .71688 .71081 .70484 .69896 .69318 .68748 .68188 
87 ...................... .74818 .74204 .73599 .73003 .72417 .71839 .71271 .70711 .70159 .69616 
88 ...................... .76011 .75419 .74836 .74261 .73695 .73137 .72588 .72046 .71512 .70986 
89 ...................... .77169 .76599 .76037 .75484 .74938 .74400 .73870 .73347 .72831 .72323 
90 ...................... .78302 .77755 .77215 .76683 .76158 .75640 .75129 .74625 .74128 .73638 
91 ...................... .79395 .78870 .78352 .77842 .77337 .76840 .76349 .75864 .75385 .74913 
92 ...................... .80423 .79920 .79423 .78933 .78449 .77971 .77499 .77033 .76572 .76118 
93 ...................... .81377 .80894 .80417 .79946 .79481 .79022 .78568 .78120 .77677 .77239 
94 ...................... .82247 .81784 .81325 .80873 .80425 .79983 .79547 .79115 .78688 .78266 
95 ...................... .83033 .82586 .82145 .81709 .81278 .80852 .80431 .80014 .79602 .79195 
96 ...................... .83729 .83298 .82872 .82451 .82034 .81622 .81215 .80812 .80414 .80019 
97 ...................... .84361 .83944 .83532 .83124 .82721 .82322 .81927 .81537 .81151 .80769 
98 ...................... .84929 .84525 .84126 .83730 .83339 .82952 .82569 .82190 .81815 .81443 
99 ...................... .85454 .85062 .84674 .84290 .83910 .83534 .83161 .82792 .82427 .82066 
100 .................... .85942 .85561 .85184 .84810 .84440 .84074 .83711 .83352 .82997 .82644 
101 .................... .86408 .86037 .85670 .85306 .84946 .84589 .84236 .83886 .83539 .83196 
102 .................... .86894 .86534 .86177 .85823 .85473 .85126 .84782 .84442 .84104 .83770 
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26 CFR Ch. I (4–1–05 Edition) § 20.2031–7A 

TABLE S—BASED ON LIFE TABLE 80CNSMT SINGLE LIFE REMAINDER FACTORS—Continued 
[Applicable After April 30, 1989, and Before May 1, 1999] 

Age 
Interest rate 

6.2% 6.4% 6.6% 6.8% 7.0% 7.2% 7.4% 7.6% 7.8% 8.0% 

103 .................... .87408 .87060 .86714 .86371 .86032 .85695 .85362 .85031 .84703 .84378 
104 .................... .87980 .87644 .87311 .86980 .86653 .86328 .86005 .85686 .85369 .85054 
105 .................... .88684 .88363 .88046 .87731 .87418 .87108 .86800 .86494 .86191 .85890 
106 .................... .89685 .89389 .89095 .88804 .88514 .88226 .87940 .87656 .87374 .87094 
107 .................... .91117 .90858 .90600 .90344 .90089 .89836 .89584 .89334 .89085 .88838 
108 .................... .93414 .93217 .93022 .92828 .92634 .92442 .92250 .92060 .91870 .91681 
109 .................... .97081 .96992 .96904 .96816 .96729 .96642 .96555 .96468 .96382 .96296 

TABLE S—BASED ON LIFE TABLE 80CNSMT SINGLE LIFE REMAINDER FACTORS 
[Applicable After April 30, 1989, and Before May 1, 1999] 

Age 
Interest rate 

8.2% 8.4% 8.6% 8.8% 9.0% 9.2% 9.4% 9.6% 9.8% 10.0% 

0 ........................ .02341 .02276 .02217 .02163 .02114 .02069 .02027 .01989 .01954 .01922 
1 ........................ .01237 .01170 .01108 .01052 .01000 .00953 .00910 .00871 .00834 .00801 
2 ........................ .01243 .01172 .01107 .01048 .00994 .00944 .00899 .00857 .00819 .00784 
3 ........................ .01278 .01203 .01135 .01073 .01016 .00964 .00916 .00872 .00832 .00795 
4 ........................ .01332 .01253 .01182 .01116 .01056 .01001 .00951 .00904 .00862 .00822 
5 ........................ .01400 .01317 .01241 .01172 .01109 .01051 .00998 .00949 .00904 .00862 
6 ........................ .01477 .01390 .01310 .01238 .01171 .01110 .01054 .01002 .00954 .00910 
7 ........................ .01563 .01472 .01389 .01312 .01242 .01178 .01118 .01064 .01013 .00966 
8 ........................ .01660 .01564 .01477 .01396 .01322 .01254 .01192 .01134 .01081 .01031 
9 ........................ .01770 .01669 .01577 .01492 .01414 .01342 .01276 .01216 .01159 .01107 
10 ...................... .01891 .01785 .01688 .01599 .01517 .01442 .01372 .01308 .01249 .01194 
11 ...................... .02026 .01915 .01814 .01720 .01634 .01555 .01481 .01414 .01351 .01293 
12 ...................... .02173 .02056 .01950 .01852 .01761 .01678 .01601 .01529 .01463 .01402 
13 ...................... .02326 .02204 .02092 .01989 .01895 .01807 .01726 .01651 .01582 .01517 
14 ...................... .02478 .02351 .02234 .02126 .02027 .01935 .01850 .01771 .01698 .01630 
15 ...................... .02628 .02495 .02372 .02259 .02155 .02058 .01969 .01886 .01810 .01738 
16 ...................... .02774 .02635 .02507 .02388 .02279 .02178 .02084 .01997 .01917 .01842 
17 ...................... .02917 .02772 .02637 .02513 .02399 .02293 .02194 .02103 .02018 .01940 
18 ...................... .03059 .02907 .02767 .02637 .02517 .02406 .02302 .02207 .02118 .02035 
19 ...................... .03205 .03046 .02899 .02763 .02637 .02521 .02412 .02312 .02218 .02131 
20 ...................... .03355 .03188 .03035 .02892 .02760 .02638 .02524 .02419 .02320 .02229 
21 ...................... .03509 .03334 .03173 .03024 .02886 .02758 .02638 .02527 .02424 .02328 
22 ...................... .03669 .03487 .03318 .03162 .03017 .02882 .02757 .02640 .02532 .02430 
23 ...................... .03837 .03646 .03470 .03306 .03154 .03013 .02881 .02759 .02644 .02538 
24 ...................... .04018 .03819 .03634 .03463 .03303 .03155 .03016 .02888 .02767 .02655 
25 ...................... .04214 .04006 .03812 .03633 .03465 .03309 .03164 .03029 .02902 .02784 
26 ...................... .04428 .04210 .04008 .03820 .03644 .03481 .03328 .03186 .03052 .02928 
27 ...................... .04662 .04434 .04223 .04025 .03841 .03670 .03509 .03360 .03219 .03088 
28 ...................... .04915 .04677 .04456 .04249 .04056 .03876 .03708 .03550 .03403 .03264 
29 ...................... .05189 .04941 .04709 .04493 .04291 .04102 .03925 .03760 .03604 .03458 
30 ...................... .05485 .05226 .04984 .04757 .04546 .04348 .04162 .03988 .03825 .03671 
31 ...................... .05805 .05535 .05282 .05045 .04824 .04616 .04421 .04238 .04067 .03905 
32 ...................... .06149 .05867 .05603 .05356 .05124 .04906 .04702 .04510 .04329 .04160 
33 ...................... .06520 .06226 .05950 .05692 .05449 .05221 .05007 .04806 .04616 .04438 
34 ...................... .06916 .06609 .06322 .06052 .05799 .05560 .05336 .05125 .04926 .04738 
35 ...................... .07339 .07020 .06720 .06439 .06174 .05925 .05690 .05469 .05260 .05063 
36 ...................... .07787 .07455 .07143 .06850 .06573 .06313 .06068 .05836 .05617 .05411 
37 ...................... .08262 .07917 .07593 .07287 .06999 .06727 .06470 .06228 .05999 .05783 
38 ...................... .08765 .08407 .08069 .07751 .07451 .07167 .06899 .06646 .06407 .06180 
39 ...................... .09296 .08925 .08574 .08243 .07931 .07635 .07356 .07092 .06841 .06604 
40 ...................... .09858 .09472 .09109 .08765 .08440 .08132 .07841 .07565 .07303 .07055 
41 ...................... .10449 .10050 .09673 .09316 .08978 .08658 .08355 .08067 .07794 .07535 
42 ...................... .11069 .10656 .10265 .09895 .09544 .09212 .08896 .08596 .08312 .08041 
43 ...................... .11718 .11291 .10887 .10503 .10140 .09794 .09466 .09154 .08858 .08576 
44 ...................... .12399 .11958 .11540 .11143 .10766 .10407 .10067 .09743 .09434 .09141 
45 ...................... .13111 .12656 .12224 .11814 .11423 .11052 .10699 .10362 .10042 .09736 
46 ...................... .13856 .13387 .12941 .12516 .12113 .11728 .11362 .11013 .10680 .10363 
47 ...................... .14633 .14150 .13690 .13252 .12835 .12438 .12059 .11697 .11352 .11022 
48 ...................... .15442 .14945 .14471 .14020 .13589 .13179 .12787 .12412 .12055 .11713 
49 ...................... .16280 .15769 .15281 .14816 .14373 .13949 .13544 .13157 .12787 .12433 
50 ...................... .17147 .16622 .16121 .15643 .15186 .14749 .14331 .13931 .13548 .13182 
51 ...................... .18045 .17507 .16993 .16501 .16030 .15580 .15150 .14737 .14342 .13963 
52 ...................... .18979 .18427 .17899 .17394 .16911 .16448 .16004 .15579 .15172 .14780 
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Internal Revenue Service, Treasury § 20.2031–7A 

TABLE S—BASED ON LIFE TABLE 80CNSMT SINGLE LIFE REMAINDER FACTORS—Continued 
[Applicable After April 30, 1989, and Before May 1, 1999] 

Age 
Interest rate 

8.2% 8.4% 8.6% 8.8% 9.0% 9.2% 9.4% 9.6% 9.8% 10.0% 

53 ...................... .19947 .19383 .18842 .18324 .17828 .17352 .16896 .16458 .16038 .15635 
54 ...................... .20950 .20372 .19819 .19288 .18779 .18291 .17822 .17372 .16940 .16524 
55 ...................... .21986 .21397 .20831 .20288 .19767 .19266 .18785 .18322 .17878 .17450 
56 ...................... .23058 .22457 .21879 .21324 .20791 .20278 .19785 .19310 .18854 .18414 
57 ...................... .24167 .23554 .22965 .22399 .21854 .21329 .20824 .20338 .19870 .19419 
58 ...................... .25314 .24690 .24090 .23512 .22956 .22420 .21904 .21407 .20927 .20464 
59 ...................... .26497 .25863 .25252 .24664 .24097 .23550 .23023 .22515 .22024 .21551 
60 ...................... .27712 .27068 .26448 .25849 .25272 .24716 .24178 .23659 .23158 .22674 
61 ...................... .28956 .28304 .27674 .27067 .26480 .25913 .25366 .24837 .24325 .23831 
62 ...................... .30228 .29567 .28929 .28312 .27717 .27141 .26584 .26045 .25524 .25020 
63 ...................... .31525 .30857 .30211 .29586 .28982 .28397 .27832 .27284 .26754 .26240 
64 ...................... .32851 .32176 .31522 .30890 .30278 .29685 .29111 .28555 .28016 .27493 
65 ...................... .34209 .33528 .32868 .32229 .31610 .31010 .30429 .29865 .29317 .28787 
66 ...................... .35604 .34918 .34253 .33609 .32983 .32377 .31788 .31217 .30663 .30124 
67 ...................... .37037 .36347 .35678 .35028 .34398 .33786 .33191 .32614 .32053 .31508 
68 ...................... .38508 .37815 .37142 .36489 .35854 .35237 .34638 .34055 .33488 .32937 
69 ...................... .40008 .39313 .38638 .37982 .37344 .36724 .36120 .35533 .34961 .34405 
70 ...................... .41533 .40838 .40162 .39504 .38864 .38241 .37634 .37043 .36468 .35907 
71 ...................... .43076 .42382 .41705 .41047 .40405 .39780 .39171 .38578 .38000 .37436 
72 ...................... .44638 .43945 .43269 .42611 .41969 .41344 .40733 .40138 .39558 .38991 
73 ...................... .46218 .45527 .44854 .44197 .43556 .42931 .42321 .41725 .41143 .40575 
74 ...................... .47823 .47137 .46466 .45812 .45173 .44549 .43940 .43345 .42763 .42195 
75 ...................... .49459 .48777 .48112 .47462 .46826 .46205 .45598 .45004 .44424 .43856 
76 ...................... .51127 .50452 .49793 .49148 .48517 .47900 .47297 .46706 .46129 .45563 
77 ...................... .52823 .52157 .51505 .50867 .50243 .49632 .49033 .48447 .47873 .47311 
78 ...................... .54541 .53885 .53242 .52613 .51996 .51392 .50800 .50220 .49652 .49094 
79 ...................... .56267 .55621 .54989 .54369 .53762 .53166 .52582 .52009 .51448 .50897 
80 ...................... .57987 .57354 .56733 .56125 .55527 .54941 .54366 .53802 .53248 .52705 
81 ...................... .59685 .59065 .58457 .57860 .57274 .56699 .56134 .55579 .55035 .54499 
82 ...................... .61351 .60746 .60151 .59567 .58993 .58429 .57875 .57331 .56796 .56270 
83 ...................... .62978 .62387 .61806 .61236 .60675 .60123 .59581 .59047 .58523 .58007 
84 ...................... .64567 .63992 .63426 .62869 .62321 .61783 .61253 .60731 .60218 .59713 
85 ...................... .66125 .65565 .65014 .64472 .63938 .63413 .62896 .62387 .61886 .61392 
86 ...................... .67636 .67092 .66557 .66030 .65511 .65000 .64496 .64000 .63511 .63030 
87 ...................... .69081 .68554 .68034 .67522 .67018 .66520 .66031 .65548 .65071 .64602 
88 ...................... .70468 .69957 .69453 .68956 .68466 .67983 .67507 .67037 .66574 .66117 
89 ...................... .71821 .71326 .70838 .70357 .69882 .69414 .68952 .68495 .68045 .67601 
90 ...................... .73153 .72676 .72204 .71739 .71280 .70827 .70379 .69938 .69502 .69071 
91 ...................... .74447 .73986 .73532 .73083 .72640 .72202 .71770 .71343 .70921 .70504 
92 ...................... .75669 .75225 .74787 .74354 .73927 .73504 .73087 .72674 .72267 .71864 
93 ...................... .76807 .76379 .75957 .75540 .75127 .74719 .74317 .73918 .73524 .73135 
94 ...................... .77849 .77437 .77030 .76627 .76229 .75835 .75446 .75061 .74680 .74303 
95 ...................... .78792 .78394 .78001 .77611 .77226 .76845 .76468 .76096 .75727 .75362 
96 ...................... .79630 .79244 .78863 .78485 .78112 .77742 .77377 .77015 .76657 .76303 
97 ...................... .80391 .80016 .79646 .79280 .78917 .78559 .78203 .77852 .77504 .77160 
98 ...................... .81076 .80712 .80352 .79996 .79643 .79294 .78948 .78606 .78267 .77931 
99 ...................... .81709 .81354 .81004 .80657 .80313 .79972 .79635 .79302 .78971 .78644 
100 .................... .82296 .81950 .81609 .81270 .80934 .80602 .80273 .79947 .79624 .79304 
101 .................... .82855 .82518 .82185 .81854 .81526 .81201 .80880 .80561 .80245 .79932 
102 .................... .83438 .83110 .82785 .82462 .82142 .81826 .81512 .81200 .80892 .80586 
103 .................... .84056 .83737 .83420 .83106 .82795 .82487 .82181 .81878 .81577 .81279 
104 .................... .84743 .84433 .84127 .83822 .83521 .83221 .82924 .82630 .82338 .82048 
105 .................... .85591 .85295 .85001 .84709 .84419 .84132 .83846 .83563 .83282 .83003 
106 .................... .86816 .86540 .86266 .85993 .85723 .85454 .85187 .84922 .84659 .84397 
107 .................... .88592 .88348 .88105 .87863 .87623 .87384 .87147 .86911 .86676 .86443 
108 .................... .91493 .91306 .91119 .90934 .90749 .90566 .90383 .90201 .90020 .89840 
109 .................... .96211 .96125 .96041 .95956 .95872 .95788 .95704 .95620 .95537 .95455 

TABLE S—BASED ON LIFE TABLE 80CNSMT SINGLE LIFE REMAINDER FACTORS 
[Applicable After April 30, 1989, and Before May 1, 1999] 

Age 
Interest rate 

10.2% 10.4% 10.6% 10.8% 11.0% 11.2% 11.4% 11.6% 11.8% 12.0% 

0 ........................ .01891 .01864 .01838 .01814 .01791 .01770 .01750 .01732 .01715 .01698 
1 ........................ .00770 .00741 .00715 .00690 .00667 .00646 .00626 .00608 .00590 .00574 
2 ........................ .00751 .00721 .00693 .00667 .00643 .00620 .00600 .00580 .00562 .00544 
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26 CFR Ch. I (4–1–05 Edition) § 20.2031–7A 

TABLE S—BASED ON LIFE TABLE 80CNSMT SINGLE LIFE REMAINDER FACTORS—Continued 
[Applicable After April 30, 1989, and Before May 1, 1999] 

Age 
Interest rate 

10.2% 10.4% 10.6% 10.8% 11.0% 11.2% 11.4% 11.6% 11.8% 12.0% 

3 ........................ .00760 .00728 .00699 .00671 .00646 .00622 .00600 .00579 .00560 .00541 
4 ........................ .00786 .00752 .00721 .00692 .00665 .00639 .00616 .00594 .00573 .00554 
5 ........................ .00824 .00788 .00755 .00724 .00695 .00668 .00643 .00620 .00598 .00578 
6 ........................ .00869 .00832 .00796 .00764 .00733 .00705 .00678 .00654 .00630 .00608 
7 ........................ .00923 .00883 .00846 .00811 .00779 .00749 .00720 .00694 .00669 .00646 
8 ........................ .00986 .00943 .00904 .00867 .00833 .00801 .00771 .00743 .00716 .00692 
9 ........................ .01059 .01014 .00972 .00933 .00897 .00863 .00831 .00801 .00773 .00747 
10 ...................... .01142 .01095 .01051 .01009 .00971 .00935 .00901 .00869 .00840 .00812 
11 ...................... .01239 .01189 .01142 .01098 .01057 .01019 .00983 .00950 .00918 .00889 
12 ...................... .01345 .01292 .01243 .01197 .01154 .01113 .01075 .01040 .01007 .00975 
13 ...................... .01457 .01401 .01349 .01300 .01255 .01212 .01172 .01135 .01100 .01067 
14 ...................... .01567 .01508 .01453 .01402 .01354 .01309 .01267 .01227 .01190 .01155 
15 ...................... .01672 .01610 .01552 .01498 .01448 .01400 .01356 .01314 .01275 .01238 
16 ...................... .01772 .01707 .01646 .01589 .01536 .01486 .01439 .01396 .01354 .01315 
17 ...................... .01866 .01798 .01734 .01674 .01618 .01566 .01516 .01470 .01427 .01386 
18 ...................... .01958 .01886 .01818 .01755 .01697 .01641 .01590 .01541 .01495 .01452 
19 ...................... .02050 .01974 .01903 .01837 .01775 .01717 .01662 .01611 .01563 .01517 
20 ...................... .02143 .02064 .01989 .01919 .01854 .01793 .01735 .01681 .01630 .01582 
21 ...................... .02238 .02154 .02075 .02002 .01933 .01868 .01807 .01750 .01696 .01646 
22 ...................... .02336 .02247 .02164 .02087 .02014 .01946 .01882 .01821 .01764 .01711 
23 ...................... .02438 .02345 .02257 .02176 .02099 .02027 .01959 .01895 .01835 .01778 
24 ...................... .02550 .02451 .02359 .02273 .02192 .02115 .02044 .01976 .01913 .01853 
25 ...................... .02673 .02569 .02472 .02381 .02295 .02214 .02138 .02067 .01999 .01936 
26 ...................... .02811 .02701 .02598 .02502 .02411 .02326 .02246 .02170 .02098 .02031 
27 ...................... .02965 .02849 .02741 .02639 .02543 .02452 .02367 .02287 .02211 .02140 
28 ...................... .03134 .03013 .02898 .02790 .02689 .02593 .02503 .02418 .02338 .02262 
29 ...................... .03322 .03193 .03072 .02958 .02851 .02750 .02654 .02564 .02479 .02398 
30 ...................... .03527 .03391 .03264 .03143 .03030 .02923 .02821 .02726 .02635 .02550 
31 ...................... .03753 .03610 .03475 .03348 .03228 .03115 .03008 .02907 .02811 .02720 
32 ...................... .04000 .03849 .03707 .03573 .03446 .03326 .03213 .03105 .03004 .02907 
33 ...................... .04269 .04111 .03961 .03819 .03685 .03558 .03438 .03325 .03217 .03115 
34 ...................... .04561 .04394 .04236 .04087 .03946 .03812 .03685 .03565 .03451 .03342 
35 ...................... .04877 .04702 .04535 .04378 .04229 .04087 .03953 .03826 .03706 .03591 
36 ...................... .05215 .05031 .04856 .04690 .04533 .04384 .04242 .04108 .03980 .03859 
37 ...................... .05578 .05384 .05200 .05025 .04860 .04703 .04553 .04411 .04276 .04148 
38 ...................... .05965 .05761 .05568 .05385 .05211 .05045 .04888 .04738 .04595 .04460 
39 ...................... .06379 .06165 .05962 .05770 .05587 .05412 .05247 .05089 .04939 .04795 
40 ...................... .06820 .06596 .06383 .06181 .05989 .05806 .05631 .05465 .05307 .05155 
41 ...................... .07288 .07054 .06832 .06620 .06418 .06226 .06042 .05868 .05701 .05541 
42 ...................... .07784 .07539 .07306 .07085 .06873 .06671 .06479 .06295 .06119 .05952 
43 ...................... .08308 .08052 .07808 .07576 .07355 .07143 .06941 .06748 .06564 .06387 
44 ...................... .08861 .08594 .08340 .08097 .07865 .07644 .07432 .07230 .07036 .06851 
45 ...................... .09445 .09167 .08901 .08648 .08406 .08174 .07953 .07741 .07538 .07343 
46 ...................... .10060 .09770 .09494 .09230 .08977 .08735 .08503 .08281 .08068 .07865 
47 ...................... .10707 .10406 .10119 .09843 .09579 .09327 .09085 .08853 .08630 .08417 
48 ...................... .11386 .11073 .10774 .10487 .10213 .09949 .09697 .09455 .09222 .08999 
49 ...................... .12094 .11769 .11458 .11160 .10874 .10600 .10337 .10084 .09842 .09609 
50 ...................... .12831 .12494 .12172 .11862 .11565 .11280 .11006 .10743 .10490 .10247 
51 ...................... .13600 .13251 .12917 .12596 .12288 .11991 .11706 .11432 .11169 .10915 
52 ...................... .14405 .14044 .13698 .13366 .13046 .12738 .12442 .12157 .11883 .11619 
53 ...................... .15247 .14875 .14517 .14172 .13841 .13522 .13215 .12919 .12635 .12360 
54 ...................... .16124 .15740 .15370 .15014 .14671 .14341 .14023 .13717 .13421 .13136 
55 ...................... .17039 .16642 .16261 .15893 .15539 .15198 .14868 .14551 .14244 .13948 
56 ...................... .17991 .17583 .17190 .16811 .16445 .16092 .15752 .15423 .15106 .14799 
57 ...................... .18984 .18564 .18160 .17769 .17392 .17029 .16677 .16338 .16010 .15692 
58 ...................... .20018 .19587 .19172 .18770 .18382 .18007 .17645 .17295 .16956 .16628 
59 ...................... .21093 .20652 .20225 .19812 .19414 .19028 .18655 .18294 .17945 .17606 
60 ...................... .22206 .21753 .21316 .20893 .20483 .20087 .19703 .19332 .18972 .18624 
61 ...................... .23353 .22890 .22442 .22009 .21589 .21182 .20788 .20407 .20037 .19678 
62 ...................... .24532 .24059 .23601 .23158 .22728 .22311 .21907 .21515 .21135 .20767 
63 ...................... .25742 .25260 .24793 .24339 .23900 .23473 .23060 .22658 .22268 .21890 
64 ...................... .26987 .26495 .26019 .25556 .25107 .24671 .24248 .23837 .23438 .23050 
65 ...................... .28271 .27771 .27286 .26815 .26357 .25912 .25480 .25059 .24651 .24254 
66 ...................... .29601 .29093 .28600 .28120 .27654 .27200 .26760 .26331 .25913 .25507 
67 ...................... .30978 .30462 .29961 .29474 .29000 .28539 .28090 .27653 .27227 .26813 
68 ...................... .32401 .31879 .31371 .30877 .30396 .29927 .29471 .29027 .28593 .28171 
69 ...................... .33863 .33336 .32822 .32322 .31835 .31359 .30896 .30445 .30005 .29576 
70 ...................... .35361 .34829 .34310 .33804 .33311 .32830 .32361 .31903 .31457 .31021 
71 ...................... .36886 .36349 .35826 .35316 .34818 .34332 .33858 .33394 .32942 .32500 
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Internal Revenue Service, Treasury § 20.2031–7A 

TABLE S—BASED ON LIFE TABLE 80CNSMT SINGLE LIFE REMAINDER FACTORS—Continued 
[Applicable After April 30, 1989, and Before May 1, 1999] 

Age 
Interest rate 

10.2% 10.4% 10.6% 10.8% 11.0% 11.2% 11.4% 11.6% 11.8% 12.0% 

72 ...................... .38439 .37899 .37373 .36858 .36356 .35866 .35387 .34919 .34461 .34015 
73 ...................... .40021 .39479 .38950 .38432 .37927 .37433 .36950 .36478 .36016 .35565 
74 ...................... .41639 .41096 .40565 .40046 .39538 .39042 .38556 .38081 .37616 .37161 
75 ...................... .43301 .42758 .42226 .41706 .41198 .40699 .40212 .39734 .39267 .38809 
76 ...................... .45009 .44467 .43937 .43417 .42908 .42410 .41921 .41443 .40974 .40514 
77 ...................... .46761 .46221 .45693 .45175 .44667 .44170 .43682 .43203 .42734 .42274 
78 ...................... .48548 .48013 .47488 .46973 .46468 .45972 .45486 .45009 .44541 .44082 
79 ...................... .50356 .49826 .49306 .48795 .48294 .47802 .47319 .46845 .46379 .45922 
80 ...................... .52171 .51647 .51133 .50628 .50132 .49644 .49166 .48695 .48233 .47779 
81 ...................... .53974 .53457 .52950 .52451 .51961 .51479 .51006 .50541 .50083 .49633 
82 ...................... .55753 .55245 .54745 .54254 .53771 .53296 .52828 .52369 .51917 .51472 
83 ...................... .57500 .57001 .56510 .56026 .55551 .55083 .54623 .54170 .53724 .53285 
84 ...................... .59216 .58726 .58245 .57770 .57304 .56844 .56391 .55945 .55506 .55074 
85 ...................... .60906 .60428 .59956 .59492 .59034 .58583 .58139 .57702 .57270 .56845 
86 ...................... .62555 .62088 .61627 .61173 .60725 .60284 .59849 .59420 .58997 .58580 
87 ...................... .64139 .63683 .63233 .62790 .62352 .61921 .61495 .61076 .60661 .60253 
88 ...................... .65666 .65221 .64783 .64350 .63923 .63502 .63086 .62675 .62270 .61871 
89 ...................... .67163 .66730 .66304 .65882 .65466 .65055 .64650 .64249 .63854 .63463 
90 ...................... .68646 .68226 .67812 .67402 .66998 .66599 .66204 .65814 .65430 .65049 
91 ...................... .70093 .69686 .69285 .68888 .68496 .68108 .67725 .67347 .66973 .66604 
92 ...................... .71466 .71073 .70684 .70300 .69920 .69545 .69173 .68806 .68444 .68085 
93 ...................... .72750 .72370 .71994 .71622 .71254 .70890 .70530 .70174 .69822 .69474 
94 ...................... .73931 .73562 .73198 .72838 .72481 .72129 .71780 .71434 .71093 .70755 
95 ...................... .75001 .74644 .74291 .73941 .73595 .73253 .72914 .72579 .72247 .71919 
96 ...................... .75953 .75606 .75262 .74923 .74586 .74253 .73924 .73598 .73275 .72955 
97 ...................... .76819 .76481 .76147 .75816 .75489 .75165 .74844 .74526 .74211 .73899 
98 ...................... .77599 .77270 .76944 .76621 .76302 .75986 .75672 .75362 .75054 .74750 
99 ...................... .78319 .77998 .77680 .77365 .77053 .76744 .76437 .76134 .75833 .75535 
100 .................... .78987 .78673 .78362 .78054 .77748 .77446 .77146 .76849 .76555 .76263 
101 .................... .79622 .79315 .79010 .78708 .78409 .78113 .77819 .77528 .77239 .76953 
102 .................... .80283 .79983 .79685 .79390 .79097 .78807 .78519 .78234 .77951 .77671 
103 .................... .80983 .80690 .80399 .80111 .79825 .79541 .79260 .78981 .78705 .78430 
104 .................... .81760 .81475 .81192 .80912 .80633 .80357 .80083 .79810 .79541 .79273 
105 .................... .82726 .82451 .82178 .81907 .81638 .81371 .81106 .80843 .80582 .80322 
106 .................... .84137 .83879 .83623 .83368 .83115 .82863 .82614 .82366 .82119 .81874 
107 .................... .86211 .85981 .85751 .85523 .85297 .85071 .84847 .84624 .84403 .84182 
108 .................... .89660 .89481 .89304 .89127 .88950 .88775 .88601 .88427 .88254 .88081 
109 .................... .95372 .95290 .95208 .95126 .95045 .94964 .94883 .94803 .94723 .94643 

TABLE S—BASED ON LIFE TABLE 80CNSMT SINGLE LIFE REMAINDER FACTORS 
[Applicable After April 30, 1989, and Before May 1, 1999] 

Age 
Interest rate 

12.2% 12.4% 12.6% 12.8% 13.0% 13.2% 13.4% 13.6% 13.8% 14.0% 

0 ........................ .01683 .01669 .01655 .01642 .01630 .01618 .01607 .01596 .01586 .01576 
1 ........................ .00559 .00544 .00531 .00518 .00506 .00494 .00484 .00473 .00464 .00454 
2 ........................ .00528 .00513 .00499 .00485 .00473 .00461 .00449 .00439 .00428 .00419 
3 ........................ .00524 .00508 .00493 .00479 .00465 .00453 .00441 .00429 .00419 .00408 
4 ........................ .00536 .00519 .00503 .00488 .00473 .00460 .00447 .00435 .00423 .00412 
5 ........................ .00558 .00540 .00523 .00507 .00492 .00477 .00464 .00451 .00439 .00427 
6 ........................ .00588 .00569 .00550 .00533 .00517 .00502 .00487 .00473 .00460 .00448 
7 ........................ .00624 .00604 .00584 .00566 .00549 .00532 .00517 .00502 .00488 .00475 
8 ........................ .00668 .00646 .00626 .00606 .00588 .00570 .00554 .00538 .00523 .00509 
9 ........................ .00722 .00699 .00677 .00656 .00636 .00617 .00600 .00583 .00567 .00552 
10 ...................... .00785 .00761 .00737 .00715 .00694 .00674 .00655 .00637 .00620 .00604 
11 ...................... .00861 .00835 .00810 .00786 .00764 .00743 .00723 .00704 .00686 .00668 
12 ...................... .00946 .00918 .00891 .00866 .00843 .00820 .00799 .00779 .00760 .00741 
13 ...................... .01035 .01006 .00978 .00951 .00927 .00903 .00880 .00859 .00839 .00819 
14 ...................... .01122 .01091 .01061 .01034 .01007 .00982 .00958 .00936 .00914 .00894 
15 ...................... .01203 .01171 .01140 .01110 .01082 .01056 .01031 .01007 .00985 .00963 
16 ...................... .01279 .01244 .01211 .01181 .01151 .01123 .01097 .01072 .01048 .01025 
17 ...................... .01347 .01311 .01276 .01244 .01213 .01184 .01156 .01130 .01104 .01081 
18 ...................... .01411 .01373 .01336 .01302 .01270 .01239 .01210 .01182 .01155 .01130 
19 ...................... .01474 .01434 .01396 .01359 .01325 .01293 .01262 .01233 .01205 .01178 
20 ...................... .01537 .01494 .01454 .01415 .01379 .01345 .01313 .01282 .01252 .01224 
21 ...................... .01598 .01553 .01510 .01470 .01432 .01396 .01361 .01329 .01298 .01268 
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TABLE S—BASED ON LIFE TABLE 80CNSMT SINGLE LIFE REMAINDER FACTORS—Continued 
[Applicable After April 30, 1989, and Before May 1, 1999] 

Age 
Interest rate 

12.2% 12.4% 12.6% 12.8% 13.0% 13.2% 13.4% 13.6% 13.8% 14.0% 

22 ...................... .01660 .01613 .01568 .01525 .01485 .01446 .01410 .01375 .01343 .01312 
23 ...................... .01725 .01674 .01627 .01581 .01539 .01498 .01460 .01423 .01388 .01355 
24 ...................... .01796 .01742 .01692 .01644 .01599 .01556 .01515 .01476 .01439 .01404 
25 ...................... .01876 .01819 .01765 .01714 .01666 .01621 .01577 .01536 .01497 .01460 
26 ...................... .01967 .01907 .01850 .01796 .01745 .01696 .01650 .01606 .01565 .01525 
27 ...................... .02072 .02008 .01948 .01890 .01836 .01784 .01735 .01688 .01644 .01601 
28 ...................... .02190 .02122 .02057 .01996 .01938 .01883 .01831 .01781 .01734 .01689 
29 ...................... .02322 .02249 .02181 .02116 .02054 .01996 .01940 .01887 .01836 .01788 
30 ...................... .02469 .02392 .02319 .02250 .02184 .02122 .02062 .02006 .01952 .01900 
31 ...................... .02634 .02552 .02475 .02401 .02331 .02264 .02201 .02140 .02083 .02028 
32 ...................... .02816 .02729 .02647 .02568 .02494 .02423 .02355 .02291 .02229 .02170 
33 ...................... .03018 .02926 .02838 .02755 .02675 .02600 .02528 .02459 .02393 .02331 
34 ...................... .03239 .03142 .03048 .02960 .02875 .02795 .02718 .02645 .02575 .02508 
35 ...................... .03482 .03378 .03279 .03185 .03095 .03009 .02928 .02850 .02775 .02704 
36 ...................... .03743 .03633 .03528 .03428 .03333 .03242 .03155 .03072 .02992 .02916 
37 ...................... .04026 .03909 .03798 .03692 .03591 .03494 .03401 .03313 .03228 .03147 
38 ...................... .04330 .04207 .04089 .03977 .03869 .03767 .03668 .03574 .03484 .03398 
39 ...................... .04658 .04528 .04403 .04284 .04170 .04061 .03957 .03857 .03762 .03670 
40 ...................... .05011 .04873 .04741 .04615 .04495 .04379 .04269 .04163 .04061 .03964 
41 ...................... .05389 .05244 .05104 .04971 .04844 .04721 .04604 .04492 .04384 .04281 
42 ...................... .05791 .05638 .05491 .05350 .05216 .05086 .04962 .04844 .04729 .04620 
43 ...................... .06219 .06057 .05902 .05754 .05612 .05475 .05344 .05218 .05098 .04981 
44 ...................... .06673 .06503 .06340 .06184 .06034 .05890 .05752 .05619 .05491 .05368 
45 ...................... .07157 .06978 .06806 .06642 .06484 .06332 .06186 .06046 .05911 .05781 
46 ...................... .07669 .07481 .07301 .07128 .06962 .06802 .06649 .06501 .06358 .06221 
47 ...................... .08212 .08015 .07826 .07645 .07470 .07302 .07140 .06984 .06834 .06690 
48 ...................... .08784 .08578 .08380 .08190 .08006 .07830 .07660 .07496 .07338 .07186 
49 ...................... .09384 .09169 .08961 .08762 .08570 .08384 .08206 .08034 .07868 .07708 
50 ...................... .10013 .09787 .09570 .09361 .09160 .08966 .08779 .08598 .08424 .08256 
51 ...................... .10671 .10436 .10209 .09991 .09780 .09577 .09381 .09192 .09009 .08832 
52 ...................... .11365 .11120 .10883 .10655 .10435 .10222 .10017 .09819 .09628 .09442 
53 ...................... .12095 .11840 .11593 .11355 .11126 .10904 .10689 .10482 .10282 .10088 
54 ...................... .12860 .12595 .12338 .12090 .11851 .11619 .11396 .11179 .10970 .10767 
55 ...................... .13663 .13386 .13120 .12862 .12613 .12372 .12138 .11912 .11694 .11482 
56 ...................... .14503 .14217 .13940 .13672 .13413 .13162 .12919 .12683 .12456 .12235 
57 ...................... .15385 .15089 .14801 .14523 .14254 .13994 .13741 .13496 .13259 .13029 
58 ...................... .16311 .16004 .15706 .15418 .15139 .14868 .14606 .14352 .14105 .13866 
59 ...................... .17279 .16961 .16654 .16355 .16066 .15786 .15514 .15250 .14994 .14745 
60 ...................... .18286 .17958 .17640 .17332 .17033 .16743 .16462 .16188 .15922 .15664 
61 ...................... .19330 .18992 .18665 .18347 .18038 .17738 .17447 .17164 .16889 .16622 
62 ...................... .20409 .20061 .19724 .19396 .19078 .18768 .18467 .18175 .17891 .17614 
63 ...................... .21522 .21165 .20818 .20480 .20152 .19833 .19523 .19221 .18928 .18642 
64 ...................... .22672 .22306 .21949 .21602 .21265 .20937 .20617 .20306 .20003 .19708 
65 ...................... .23867 .23491 .23125 .22769 .22423 .22085 .21757 .21437 .21125 .20821 
66 ...................... .25112 .24727 .24353 .23988 .23632 .23286 .22948 .22619 .22299 .21986 
67 ...................... .26409 .26016 .25633 .25260 .24896 .24541 .24195 .23857 .23528 .23206 
68 ...................... .27760 .27359 .26968 .26586 .26214 .25851 .25497 .25151 .24814 .24484 
69 ...................... .29157 .28748 .28350 .27961 .27581 .27211 .26849 .26495 .26150 .25812 
70 ...................... .30596 .30181 .29775 .29379 .28992 .28614 .28245 .27884 .27532 .27187 
71 ...................... .32069 .31648 .31236 .30833 .30440 .30055 .29679 .29312 .28952 .28600 
72 ...................... .33578 .33151 .32733 .32325 .31925 .31535 .31152 .30778 .30412 .30054 
73 ...................... .35123 .34691 .34269 .33855 .33450 .33054 .32666 .32286 .31914 .31550 
74 ...................... .36715 .36279 .35852 .35434 .35024 .34623 .34230 .33845 .33468 .33098 
75 ...................... .38360 .37921 .37491 .37069 .36656 .36250 .35853 .35464 .35082 .34708 
76 ...................... .40064 .39623 .39190 .38765 .38349 .37941 .37540 .37148 .36762 .36384 
77 ...................... .41823 .41381 .40947 .40521 .40103 .39692 .39290 .38895 .38507 .38126 
78 ...................... .43632 .43189 .42755 .42329 .41910 .41499 .41095 .40698 .40309 .39926 
79 ...................... .45473 .45032 .44599 .44173 .43755 .43344 .42940 .42543 .42153 .41770 
80 ...................... .47333 .46894 .46463 .46040 .45623 .45213 .44811 .44414 .44025 .43642 
81 ...................... .49191 .48755 .48328 .47907 .47493 .47085 .46684 .46290 .45902 .45520 
82 ...................... .51034 .50603 .50179 .49762 .49351 .48947 .48549 .48157 .47772 .47392 
83 ...................... .52852 .52427 .52008 .51595 .51189 .50788 .50394 .50006 .49623 .49246 
84 ...................... .54648 .54228 .53815 .53407 .53006 .52610 .52221 .51836 .51458 .51084 
85 ...................... .56426 .56013 .55606 .55205 .54810 .54420 .54035 .53656 .53282 .52913 
86 ...................... .58169 .57764 .57364 .56970 .56581 .56197 .55818 .55445 .55076 .54713 
87 ...................... .59850 .59452 .59060 .58673 .58291 .57913 .57541 .57174 .56811 .56453 
88 ...................... .61476 .61086 .60702 .60322 .59947 .59577 .59212 .58851 .58494 .58142 
89 ...................... .63078 .62697 .62321 .61950 .61583 .61220 .60862 .60508 .60159 .59813 
90 ...................... .64674 .64302 .63935 .63573 .63215 .62861 .62511 .62165 .61823 .61485 
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TABLE S—BASED ON LIFE TABLE 80CNSMT SINGLE LIFE REMAINDER FACTORS—Continued 
[Applicable After April 30, 1989, and Before May 1, 1999] 

Age 
Interest rate 

12.2% 12.4% 12.6% 12.8% 13.0% 13.2% 13.4% 13.6% 13.8% 14.0% 

91 ...................... .66238 .65877 .65520 .65167 .64819 .64474 .64133 .63795 .63462 .63132 
92 ...................... .67730 .67379 .67032 .66689 .66350 .66014 .65682 .65354 .65029 .64708 
93 ...................... .69130 .68789 .68452 .68119 .67789 .67463 .67140 .66820 .66504 .66191 
94 ...................... .70421 .70090 .69762 .69438 .69118 .68800 .68486 .68175 .67867 .67563 
95 ...................... .71594 .71272 .70954 .70639 .70326 .70017 .69712 .69409 .69109 .68812 
96 ...................... .72638 .72325 .72014 .71707 .71403 .71101 .70803 .70507 .70215 .69925 
97 ...................... .73590 .73285 .72982 .72682 .72385 .72090 .71799 .71510 .71224 .70941 
98 ...................... .74448 .74149 .73853 .73560 .73269 .72981 .72696 .72414 .72134 .71856 
99 ...................... .75240 .74948 .74658 .74371 .74086 .73805 .73525 .73248 .72974 .72702 
100 .................... .75974 .75687 .75403 .75121 .74842 .74566 .74292 .74020 .73751 .73484 
101 .................... .76669 .76388 .76109 .75833 .75559 .75287 .75018 .74751 .74486 .74223 
102 .................... .77393 .77117 .76844 .76573 .76304 .76037 .75773 .75511 .75251 .74993 
103 .................... .78158 .77888 .77620 .77355 .77091 .76830 .76571 .76313 .76058 .75805 
104 .................... .79007 .78743 .78482 .78222 .77964 .77709 .77455 .77203 .76953 .76705 
105 .................... .80065 .79809 .79556 .79304 .79054 .78805 .78559 .78314 .78071 .77829 
106 .................... .81631 .81389 .81149 .80911 .80674 .80438 .80204 .79972 .79741 .79511 
107 .................... .83963 .83745 .83529 .83313 .83099 .82886 .82674 .82463 .82254 .82045 
108 .................... .87910 .87739 .87569 .87400 .87232 .87064 .86897 .86731 .86566 .86401 
109 .................... .94563 .94484 .94405 .94326 .94248 .94170 .94092 .94014 .93937 .93860 

TABLE 80CNSMT—APPLICABLE AFTER APRIL 30, 1989, AND BEFORE MAY 1, 1999 

Age × 1(×) Age × 1(×) Age × 1(×) 

(1) (2) (1) (2) (1) (2) 

0 .............................................. 100000 37 ........................................... 95492 74 ......................................... 59279 
1 .............................................. 98740 38 ........................................... 95317 75 ......................................... 56799 
2 .............................................. 98648 39 ........................................... 95129 76 ......................................... 54239 
3 .............................................. 98584 40 ........................................... 94926 77 ......................................... 51599 
4 .............................................. 98535 41 ........................................... 94706 78 ......................................... 48878 
5 .............................................. 98495 42 ........................................... 94465 79 ......................................... 46071 
6 .............................................. 98459 43 ........................................... 94201 80 ......................................... 43180 
7 .............................................. 98426 44 ........................................... 93913 81 ......................................... 40208 
8 .............................................. 98396 45 ........................................... 93599 82 ......................................... 37172 
9 .............................................. 98370 46 ........................................... 93256 83 ......................................... 34095 
10 ........................................... 98347 47 ........................................... 92882 84 ......................................... 31012 
11 ........................................... 98328 48 ........................................... 92472 85 ......................................... 27960 
12 ........................................... 98309 49 ........................................... 92021 86 ......................................... 24961 
13 ........................................... 98285 50 ........................................... 91526 87 ......................................... 22038 
14 ........................................... 98248 51 ........................................... 90986 88 ......................................... 19235 
15 ........................................... 98196 52 ........................................... 90402 89 ......................................... 16598 
16 ........................................... 98129 53 ........................................... 89771 90 ......................................... 14154 
17 ........................................... 98047 54 ........................................... 89087 91 ......................................... 11908 
18 ........................................... 97953 55 ........................................... 88348 92 ......................................... 9863 
19 ........................................... 97851 56 ........................................... 87551 93 ......................................... 8032 
20 ........................................... 97741 57 ........................................... 86695 94 ......................................... 6424 
21 ........................................... 97623 58 ........................................... 85776 95 ......................................... 5043 
22 ........................................... 97499 59 ........................................... 84789 96 ......................................... 3884 
23 ........................................... 97370 60 ........................................... 83726 97 ......................................... 2939 
24 ........................................... 97240 61 ........................................... 82581 98 ......................................... 2185 
25 ........................................... 97110 62 ........................................... 81348 99 ......................................... 1598 
26 ........................................... 96982 63 ........................................... 80024 100 ......................................... 1150 
27 ........................................... 96856 64 ........................................... 78609 101 ......................................... 815 
28 ........................................... 96730 65 ........................................... 77107 102 ......................................... 570 
29 ........................................... 96604 66 ........................................... 75520 103 ......................................... 393 
30 ........................................... 96477 67 ........................................... 73846 104 ......................................... 267 
31 ........................................... 96350 68 ........................................... 72082 105 ......................................... 179 
32 ........................................... 96220 69 ........................................... 70218 106 ......................................... 119 
33 ........................................... 96088 70 ........................................... 68248 107 ......................................... 78 
34 ........................................... 95951 71 ........................................... 66165 108 ......................................... 51 
35 ........................................... 95808 72 ........................................... 63972 109 ......................................... 33 
36 ........................................... 95655 73 ........................................... 61673 110 ......................................... 0 

[T.D. 8540, 59 FR 30151, June 10, 1994, as amended at 59 FR 30152, June 10, 1994; T.D. 8819, 64 
FR 23211, 23212, Apr. 30, 1999; 64 FR 33195, June 22, 1999; T.D. 8886, 65 FR 36943, June 12, 2000] 
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TAXABLE ESTATE 

§ 20.2051–1 Definition of taxable estate. 
The taxable estate of a decedent who 

was a citizen or resident (see paragraph 
(b)(1) of § 20.0–1) of the United States at 
the time of his death is determined by 
subtracting the total amount of the de-
ductions authorized by sections 2052 
through 2056 from the total amount 
which must be included in the gross es-
tate under sections 2031 through 2044. 
These deductions are in general as fol-
lows: 

(a) An exemption of $60,000 (section 
2052); 

(b) Funeral and administration ex-
penses and claims against the estate 
(including certain taxes and charitable 
pledges) (section 2053); 

(c) Losses from casualty or theft dur-
ing the administration of the estate 
(section 2054); 

(d) Charitable transfers (section 2055); 
and 

(e) The marital deduction (section 
2056). 
See section 2106 and the regulations 
thereunder for the computation of the 
taxable estate of a decedent who was 
not a citizen or resident of the United 
States. See also § 1.642(g)–1 of this chap-
ter concerning the disallowance for in-
come tax purposes of certain deduc-
tions allowed for estate tax purposes. 

§ 20.2052–1 Exemption. 
An exemption of $60,000 is allowed as 

a deduction under section 2052 from the 
gross estate of a decedent who was a 
citizen or resident of the United States 
at the time of his death. For the 
amount of the exemption allowed as a 
deduction from the gross estate of a de-
cedent who was a nonresident not a cit-
izen of the United States, see para-
graph (a)(3) of § 20.2106–1. 

§ 20.2053–1 Deductions for expenses, 
indebtedness, and taxes; in general. 

(a) General rule. In determining the 
taxable estate of a decedent who was a 
citizen or resident of the United States 
at the time of his death, there are al-
lowed as deductions under section 2053 
(a) and (b) amounts falling within the 
following two categories (subject to the 
limitations contained in this section 
and in §§ 20.2053–2 through 20.2053–9): 

(1) First category. Amounts which are 
payable out of property subject to 
claims and which are allowable by the 
law of the jurisdiction, whether within 
or without the United States, under 
which the estate is being administered 
for— 

(i) Funeral expenses; 
(ii) Administration expenses; 
(iii) Claims against the estate (in-

cluding taxes to the extent set forth in 
§ 20.2053–6 and charitable pledges to the 
extent set forth in § 20.2053–5); and 

(iv) Unpaid mortgages on, or any in-
debtedness in respect of, property, the 
value of the decedent’s interest in 
which is included in the value of the 
gross estate undiminished by the mort-
gage or indebtedness. 
As used in this subparagraph, the 
phrase ‘‘allowable by the law of the ju-
risdiction’’ means allowable by the law 
governing the administration of dece-
dents’ estates. The phrase has no ref-
erence to amounts allowable as deduc-
tions under a law which imposes a 
State death tax. See further §§ 20.2053–2 
through 20.2053–7. 

(2) Second category. Amounts rep-
resenting expenses incurred in admin-
istering property which is included in 
the gross estate but which is not sub-
ject to claims and which— 

(i) Would be allowed as deductions in 
the first category if the property being 
administered were subject to claims; 
and 

(ii) Were paid before the expiration of 
the period of limitation for assessment 
provided in section 6501. 
See further § 20.2053–8. 

(b) Provisions applicable to both cat-
egories—(1) In general. If the item is not 
one of those described in paragraph (a) 
of this section, it is not deductible 
merely because payment is allowed by 
the local law. If the amount which may 
be expended for the particular purpose 
is limited by the local law no deduction 
in excess of that limitation is permis-
sible. 

(2) Effect of court decree. The decision 
of a local court as to the amount and 
allowability under local law of a claim 
or administration expense will ordi-
narily be accepted if the court passes 
upon the facts upon which deduct-
ibility depends. If the court does not 
pass upon those facts, its decree will, of 
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course, not be followed. For example, if 
the question before the court is wheth-
er a claim should be allowed, the de-
cree allowing it will ordinarily be ac-
cepted as establishing the validity and 
amount of the claim. However, the de-
cree will not necessarily be accepted 
even though it purports to decide the 
facts upon which deductibility depends. 
It must appear that the court actually 
passed upon the merits of the claim. 
This will be presumed in all cases of an 
active and genuine contest. If the re-
sult reached appears to be unreason-
able, this is some evidence that there 
was not such a contest, but it may be 
rebutted by proof to the contrary. If 
the decree was rendered by consent, it 
will be accepted, provided the consent 
was a bona fide recognition of the va-
lidity of the claim (and not a mere 
cloak for a gift) and was accepted by 
the court as satisfactory evidence upon 
the merits. It will be presumed that 
the consent was of this character, and 
was so accepted, if given by all parties 
having an interest adverse to the 
claimant. The decree will not be ac-
cepted if it is at variance with the law 
of the State; as, for example, an allow-
ance made to an executor in excess of 
that prescribed by statute. On the 
other hand, a deduction for the amount 
of a bona fide indebtedness of the dece-
dent, or of a reasonable expense of ad-
ministration, will not be denied be-
cause no court decree has been entered 
if the amount would be allowable under 
local law. 

(3) Estimated amounts. An item may 
be entered on the return for deduction 
though its exact amount is not then 
known, provided it is ascertainable 
with reasonable certainty, and will be 
paid. No deduction may be taken upon 
the basis of a vague or uncertain esti-
mate. If the amount of a liability was 
not ascertainable at the time of final 
audit of the return by the district di-
rector and, as a consequence, it was 
not allowed as a deduction in the audit, 
and subsequently the amount of the li-
ability is ascertained, relief may be 
sought by a petition to the Tax Court 
or a claim for refund as provided by 
sections 6213(a) and 6511, respectively. 

(c) Provision applicable to first category 
only. Deductions of the first category 
(described in paragraph (a)(1) of this 

section) are limited under section 
2053(a) to amounts which would be 
property allowable out of property sub-
ject to claims by the law of the juris-
diction under which the decedent’s es-
tate is being administered. Further, 
the total allowable amount of deduc-
tions of the first category is limited by 
section 2053(c)(2) to the sum of— 

(1) The value of property included in 
the decedent’s gross estate and subject 
to claims, plus 

(2) Amounts paid, out of property not 
subject to claims against the dece-
dent’s estate, within 9 months (15 
months in the case of the estate of a 
decedent dying before January 1, 1971) 
after the decedent’s death (the period 
within which the estate tax return 
must be filed under section 6075), or 
within any extension of time for filing 
the return granted under section 6081. 
The term ‘‘property subject to claims’’ 
is defined in section 2053(c)(2) as mean-
ing the property includible in the gross 
estate which, or the avails of which, 
under the applicable law, would bear 
the burden of the payment of these de-
ductions in the final adjustment and 
settlement of the decedent’s estate. 
However, for the purposes of this defi-
nition, the value of property subject to 
claims is first reduced by the amount 
of any deduction allowed under section 
2054 for any losses from casualty or 
theft incurred during the settlement of 
the estate attributable to such prop-
erty. The application of this paragraph 
may be illustrated by the following ex-
amples: 

Example (1). The only item in the gross es-
tate is real property valued at $250,000 which 
the decedent and his surviving spouse held as 
tenants by the entirety. Under the local law 
this real property is not subject to claims. 
Funeral expenses of $1,200 and debts of the 
decedent in the amount of $1,500 are allow-
able under local law. Before the prescribed 
date for filing the estate tax return, the sur-
viving spouse paid the funeral expenses and 
$1,000 of the debts. The remaining $500 of the 
debts was paid by her after the prescribed 
date for filing the return. The total amount 
allowable as deductions under section 2053 is 
limited to $2,200, the amount paid prior to 
the prescribed date for filing the return. 

Example (2). The only two items in the 
gross estate were a bank deposit of $20,000 
and insurance in the amount of $150,000. The 
insurance was payable to the decedent’s sur-
viving spouse and under local law was not 
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subject to claims. Funeral expenses of $1,000 
and debts in the amount of $29,000 were al-
lowable under local law. A son was executor 
of the estate and before the prescribed date 
for filing the estate tax return he paid the 
funeral expenses of $9,000 of the debts, using 
therefor $5,000 of the bank deposit and $5,000 
supplied by the surviving spouse. After the 
prescribed date for filing the return, the ex-
ecutor paid the remaining $20,000 of the 
debts, using for that purpose the $15,000 left 
in the bank account plus an additional $5,000 
supplied by the surviving spouse. The total 
amount allowable as deductions under sec-
tion 2053 is limited to $25,000 ($20,000 of prop-
erty subject to claims plus the $5,000 addi-
tional amount which, before the prescribed 
date for filing the return, was paid out of 
property not subject to claims). 

(d) Disallowance of double deductions. 
See section 642(g) and § 1.642(g)–1 with 
respect to the disallowance for income 
tax purposes of certain deductions un-
less the right to take such deductions 
for estate tax purposes is waived. 

[T.D. 6296, 23 FR 4529, June 24, 1958, as 
amended by T.D. 7238, 37 FR 28719, Dec. 29, 
1972] 

§ 20.2053–2 Deduction for funeral ex-
penses. 

Such amounts for funeral expenses 
are allowed as deductions from a dece-
dent’s gross estate as (a) are actually 
expended, (b) would be properly allow-
able out of property subject to claims 
under the laws of the local jurisdiction, 
and (c) satisfy the requirements of 
paragraph (c) of § 20.2053–1. A reason-
able expenditure for a tombstone, 
monument, or mausoleum, or for a bur-
ial lot, either for the decedent or his 
family, including a reasonable expendi-
ture for its future care, may be de-
ducted under this heading, provided 
such an expenditure is allowable by the 
local law. Included in funeral expenses 
is the cost of transportation of the per-
son bringing the body to the place of 
burial. 

§ 20.2053–3 Deduction for expenses of 
administering estate. 

(a) In general. The amounts deduct-
ible from a decedent’s gross estate as 
‘‘administration expenses’’ of the first 
category (see paragraphs (a) and (c) of 
§ 20.2053–1) are limited to such expenses 
as are actually and necessarily, in-
curred in the administration of the de-
cedent’s estate; that is, in the collec-

tion of assets, payment of debts, and 
distribution of property to the persons 
entitled to it. The expenses con-
templated in the law are such only as 
attend the settlement of an estate and 
the transfer of the property of the es-
tate to individual beneficiaries or to a 
trustee, whether the trustee is the ex-
ecutor or some other person. Expendi-
tures not essential to the proper settle-
ment of the estate, but incurred for the 
individual benefit of the heirs, 
legatees, or devisees, may not be taken 
as deductions. Administration expenses 
include (1) executor’s commissions; (2) 
attorney’s fees; and (3) miscellaneous 
expenses. Each of these classes is con-
sidered separately in paragraphs (b) 
through (d) of this section. 

(b) Executor’s commissions. (1) The ex-
ecutor or administrator, in filing the 
estate tax return, may deduct his com-
missions in such an amount as has ac-
tually been paid or in an amount which 
at the time of filing the estate tax re-
turn may reasonably be expected to be 
paid, but no deduction may be taken if 
no commissions are to be collected. If 
the amount of the commissions has not 
been fixed by decree of the proper 
court, the deduction will be allowed on 
the final audit of the return, to the ex-
tent that all three of the following con-
ditions are satisfied: 

(i) The district director is reasonably 
satisfied that the commissions claimed 
will be paid; 

(ii) The amount claimed as a deduc-
tion is within the amount allowable by 
the laws of the jurisdiction in which 
the estate is being administered; and 

(iii) It is in accordance with the usu-
ally accepted practice in the jurisdic-
tion to allow such an amount in es-
tates of similar size and character. 

If the deduction is disallowed in whole 
or in part on final audit, the disallow-
ance will be subject to modification as 
the facts may later require. If the de-
duction is allowed in advance of pay-
ment and payment is thereafter 
waived, it shall be the duty of the ex-
ecutor to notify the district director 
and to pay the resulting tax, together 
with interest. 

(2) A bequest or devise to the execu-
tor in lieu of commissions is not de-
ductible. If, however, the decedent 

VerDate Aug<04>2004 11:29 Apr 28, 2005 Jkt 205096 PO 00000 Frm 00374 Fmt 8010 Sfmt 8010 Y:\SGML\205096.XXX 205096



365 

Internal Revenue Service, Treasury § 20.2053–3 

fixed by his will the compensation pay-
able to the executor for services to be 
rendered in the administration of the 
estate, deduction may be taken to the 
extent that the amount so fixed does 
not exceed the compensation allowable 
by the local law or practice. 

(3) Except to the extent that a trust-
ee is in fact performing services with 
respect to property subject to claims 
which would normally be performed by 
an executor, amounts paid as trustees’ 
commissions do not constitute ex-
penses of administration under the 
first category, and are only deductible 
as expenses of the second category to 
the extent provided in § 20.2053–8. 

(c) Attorney’s fees. (1) The executor or 
administrator, in filing the estate tax 
return, may deduct such an amount of 
attorney’s fees as has actually been 
paid, or an amount which at the time 
of filing may reasonably be expected to 
be paid. If on the final audit of a return 
the fees claimed have not been awarded 
by the proper court and paid, the de-
duction will, nevertheless, be allowed, 
if the district director is reasonably 
satisfied that the amount claimed will 
be paid and that it does not exceed a 
reasonable remuneration for the serv-
ices rendered, taking into account the 
size and character of the estate and the 
local law and practice. If the deduction 
is disallowed in whole or in part on 
final audit, the disallowance will be 
subject to modification as the facts 
may later require. 

(2) A deduction for attorneys’ fees in-
curred in contesting an asserted defi-
ciency or in prosecuting a claim for re-
fund should be claimed at the time the 
deficiency is contested or the refund 
claim is prosecuted. A deduction for 
reasonable attorneys’ fees actually 
paid in contesting an asserted defi-
ciency or in prosecuting a claim for re-
fund will be allowed even though the 
deduction, as such, was not claimed in 
the estate tax return or in the claim 
for refund. A deduction for these fees 
shall not be denied, and the sufficiency 
of a claim for refund shall not be ques-
tioned, solely by reason of the fact that 
the amount of the fees to be paid was 
not established at the time that the 
right to the deduction was claimed. 

(3) Attorneys’ fees incurred by bene-
ficiaries incident to litigation as to 

their respective interests are not de-
ductible if the litigation is not essen-
tial to the proper settlement of the es-
tate within the meaning of paragraph 
(a) of this section. An attorney’s fee 
not meeting this test is not deductible 
as an administration expense under 
section 2053 and this section, even if it 
is approved by a probate court as an 
expense payable or reimbursable by the 
estate. 

(d) Miscellaneous administration ex-
penses. (1) Miscellaneous administra-
tion expenses include such expenses as 
court costs, surrogates’ fees, account-
ants’ fees, appraisers’ fees, clerk hire, 
etc. Expenses necessarily incurred in 
preserving and distributing the estate 
are deductible, including the cost of 
storing or maintaining property of the 
estate, if it is impossible to effect im-
mediate distribution to the bene-
ficiaries. Expenses for preserving and 
caring for the property may not in-
clude outlays for additions or improve-
ments; nor will such expenses be al-
lowed for a longer period than the ex-
ecutor is reasonably required to retain 
the property. 

(2) Expenses for selling property of 
the estate are deductible if the sale is 
necessary in order to pay the dece-
dent’s debts, expenses of administra-
tion, or taxes, to preserve the estate, 
or to effect distribution. The phrase 
‘‘expenses for selling property’’ in-
cludes brokerage fees and other ex-
penses attending the sale, such as the 
fees of an auctioneer if it is reasonably 
necessary to employ one. Where an 
item included in the gross estate is dis-
posed of in a bona fide sale (including a 
redemption) to a dealer in such items 
at a price below its fair market value, 
for purposes of this paragraph there 
shall be treated as an expense for sell-
ing the item whichever of the following 
amounts is the lesser: (i) The amount 
by which the fair market value of the 
property on the applicable valuation 
date exceeds the proceeds of the sale, 
or (ii) the amount by which the fair 
market value of the property on the 
date of the sale exceeds the proceeds of 
the sale. The principles used in deter-
mining the value at which an item of 
property is included in the gross estate 
shall be followed in arriving at the fair 
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market value of the property for pur-
poses of this paragraph. See §§ 20.2031–1 
through 20.2031–9. 

[T.D. 6296, 23 FR 4529, June 24, 1958, as 
amended by T.D. 6826, 30 FR 7708, June 15, 
1965; 44 FR 23525, Apr. 20, 1979] 

§ 20.2053–4 Deduction for claims 
against the estate; in general. 

The amounts that may be deducted 
as claims against a decedent’s estate 
are such only as represent personal ob-
ligations of the decedent existing at 
the time of his death, whether or not 
then matured, and interest thereon 
which had accrued at the time of 
death. Only interest accrued at the 
date of the decedent’s death is allow-
able even though the executor elects 
the alternate valuation method under 
section 2032. Only claims enforceable 
against the decedent’s estate may be 
deducted. Except as otherwise provided 
in § 20.2053–5 with respect to pledges or 
subscriptions, section 2053(c)(1)(A) pro-
vides that the allowance of a deduction 
for a claim founded upon a promise or 
agreement is limited to the extent that 
the liability was contracted bona fide 
and for an adequate and full consider-
ation in money or money’s worth. See 
§ 20.2043–1. Liabilities imposed by law 
or arising out of torts are deductible. 

§ 20.2053–5 Deductions for charitable, 
etc., pledges or subscriptions. 

A pledge or a subscription, evidenced 
by a promissory note or otherwise, 
even though enforceable against the es-
tate, is deductible only to the extent 
that— 

(a) Liability therefor was contracted 
bona fide and for an adequate and full 
consideration in cash or its equivalent, 
or 

(b) It would have constituted an al-
lowable deduction under section 2055 
(relating to charitable, etc., deduc-
tions) if it had been a bequest. 

§ 20.2053–6 Deduction for taxes. 
(a) In general. Taxes are deductible in 

computing a decedent’s gross estate 
only as claims against the estate (ex-
cept to the extent that excise taxes 
may be allowable as administration ex-
penses), and only to the extent not dis-
allowed by section 2053(c)(1)(B) (see the 
remaining paragraphs of this section). 

However, see § 20.2053–9 with respect to 
the deduction allowed for certain State 
death taxes on charitable, etc., trans-
fers. 

(b) Property taxes. Property taxes are 
not deductible unless they accrued be-
fore the decedent’s death. However, 
they are not deductible merely because 
they have accrued in an accounting 
sense. Property taxes in order to be de-
ductible must be an enforceable obliga-
tion of the decedent at the time of his 
death. 

(c) Death taxes. No estate, succession, 
legacy or inheritance tax payable by 
reason of the decedent’s death is de-
ductible, except as provided in § 20.2053– 
9 with respect to certain State death 
taxes on charitable, etc., transfers. 
However, see sections 2011 and 2014 and 
the regulations thereunder with re-
spect to credits for death taxes. 

(d) Gift taxes. Unpaid gift taxes on 
gifts made by a decedent before his 
death are deductible. If a gift is consid-
ered as made one-half by the decedent 
and one-half by his spouse under sec-
tion 2513, the entire amount of the gift 
tax, unpaid at the decedent’s death, at-
tributable to a gift in fact made by the 
decedent is deductible. No portion of 
the tax attributable to a gift in fact 
made by the decedent’s spouse is de-
ductible except to the extent that the 
obligation is enforced against the dece-
dent’s estate and his estate has no ef-
fective right of contribution against 
his spouse. (See section 2012 and 
§ 20.2012–1 with respect to credit for gift 
taxes paid upon gifts of property in-
cluded in a decedent’s gross estate.) 

(e) Excise taxes. Excise taxes incurred 
in selling property of a decedent’s es-
tate are deductible as an expense of ad-
ministration if the sale is necessary in 
order to (1) pay the decedent’s debts, 
expenses of administration, or taxes, 
(2) preserve the estate, or (3) effect dis-
tribution. Excise taxes incurred in dis-
tributing property of the estate in kind 
are also deductible. 

(f) Income taxes. Unpaid income taxes 
are deductible if they are on income 
property includible in an income tax 
return of the decedent for a period be-
fore his death. Taxes on income re-
ceived after the decedent’s death are 
not deductible. If income received by a 
decedent during his lifetime is included 
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in a joint income tax return filed by 
the decedent and his spouse, or by the 
decedent’s estate and his surviving 
spouse, the portion of the joint liabil-
ity for the period covered by the return 
for which a deduction will be allowed is 
the amount for which the decedent’s 
estate would be liable under local law, 
as between the decedent and his 
spouse, after enforcement of any effec-
tive right of reimbursement or con-
tribution. In the absence of evidence to 
the contrary, the deductible amount is 
presumed to be an amount bearing the 
same ratio to the total joint tax liabil-
ity for the period covered by the return 
that the amount of income tax for 
which the decedent would have been 
liable if he had filed a separate return 
for that period bears to the total of the 
amounts for which the decedent and 
his spouse would have been liable if 
they had both filed separate returns for 
that period. Thus, in the absence of 
evidence to the contrary, the deduct-
ible amount equals: Decedent’s sepa-
rate tax÷Both separate taxes×Joint 
tax. 
However, the deduction cannot in any 
event exceed the lesser of— 

(1) The decedent’s liability for the pe-
riod (as determined in this paragraph) 
reduced by the amounts already con-
tributed by the decedent toward pay-
ment of the joint liability, or 

(2) If there is an enforceable agree-
ment between the decedent and his 
spouse or between the executor and the 
spouse relative to the payment of the 
joint liability, the amount which pur-
suant to the agreement is to be con-
tributed by the estate toward payment 
of the joint liability. 
If the decedent’s estate and his sur-
viving spouse are entitled to a refund 
on account of an overpayment of a 
joint income tax liability, the overpay-
ment is an asset includible in the dece-
dent’s gross estate under section 2033 
in the amount to which the estate 
would be entitled under local law, as 
between the estate and the surviving 
spouse. In the absence of evidence to 
the contrary, the includible amount is 
presumed to be the amount by which 
the decedent’s contributions toward 
payment of the joint tax exceeds his li-
ability determined in accordance with 
the principles set forth in this para-

graph (other than subparagraph (1) of 
this paragraph). 

§ 20.2053–7 Deduction for unpaid mort-
gages. 

A deduction is allowed from a dece-
dent’s gross estate of the full unpaid 
amount of a mortgage upon, or of any 
other indebtedness in respect of, any 
property of the gross estate, including 
interest which had accrued thereon to 
the date of death, provided the value of 
the property, undiminished by the 
amount of the mortgage or indebted-
ness, is included in the value of the 
gross estate. If the decedent’s estate is 
liable for the amount of the mortgage 
or indebtedness, the full value of the 
property subject to the mortgage or in-
debtedness must be included as part of 
the value of the gross estate; the 
amount of the mortgage or indebted-
ness being in such case allowed as a de-
duction. But if the decedent’s estate is 
not so liable, only the value of the eq-
uity of redemption (or the value of the 
property, less the mortgage or indebt-
edness) need be returned as part of the 
value of the gross estate. In no case 
may the deduction on account of the 
mortgage or indebtedness exceed the li-
ability therefor contracted bona fide 
and for an adequate and full consider-
ation in money or money’s worth. See 
§ 20.2043–1. Only interest accrued to the 
date of the decedent’s death is allow-
able even though the alternate valu-
ation method under section 2032 is se-
lected. In any case where real property 
situated outside the United States no 
deduction may be taken of any mort-
gage thereon or any other indebtedness 
does not form a part of the gross es-
tate, in respect thereof. 

[T.D. 6684, 28 FR 11409, Oct. 24, 1963] 

§ 20.2053–8 Deduction for expenses in 
administering property not subject 
to claims. 

(a) Expenses incurred in admin-
istering property included in a dece-
dent’s gross estate but not subject to 
claims fall within the second category 
of deductions set forth in § 20.2053–1, 
and may be allowed as deductions if 
they— 

(1) Would be allowed as deductions in 
the first category if the property being 
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administered were subject to claims; 
and 

(2) Were paid before the expiration of 
the period of limitation for assessment 
provided in section 6501. 
Usually, these expenses are incurred in 
connection with the administration of 
a trust established by a decedent dur-
ing his lifetime. They may also be in-
curred in connection with the collec-
tion of other assets or the transfer or 
clearance of title to other property in-
cluded in a decedent’s gross estate for 
estate tax purposes but not included in 
his probate estate. 

(b) These expenses may be allowed as 
deductions only to the extent that they 
would be allowed as deductions under 
the first category if the property were 
subject to claims. See § 20.2053–3. The 
only expenses in administering prop-
erty not subject to claims which are al-
lowed as deductions are those occa-
sioned by the decedent’s death and in-
curred in settling the decedent’s inter-
est in the property or vesting good 
title to the property in the bene-
ficiaries. Expenses not coming within 
the description in the preceding sen-
tence but incurred on behalf of the 
transferees are not deductible. 

(c) The principles set forth in para-
graphs (b), (c), and (d) of § 20.2053–3 (re-
lating to the allowance of executor’s 
commissions, attorney’s fees, and mis-
cellaneous administration expenses of 
the first category) are applied in deter-
mining the extent to which trustee’s 
commissions, attorney’s and account-
ant’s fees, and miscellaneous adminis-
tration expenses are allowed in connec-
tion with the administration of prop-
erty not subject to claims. 

(d) The application of this section 
may be illustrated by the following ex-
amples: 

Example (1). In 1940, the decedent made an 
irrevocable transfer of property to the X 
Trust Company, as trustee. The instrument 
of transfer provided that the trustee should 
pay the income from the property to the de-
cedent for the duration of his life and upon 
his death, distribute the corpus of the trust 
among designated beneficiaries. The prop-
erty was included in the decedent’s gross es-
tate under the provisions of section 2036. 
Three months after the date of death, the 
trustee distributed the trust corpus among 
the beneficiaries, except for $6,000 which it 
withheld. The amount withheld represented 

$5,000 which it retained as trustee’s commis-
sions in connection with the termination of 
the trust and $1,000 which it had paid to an 
attorney for representing it in connection 
with the termination. Both the trustee’s 
commissions and the attorney’s fees were al-
lowable under the law of the jursidiction in 
which the trust was being administered, 
were reasonable in amount, and were in ac-
cord with local custom. Under these cir-
cumstances, the estate is allowed a deduc-
tion of $6,000. 

Example (2). In 1945, the decedent made an 
irrevocable transfer of property to Y Trust 
Company, as trustee. The instrument of 
transfer provided that the trustee should pay 
the income from the property to the dece-
dent during his life. If the decedent’s wife 
survived him, the trust was to continue for 
the duration of her life, with Y Trust Com-
pany and the decedent’s son as co-trustees, 
and with income payable to the decedent’s 
wife for the duration of her life. Upon the 
death of both the decedent and his wife, the 
corpus is to be distributed among designated 
remaindermen. The decedent was survived by 
his wife. The property was included in the 
decedent’s gross estate under the provisions 
of section 2036. In accordance with local cus-
tom, the trustee made an accounting to the 
court as of the date of the decedent’s death. 
Following the death of the decedent, a con-
troversy arose among the remaindermen as 
to their respective rights under the instru-
ment of transfer, and a suit was brought in 
court to which the trustee was made a party. 
As part of the accounting, the court ap-
proved the following expenses which the 
trustee had paid within 3 years following the 
date of death: $10,000, trustee’s commissions; 
$5,000, accountant’s fees; $25,000, attorney’s 
fees; and $2,500, representing fees paid to the 
guardian of a remainderman who was a 
minor. The trustee’s commissions and ac-
countant’s fees were for services in connec-
tion with the usual issues involved in a trust 
accounting as also were one-half of the at-
torney’s and guardian’s fees. The remainder 
of the attorney’s and guardian’s fees were for 
services performed in connection with the 
suit brought by the remaindermen. The 
amount allowed as a deduction is the $28,750 
($10,000, trustee’s commissions; $5,000, ac-
countant’s fees; $12,500, attorney’s fees; and 
$1,250, guardian’s fees) incurred as expenses 
in connection with the usual issues involved 
in a trust accounting. The remaining ex-
penses are not allowed as deductions since 
they were incurred on behalf of the trans-
ferees. 

Example (3). Decedent in 1950 made an ir-
revocable transfer of property to the Z Trust 
Company, as trustee. The instrument of 
transfer provided that the trustee should pay 
the income from the property to the dece-
dent’s wife for the duration of her life. If the 
decedent survived his wife the trust corpus 
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was to be returned to him but if he did not 
survive her, then upon the death of the wife, 
the trust corpus was to be distributed among 
their children. The decedent predeceased his 
wife and the transferred property, less the 
value of the wife’s outstanding life estate, 
was included in his gross estate under the 
provisions of section 2037 since his rever-
sionary interest therein immediately before 
his death was in excess of 5 percent of the 
value of the property. At the wife’s request, 
the court ordered the trustee to render an 
accounting of the trust property as of the 
date of the decedent’s death. No deduction 
will be allowed the decedent’s estate for any 
of the expenses incurred in connection with 
the trust accounting, since the expenses 
were incurred on behalf of the wife. 

Example (4). If, in the preceding example, 
the decedent died without other property 
and no executor or administrator of his es-
tate was appointed, so that it was necessary 
for the trustee to prepare an estate tax re-
turn and participate in its audit, or if the 
trustee required accounting proceedings for 
its own protection in accordance with local 
custom, trustees’, attorneys’, and guardians’ 
fees in connection with the estate tax or ac-
counting proceedings would be deductible to 
the same extent that they would be deduct-
ible if the property were subject to claims. 
Deductions incurred under similar cir-
cumstances by a surviving joint tenant or 
the recipient of life insurance proceeds 
would also be deductible. 

§ 20.2053–9 Deduction for certain State 
death taxes. 

(a) General rule. A deduction is al-
lowed a decedent’s estate under section 
2053(d) for the amount of any estate, 
succession, legacy, or inheritance tax 
imposed by a State, Territory, or the 
District of Columbia, or, in the case of 
a decedent dying before September 3, 
1958, a possession of the United States 
upon a transfer by the decedent for 
charitable, etc., uses described in sec-
tion 2055 or 2106(a)(2) (relating to the 
estates of nonresidents not citizens), 
but only if (1) the conditions stated in 
paragraph (b) of this section are met, 
and (2) an election is made in accord-
ance with the provisions of paragraph 
(c) of this section. See section 2011(e) 
and § 20.2011–2 for the effect which the 
allowance of this deduction has upon 
the credit for State death taxes. 

(b) Condition for allowance of deduc-
tion. (1) The deduction is not allowed 
unless either— 

(i) The entire decrease in the Federal 
estate tax resulting from the allowance 

of the deduction inures solely to the 
benefit of a charitable, etc., transferee 
described in section 2055 or 2106(a)(2), 
or 

(ii) The Federal estate tax is equi-
tably apportioned among all the trans-
ferees (including the decedent’s sur-
viving spouse and the charitable, etc., 
transferees) of property included in the 
decedent’s gross estate. 
For allowance of the credit, it is suffi-
cient if either of these conditions is 
satisfied. Thus, in a case where the en-
tire decrease in Federal estate tax in-
ures to the benefit of a charitable 
transferee, the deduction is allowable 
even though the Federal estate tax is 
not equitably apportioned among all 
the transferees of property included in 
the decedent’s gross estate. Similarly, 
if the Federal estate tax is equitably 
apportioned among all the transferees 
of property included in the decedent’s 
gross estate, the deduction is allowable 
even though a noncharitable transferee 
receives some benefit from the allow-
ance of the deduction. 

(2) For purposes of this paragraph, 
the Federal estate tax is considered to 
be equitably apportioned among all the 
transferees (including the decedent’s 
surviving spouse and the charitable, 
etc., transferees) of property included 
in the decedent’s gross estate only if 
each transferee’s share of the tax is 
based upon the net amount of his 
transfer subjected to the tax (taking 
into account any exemptions, credits, 
or deductions allowed by Chapter 11). 
See examples (2) through (5) of para-
graph (e) of this section. 

(c) Exercise of election. The election to 
take a deduction for a State death tax 
imposed upon a transfer for charitable, 
etc., uses shall be exercised by the ex-
ecutor by the filing of a written notifi-
cation to that effect with the district 
director of internal revenue in whose 
district the estate tax return for the 
decedent’s estate was filed. The notifi-
cation shall be filed before the expira-
tion of the period of limitation for as-
sessment provided in section 6501 (usu-
ally 3 years from the last day for filing 
the return). The election may be re-
voked by the executor by the filing of 
a written notification to that effect 
with the district director at any time 
before the expiration of such period. 
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(d) Amount of State death tax imposed 
upon a transfer. If a State death tax is 
imposed upon the transfer of the dece-
dent’s entire estate and not upon the 
transfer of a particular share thereof, 
the State death tax imposed upon a 
transfer for charitable, etc., uses is 
deemed to be an amount, E, which 
bears the same ratio to F (the amount 
of the State death tax imposed with re-
spect to the transfer of the entire es-
tate) as G (the value of the charitable, 
etc., transfer, reduced as provided in 
the next sentence) bears to H (the total 
value of the properties, interests, and 
benefits subjected to the State death 
tax received by all persons interested 
in the estate, reduced as provided in 
the last sentence of this paragraph). In 
arriving at amount G of the ratio, the 
value of the charitable, etc., transfer is 
reduced by the amount of any deduc-
tion or exclusion allowed with respect 
to such property in determining the 
amount of the State death tax. In ar-
riving at amount H of the ratio, the 
total value of the properties, interests, 
and benefits subjected to State death 
tax received by all persons interested 
in the estate is reduced by the amount 
of all deductions and exclusions al-
lowed in determining the amount of 
the State death tax on account of the 
nature of a beneficiary or a bene-
ficiary’s relationship to the decedent. 

(e) Examples. The application of this 
section may be illustrated by the fol-
lowing examples: 

Example (1). The decedent’s gross estate 
was valued at $200,000. He bequeathed $90,000 
to a nephew, $10,000 to Charity A, and the re-
mainder of his estate to Charity B. State in-
heritance tax in the amount of $13,500 was 
imposed upon the bequest to the nephew, 
$1,500 upon the bequest to Charity A, and 
$15,000 upon the bequest to Charity B. Under 
the will and local law, each legatee is re-
quired to pay the State inheritance tax on 
his bequest, and the Federal estate tax is to 
be paid out of the residuary estate. Since the 
entire burden of paying the Federal estate 
tax falls on Charity B, it follows that the de-
crease in the Federal estate tax resulting 
from the allowance of deductions for State 
death taxes in the amounts of $1,500 and 
$15,000 would inure solely for the benefit of 
Charity B. Therefore, deductions of $1,500 
and $15,000 are allowable under section 
2053(d). If, in this example, the State death 
taxes as well as the Federal estate tax were 

to be paid out of the residuary estate, the re-
sult would be the same. 

Example (2). The decedent’s gross estate 
was valued at $350,000. Expenses, indebted-
ness, etc., amounted to $50,000. The entire es-
tate was bequeathed in equal shares to a son, 
a daughter, and Charity C. State inheritance 
tax in the amount of $2,000 was imposed upon 
the bequest to the son, $2,000 upon the be-
quest to the daughter, and $5,000 upon the be-
quest to Charity C. Under the will and local 
law, each legatee is required to pay his own 
State inheritance tax and his proportionate 
share of the Federal estate tax determined 
by taking into consideration the net amount 
of his bequest subjected to the tax. Since 
each legatee’s share of the Federal estate tax 
is based upon the net amount of his bequest 
subjected to the tax (note that the deduc-
tions under sections 2053(d) and 2055 will 
have the effect of reducing Charity C’s pro-
portionate share of the tax), the tax is con-
sidered to be equitably apportioned. Thus, a 
deduction of $5,000 is allowable under section 
2053(d). This deduction together with a de-
duction of $95,000 under section 2055 (chari-
table deduction) will mean that none of 
Charity C’s bequest is subjected to Federal 
estate tax. Hence, the son and the daughter 
will bear the entire estate tax. 

Example (3). The decedent bequeathed his 
property in equal shares, after payment of 
all expenses, to a son, a daughter, and a 
charity. State inheritance tax of $2,000 was 
imposed upon the bequest to the son, $2,000 
upon the bequest to the daughter, and $15,000 
upon the bequest to the charity. Under the 
will and local law, each beneficiary pays the 
State inheritance tax on his bequest and the 
Federal estate tax is to be paid out of the es-
tate as an administration expense. If the de-
duction for State death tax on the charitable 
bequest is allowed in this case, some portion 
of the decrease in the Federal estate tax 
would inure to the benefit of the son and the 
daughter. The Federal estate tax is not con-
sidered to be equitably apportioned in this 
case since each legatee’s share of the Federal 
estate tax is not based upon the net amount 
of his bequest subjected to the tax (note that 
the deductions under sections 2053(d) and 
2055 will not have the effect of reducing the 
charity’s proportionate share of the tax). In-
asmuch as some of the decrease in the Fed-
eral estate tax payable would inure to the 
benefit of the son and the daughter, and in-
asmuch as there is no equitable apportion-
ment of the tax, no deduction is allowable 
under section 2053(d). 

Example (4). The decedent bequeathed his 
entire residuary estate in trust to pay the 
income to X for life with remainder to char-
ity. The State imposed inheritance taxes of 
$2,000 upon the bequest to X and $10,000 upon 
the bequest to charity. Under the will and 
local law, all State and Federal taxes are 
payable out of the residuary estate and 
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therefore they would reduce the amount 
which would become the corpus of the trust. 
If the deduction for the State death tax on 
the charitable bequest is allowed in this 
case, some portion of the decrease in the 
Federal estate tax would inure to the benefit 
of X since the allowance of the deduction 
would increase the size of the corpus from 
which X is to receive the income for life. 
Also, the Federal estate tax is not considered 
to be equitably apportioned in this case since 
each legatee’s share of the Federal estate tax 
is not based upon the net amount of his be-
quest subjected to the tax (note that the de-
ductions under sections 2053(d) and 2055 will 
not have the effect of reducing the charity’s 
proportionate share of the tax). Inasmuch as 
some of the decrease in the Federal estate 
tax payable would inure to the benefit of X, 
and inasmuch as there is no equitable appor-
tionment of the tax, no deduction is allow-
able under section 2053(d). 

Example (5). The decedent’s gross estate 
was valued at $750,000. Expenses, indebted-
ness, etc., amounted to $500,000. The dece-
dent bequeathed $350,000 of his estate to his 
surviving spouse and the remainder of his es-
tate equally to his son and Charity D. State 
inheritance tax in the amount of $7,000 was 
imposed upon the bequest to the surviving 
spouse, $26,250 upon the bequest to the son, 
and $26,250 upon the bequest to Charity D. 
The will was silent concerning the payment 
of taxes. In such a case, the local law pro-
vides that each legatee shall pay his own 
State inheritance tax. The local law further 
provides for an apportionment of the Federal 
estate tax among the legatees of the estate. 
Under the apportionment provisions, the sur-
viving spouse is not required to bear any 
part of the Federal estate tax with respect to 
her $350,000 bequest. It should be noted, how-
ever, that the marital deduction allowed to 
the decedent’s estate by reason of the be-
quest to the surviving spouse is limited to 
$343,000 ($350,000 bequest less $7,000 State in-
heritance tax payable by the surviving 
spouse). Thus, the bequest to the surviving 
spouse is subjected to the Federal estate tax 
in the net amount of $7,000. If the deduction 
for State death tax on the charitable bequest 
is allowed in this case, some portion of the 
decrease in the Federal estate tax would 
inure to the benefit of the son. The Federal 
estate tax is not considered to be equitably 
apportioned in this case since each legatee’s 
share of the Federal estate tax is not based 
upon the net amount of his bequest subjected 
to the tax (note that the surviving spouse is 
to pay no tax). Inasmuch as some of the de-
crease in the Federal estate tax payable 
would inure to the benefit of the son, and in-
asmuch as there is no equitable apportion-

ment of the tax, no deduction is allowable 
under section 2053(d). 

[T.D. 6296, 23 FR 4529, June 24, 1958, as 
amended by T.D. 6526, 26 FR 417, Jan. 19, 1961; 
T.D. 6666, 28 FR 7251, July 16, 1963] 

§ 20.2053–10 Deduction for certain for-
eign death taxes. 

(a) General rule. A deduction is al-
lowed the estate of a decedent dying on 
or after July 1, 1955, under section 
2053(d) for the amount of any estate, 
succession, legacy, or inheritance tax 
imposed by and actually paid to any 
foreign country, in respect of any prop-
erty situated within such foreign coun-
try and included in the gross estate of 
a citizen or resident of the United 
States, upon a transfer by the decedent 
for charitable, etc., uses described in 
section 2055, but only if (1) the condi-
tions stated in paragraph (b) of this 
section are met, and (2) an election is 
made in accordance with the provisions 
of paragraph (c) of this section. The de-
termination of the country within 
which property is situated is made in 
accordance with the rules contained in 
sections 2104 and 2105 in determining 
whether property is situated within or 
without the United States. See section 
2014(f) and § 20.2014–7 for the effect 
which the allowance of this deduction 
has upon the credit for foreign death 
taxes. 

(b) Condition for allowance of deduc-
tion. (1) The deduction is not allowed 
unless either— 

(i) The entire decrease in the Federal 
estate tax resulting from the allowance 
of the deduction inures solely to the 
benefit of a charitable, etc., transferee 
described in section 2055, or 

(ii) The Federal estate tax is equi-
tably apportioned among all the trans-
ferees (including the decedent’s sur-
viving spouse and the charitable, etc., 
transferees) of property included in the 
decedent’s gross estate. 

For allowance of the deduction, it is 
sufficient if either of these conditions 
is satisfied. Thus, in a case where the 
entire decrease in Federal estate tax 
inures to the benefit of a charitable 
transferee, the deduction is allowable 
even though the Federal estate tax is 
not equitably apportioned among all 
the transferees of property included in 
the decedent’s gross estate. Similarly, 
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if the Federal estate tax is equitably 
apportioned among all the transferees 
of property included in the decedent’s 
gross estate, the deduction is allowable 
even though a noncharitable transferee 
receives some benefit from the allow-
ance of the deduction. 

(2) For purposes of this paragraph, 
the Federal estate tax is considered to 
be equitably apportioned among all the 
transferees (including the decedent’s 
surviving spouse and the charitable, 
etc., transferees) of property included 
in the decedent’s gross estate only if 
each transferee’s share of the tax is 
based upon the net amount of his 
transfer subjected to the tax (taking 
into account any exemptions, credits, 
or deductions allowed by Chapter 11). 
See examples (2) through (5) of para-
graph (e) of § 20.2053–9. 

(c) Exercise of election. The election to 
take a deduction for a foreign death 
tax imposed upon a transfer for chari-
table, etc., uses shall be exercised by 
the executor by the filing of a written 
notification to that effect with the dis-
trict director of internal revenue in 
whose district the estate tax return for 
the decedent’s estate was filed. An 
election to take the deduction for for-
eign death taxes is deemed to be a 
waiver of the right to claim a credit 
under a treaty with any foreign coun-
try for any tax or portion thereof 
claimed as a deduction under this sec-
tion. The notification shall be filed be-
fore the expiration of the period of lim-
itation for assessment provided in sec-
tion 6501 (usually 3 years from the last 
day for filing the return). The election 
may be revoked by the executor by the 
filing of a written notification to that 
effect with the district director at any 
time before the expiration of such pe-
riod. 

(d) Amount of foreign death tax imposed 
upon a transfer. If a foreign death tax is 
imposed upon the transfer of the entire 
part of the decedent’s estate subject to 
such tax and not upon the transfer of a 
particular share thereof, the foreign 
death tax imposed upon a transfer for 
charitable, etc., uses is deemed to be an 
amount, J, which bears the same ratio 
to K (the amount of the foreign death 
tax imposed with respect to the trans-
fer of the entire part of the decedent’s 
estate subject to such tax) as M (the 

value of the charitable, etc., transfer, 
reduced as provided in the next sen-
tence) bears to N (the total value of the 
properties, interests, and benefits sub-
jected to the foreign death tax received 
by all persons interested in the estate, 
reduced as provided in the last sen-
tence of this paragraph). In arriving at 
amount M of the ratio, the value of the 
charitable, etc., transfer is reduced by 
the amount of any deduction or exclu-
sion allowed with respect to such prop-
erty in determining the amount of the 
foreign death tax. In arriving at 
amount N of the ratio, the total value 
of the properties, interests, and bene-
fits subjected to foreign death tax re-
ceived by all persons interested in the 
estate is reduced by the amount of all 
deductions and exclusions allowed in 
determining the amount of the foreign 
death tax on account of the nature of a 
beneficiary or a beneficiary’s relation-
ship to the decedent. 

[T.D. 6600, 27 FR 4985, May 29, 1962] 

§ 20.2054–1 Deduction for losses from 
casualties or theft. 

A deduction is allowed for losses in-
curred during the settlement of the es-
tate arising from fires, storms, ship-
wrecks, or other casualties, or from 
theft, if the losses are not compensated 
for by insurance or otherwise. If the 
loss is partly compensated for, the ex-
cess of the loss over the compensation 
may be deducted. Losses which are not 
of the nature described are not deduct-
ible. In order to be deductible a loss 
must occur during the settlement of 
the estate. If a loss with respect to an 
asset occurs after its distribution to 
the distributee it may not be deducted. 
Notwithstanding the foregoing, no de-
duction is allowed under this section if 
the estate has waived its right to take 
such a deduction pursuant to the provi-
sions of section 642(g) in order to per-
mit its allowance for income tax pur-
poses. See further § 1.642(g)–1. 

§ 20.2055–1 Deduction for transfers for 
public, charitable, and religious 
uses; in general. 

(a) General rule. A deduction is al-
lowed under section 2055(a) from the 
gross estate of a decedent who was a 
citizen or resident of the United States 
at the time of his death for the value of 
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property included in the decedent’s 
gross estate and transferred by the de-
cedent during his lifetime or by will— 

(1) To or for the use of the United 
States, any State, Territory, any polit-
ical subdivision thereof, or the District 
of Columbia, for exclusively public pur-
poses; 

(2) To or for the use of any corpora-
tion or association organized and oper-
ated exclusively for religious, chari-
table, scientific, literary, or edu-
cational purposes (including the en-
couragement of art and for the preven-
tion of cruelty to children or animals), 
if no part of the net earnings of the 
corporation or association inures to 
the benefit of any private stockholder 
or individual (other than as a legiti-
mate object of such purposes), if the or-
ganization is not disqualified for tax 
exemption under section 501(c)(3) by 
reason of attempting to influence legis-
lation, and if, in the case of transfers 
made after December 31, 1969, it does 
not participate in, or intervene in (in-
cluding the publishing or distributing 
of statements), any political campaign 
on behalf of or in opposition to any 
candidate for public office. 

(3) To a trustee or trustees, or a fra-
ternal society, order, or association op-
erating under the lodge system, if the 
transferred property is to be used ex-
clusively for religious, charitable, sci-
entific, literary, or educational pur-
poses (or for the prevention of cruelty 
to children or animals), if no substan-
tial part of the activities of such 
transferree is carrying on propaganda, 
or otherwise attempting, to influence 
legislation, and if, in the case of trans-
fers made after December 31, 1969, such 
transferee does not participate in, or 
intervene in (including the publishing 
or distributing of statements), any po-
litical campaign on behalf of any can-
didate for public office; or 

(4) To or for the use of any veterans’ 
organization incorporated by act of 
Congress, or of any of its departments, 
local chapters, or posts, no part of the 
net earnings of which inures to the 
benefit of any private shareholder or 
individual. 
The deduction is not limited, in the 
case of estates of citizens or residents 
of the United States, to transfers to do-
mestic corporations or associations, or 

to trustees for use within the United 
States. Nor is the deduction subject to 
percentage limitations such as are ap-
plicable to the charitable deduction 
under the income tax. An organization 
will not be considered to meet the re-
quirements of subparagraph (2) or (3) of 
this paragraph if such organization en-
gages in any activity which would 
cause it to be classified as an ‘‘action’’ 
organization under paragraph (c)(3) of 
§ 1.501(c)(3)–1 of this chapter (Income 
Tax Regulations). See §§ 20.2055–4 and 
20.2055–5 for rules relating to the dis-
allowance of deductions to trusts and 
organizations which engage in certain 
prohibited transactions or whose gov-
erning instruments do not contain cer-
tain specified requirements. 

(b) Powers of appointment—(1) General 
rule. A deduction is allowable under 
section 2055(b) for the value of property 
passing to or for the use of a transferee 
described in paragraph (a) of this sec-
tion by the exercise, failure to exer-
cise, release or lapse of a power of ap-
pointment by reason of which the prop-
erty is includible in the decedent’s 
gross estate under section 2041. 

(2) Certain bequests subject to power of 
appointment. For the allowance of a de-
duction in the case of a bequest in 
trust where the decedent’s surviving 
spouse (i) was over 80 years of age at 
the date of decedent’s death, (ii) was 
entitled for life to all of the net income 
from the trust, and (iii) had a power of 
appointment over the corpus of the 
trust exercisable by will in favor of, 
among others, a charitable organiza-
tion, see section 2055(b)(2). See also sec-
tion 6503(e) for suspension of the period 
of limitations for assessment or collec-
tion of any deficiency attributable to 
the allowance of the deduction. 

(c) Submission of evidence. In estab-
lishing the right of the estate to the 
deduction authorized by section 2055, 
the executor should submit the fol-
lowing with the return: 

(1) A copy of any instrument in writ-
ing by which the decedent made a 
transfer of property in his lifetime the 
value of which is required by statute to 
be included in his gross estate, for 
which a deduction under section 2055 is 
claimed. If the instrument is of record 
the copy should be certified, and if not 
of record, the copy should be verified. 
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(2) A written statement by the execu-
tor containing a declaration that it is 
made under penalties of perjury and 
stating whether any action has been 
instituted to construe or to contest the 
decedent’s will or any provision thereof 
affecting the charitable deduction 
claimed and whether, according to his 
information and belief, any such action 
is designed or contemplated. 

The executor shall also submit such 
other documents or evidence as may be 
requested by the district director. 

(d) Cross references. (1) See section 
2055(f) for certain cross references re-
lating to section 2055. 

(2) For treatment of bequests accept-
ed by the Secretary of State or the 
Secretary of Commerce, for the pur-
pose of organizing and holding an 
international conference to negotiate a 
Patent Corporation Treaty, as bequests 
to or for the use of the United States, 
see section 3 of Joint Resolution of De-
cember 24, 1969 (Pub. L. 91–160, 83 Stat. 
443). 

(3) For treatment of bequests accept-
ed by the Secretary of the Department 
of Housing and Urban Development, for 
the purpose of aiding or facilitating the 
work of the Department, as bequests to 
or for the use of the United States, see 
section 7(k) of the Department of Hous-
ing and Urban Development Act (42 
U.S.C. 3535), as added by section 905 of 
Pub. L. 91–609 (84 Stat. 1809). 

(4) For treatment of certain property 
accepted by the Chairman of the Ad-
ministrative Conference of the United 
States, for the purposes of aiding and 
facilitating the work of the Con-
ference, as a devise or bequest to the 
United States, see 5 U.S.C. 575(c)(12), as 
added by section 1(b) of the Act of Oc-
tober 21, 1972 (Pub. L. 92–526, 86 Stat. 
1048). 

(5) For treatment of the Board for 
International Broadcasting as a cor-
poration described in section 2055(a)(2), 
see section 7 of the Board for Inter-
national Broadcasting Act of 1973 (Pub. 
L. 93–129, 87 Stat. 459). 

[T.D. 6296, 23 FR 4529, June 24, 1958; 25 FR 
14021, Dec. 31, 1960 as amended by T.D. 8318, 
39 FR 25452, July 11, 1974; T.D. 8308, 55 FR 
35593, Aug. 31, 1990] 

§ 20.2055–2 Transfers not exclusively 
for charitable purposes. 

(a) Remainders and similar interests. If 
a trust is created or property is trans-
ferred for both a charitable and a pri-
vate purpose, deduction may be taken 
of the value of the charitable beneficial 
interest only insofar as that interest is 
presently ascertainable, and hence sev-
erable from the noncharitable interest. 
Thus, in the case of decedent’s dying 
before January 1, 1970, if money or 
property is placed in trust to pay the 
income to an individual during his life, 
or for a term of years, and then to pay 
the principal to a charitable organiza-
tion, the present value of the remain-
der is deductible. See paragraph (e) of 
this section for limitations applicable 
to decedent’s dying after December 31, 
1969. See paragraph (f) of this section 
for rules relating to valuation of par-
tial interests in property passing for 
charitable purposes. 

(b) Transfers subject to a condition or a 
power. (1) If, as of the date of a dece-
dent’s death, a transfer for charitable 
purposes is dependent upon the per-
formance of some act or the happening 
of a precedent event in order that it 
might become effective, no deduction 
is allowable unless the possibility that 
the charitable transfer will not become 
effective is so remote as to be neg-
ligible. If an estate or interest has 
passed to, or is vested in, charity at 
the time of a decedent’s death and the 
estate or interest would be defeated by 
the subsequent performance of some 
act or the happening of some event, the 
possibility of occurrence of which ap-
peared at the time of the decedent’s 
death to be so remote as to be neg-
ligible, the deduction is allowable. If 
the legatee, devisee, donee, or trustee 
is empowered to divert the property or 
fund, in whole or in part, to a use or 
purpose which would have rendered it, 
to the extent that it is subject to such 
power, not deductible had it been di-
rectly so bequeathed, devised, or given 
by the decedent, the deduction will be 
limited to that portion, if any, of the 
property or fund which is exempt from 
an exercise of the power. 

(2) The application of this paragraph 
may be illustrated by the following ex-
amples: 
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Example (1). In 1965, A dies leaving certain 
property in trust in which charity is to re-
ceive the income for the life of his widow. 
The assets placed in trust by the decedent 
consist of stock in a corporation the fiscal 
policies of which are controlled by the dece-
dent and his family. The trustees of the trust 
and the remaindermen are members of the 
decedent’s family, and the governing instru-
ment contains no adequate guarantee of the 
request income to the charitable organiza-
tion. Under such circumstances, no deduc-
tion will be allowed. Similarly, if the trust-
ees are not members of the decedent’s family 
but have no power to sell or otherwise dis-
pose of the closely held stock, or otherwise 
insure the requisite enjoyment of income to 
the charitable organization, no deduction 
will be allowed. 

Example (2). C dies leaving a tract of land 
to a city government for as long as the land 
is used by the city for a public park. If the 
city accepts the tract and if, on the date of 
C’s death, the possibility that the city will 
not use the land for a public park is so re-
mote as to be negligible, a deduction will be 
allowed. 

(c) Disclaimers—(1) Decedents dying 
after December 31, 1976. In the case of a 
bequest, devise, or transfer made by a 
decedent dying after December 31, 1976, 
the amount of a bequest, devise or 
transfer for which a deduction is allow-
able under section 2055 includes an in-
terest which falls into the bequest, de-
vise or transfer as the result of either— 

(i) A qualified disclaimer (see section 
2518 and the corresponding regulations 
for rules relating to a qualified dis-
claimer), or 

(ii) The complete termination of a 
power to consume, invade, or appro-
priate property for the benefit of an in-
dividual by reason of the death of such 
individual or for any other reason, if 
the termination occurs within the pe-
riod of time (including extensions) for 
filing the decedent’s Federal estate tax 
return and before such power has been 
exercised. 

(2) Decedents dying before January 1, 
1977. In the case of a bequest, devise or 
transfer made by a decedent dying be-
fore January 1, 1977, the amount of a 
bequest, devise or transfer, for which a 
deduction is allowable under section 
2055 includes an interest which falls 
into the bequest, devise or transfer as a 
result of either— 

(i) A disclaimer of a bequest, devise, 
transfer, or power, if the disclaimer is 
made within 9 months (15 months if the 

decedent died on or before December 
31, 1970) after the decedent’s death (the 
period of time within which the estate 
tax return must be filed under section 
6075) or within any extension of time 
for filing the return, granted pursuant 
to section 6081, and the disclaimer is ir-
revocable at the time the deduction is 
allowed, or 

(ii) The complete termination of a 
power to consume, invade, or appro-
priate property for the benefit of an in-
dividual (whether the termination oc-
curs by reason of the death of the indi-
vidual, or otherwise) if the termination 
occurs within the period described in 
paragraph (c)(2)(i) of this section and 
before the power has been exercised. 
Ordinarily, a disclaimer made by a per-
son not under any legal disability will 
be considered irrevocable when filed 
with the probate court. A disclaimer is 
a complete and unqualified refusal to 
accept the right to which one is enti-
tled. Thus, if a beneficiary uses these 
rights for his own purposes, as by re-
ceiving a consideration for his formal 
disclaimer, he has not refused the 
rights to which he was entitled. There 
can be no disclaimer after an accept-
ance of these rights, expressly or 
impliedly. The disclaimer of a power is 
to be distinguished from the release or 
exercise of a power. The release or ex-
ercise of a power by the donee of the 
power in favor of a person or object de-
scribed in paragraph (a) of § 20.2055–1 
does not result in any deduction under 
section 2055 in the estate of the donor 
of a power (but see paragraph (b)(1) of 
§ 20.2055–1 with respect to the donee’s 
estate). 

(d) Payments in compromise. If a chari-
table organization assigns or surren-
ders a part of a transfer to it pursuant 
to a compromise agreement in settle-
ment of a controversy, the amount so 
assigned or surrendered is not deduct-
ible as a transfer to that charitable or-
ganization. 

(e) Limitation applicable to decedents 
dying after December 31, 1969—(1) Dis-
allowance of deduction—(i) In general. In 
the case of decedents dying after De-
cember 31, 1969, where an interest in 
property passes or has passed from the 
decedent for charitable purposes and an 
interest (other than an interest which 
is extinguished upon the decedent’s 
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death) in the same property passes or 
has passed from the decedent for pri-
vate purposes (for less than an ade-
quate and full consideration in money 
or money’s worth) after October 9, 1969, 
no deduction is allowed under section 
2055 for the value of the interest which 
passes or has passed for charitable pur-
poses unless the interest in property is 
a deductible interest described in sub-
paragraph (2) of this paragraph. The 
principles of section 2056 and the regu-
lations thereunder shall apply for pur-
poses of determining under this para-
graph (e)(1)(i) whether an interest in 
property passes or has passed from the 
decedent. If however, as of the date of 
a decedent’s death, a transfer for a pri-
vate purpose is dependent upon the per-
formance of some act on the happening 
of a precedent event in order that it 
might become effective, an interest in 
property will be considered to pass for 
a private purpose unless the possibility 
of occurrence of such act or event is so 
remote as to be negligible. The applica-
tion of this paragraph (e)(1)(i) may be 
illustrated by the following examples, 
in each of which it is assumed that the 
interest in property which passes for 
private purposes does not pass for an 
adequate and full consideration in 
money or money’s worth: 

Example (1). In 1973, H creates a trust which 
is to pay the income of the trust to W for her 
life, the reversionary interest in the trust 
being retained by H. H predeceases W in 1975. 
H’s will provide that the residue of his estate 
(including the reversionary interest in the 
trust) is to be transferred to charity. For 
purposes of this paragraph (e)(1)(i), interests 
in the same property have passed from H for 
charitable purposes and for private purposes. 

Example (2). In 1973, H creates a trust which 
is to pay the income of the trust to W for her 
life and upon termination of the life estate 
to transfer the remainder to S. S predeceases 
W in 1975. S’s will provides that the residue 
of his estate (including the remainder inter-
est in the trust) is to be transferred to char-
ity. For purposes of this paragraph (e)(1)(i), 
interests in the same property have not 
passed from H or S for charitable purposes 
and for private purposes. 

Example (3). H transfers Blackacre to A by 
gift, reserving the right to the rentals of 
Blackacre for a term of 20 years. H dies with-
in the 20-year term, bequeathing the right to 
the remaining rentals to charity. For pur-
poses of this paragraph (e)(1)(i) the term 
‘‘property’’ refers to Blackacre, and the right 
to rentals from Blackacre consist of an in-

terest in Blackacre. An interest in Blackacre 
has passed from H for charitable purposes 
and for private purposes. 

Example (4). H bequeaths the residue of his 
estate in trust for the benefit of A and a 
charity. An annuity of $5,000 a year is to be 
paid to charity for 20 years. Upon termi-
nation of the 20-year term the corpus is to be 
distributed to A if living. However, if A 
should die during the 20-year term, the cor-
pus is to be distributed to charity upon ter-
mination of the term. An interest in the res-
idue of the estate has passed from H for char-
itable purposes. In addition, an interest in 
the residue of the estate has passed from H 
for private purposes, unless the possibility 
that A will survive the 20-year term is so re-
mote as to be negligible. 

Example (5). H bequeaths the residue of his 
estate in trust. Under the terms of the trust 
an annuity of $5,000 a year is to be paid to 
charity for 20 years. Upon termination of the 
term, the corpus is to pass to such of A’s 
children and their issue as A may appoint. 
However, if A should die during the 20-year 
term without exercising the power of ap-
pointment, the corpus is to be distributed to 
charity upon termination of the term. Since 
the possible appointees include private per-
sons, an interest in the residue of the estate 
is considered to have passed from H for pri-
vate purposes. 

Example (6). H devises Blackacre to X char-
ity. Under applicable local law, W, H’s 
widow, is entitled to elect a dower interest 
in Blackacre. W elects to take her dower in-
terest in Blackacre. For purposes of this 
paragraph (e)(1)(i), interests in the same 
property have passed from H for charitable 
purposes and for private purposes. If, how-
ever, W does not elect to take her dower in-
terest in Blackacre, then, for purposes of 
this paragraph (e)(1)(i), interests in the same 
property have not passed from H for chari-
table purposes and for private purposes. 

(ii) Works of art and copyrights treated 
as separate properties—(a) In general. 
For purposes of paragraphs (e)(1)(i) and 
(e)(2) of this section, in the case of de-
cedents dying after December 31, 1981, 
if a decedent makes a qualified con-
tribution of a work of art, the work of 
art and the copyright on such work of 
art shall be treated as separate prop-
erties. Thus, a deduction is allowable 
under section 2055 for a qualified con-
tribution of a work of art, whether or 
not the related copyright is simulta-
neously transferred to a charitable or-
ganization. 

(b) Work of art defined. for purposes of 
paragraph (e)(1)(ii)(a) of this section, 
the term ‘‘work of art’’ means any tan-
gible personal property with respect to 
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which a copyright exists under Federal 
law. 

(c) Qualified contribution defined. For 
purposes of paragraph (e)(1)(ii)(a) of 
this section, the term ‘‘qualified con-
tribution’’ means any transfer of prop-
erty to a qualified organization (as de-
fined in paragraph (e)(1)(ii)(d) of this 
section) if the use of the property by 
the organization is related to the pur-
pose or function constituting the basis 
for its exemption under section 501. 
The rules contained in § 1.170A–4(b)(3) 
shall apply in determining if the use of 
property by an organization is related 
to such purpose or function. 

(d) Qualified organization defined. For 
purposes of paragraph (e)(1)(ii)(c) of 
this section, the term ‘‘qualified orga-
nization’’ means any organization de-
scribed in section 501(c)(3) other than a 
private foundation (as defined in sec-
tion 509). A private operating founda-
tion (as defined in section 4942(j)(3)) 
shall be considered a qualified organi-
zation under this paragraph. 

(e) Examples. The application of para-
graphs (e)(1)(i) and (e)(1)(ii) (a) through 
(d) of this section may be illustrated by 
the following examples: 

Example (1). A, an artist, died in 1983. A 
work of art created by A and the copyright 
interest in that work of art were included in 
A’s estate. Under the terms of A’s will, the 
work of art is transferred to X charity, the 
only charitable beneficiary under A’s will. X 
has no suitable use for the work of art and 
sells it. It is determined under the rules of 
§ 1.170A–4(b)(3) that the property is put to an 
unrelated use by X charity. Therefore, the 
rule of paragraph (e)(1)(ii)(a), which treats 
works of art and their copyrights as separate 
properties, does not apply because the trans-
fer of the work of art to X is not a qualified 
contribution. To determine whether para-
graph (e)(1)(i) of this section applies to dis-
allow a deduction under section 2055, it must 
be determined which interests are treated as 
passing to X under local law. 

(i) If under local law A’s will is treated as 
fully transferring both the work of art and 
the copyright interest to X, then paragraph 
(e)(1)(i) of this section does not apply to dis-
allow a deduction under section 2055 for the 
value of the work of art and the copyright 
interest. 

(ii) If under local law A’s will is treated as 
transferring only the work of art to X, and 
the copyright interest is treated as part of 
the residue of the estate, no deduction is al-
lowable under section 2055 to A’s estate for 
the value of the work of art because the 

transfer of the work of art is not a qualified 
contribution and paragraph (e)(1)(i) of this 
section applies to disallow the deduction. 

Example (2). B, a collector of art, purchased 
a work of art from an artist who retained the 
copyright interest. B died in 1983. Under the 
terms of B’s will the work of art is given to 
Y charity. Since B did not own the copyright 
interest, paragraph (e)(1)(i) of this section 
does not apply to disallow a deduction under 
section 2055 for the value of the work of art, 
regardless of whether or not the contribution 
is a qualified contribution under paragraph 
(e)(1)(ii)(c) of this section. 

(2) Deductible interests. A deductible 
interest for purposes of subparagraph 
(1) of this paragraph is a charitable in-
terest in property where— 

(i) Undivided portion of decedent’s en-
tire interest. The charitable interest is 
an undivided portion, not in trust, of 
the decedent’s entire interest in prop-
erty. An undivided portion of a dece-
dent’s entire interest in property must 
consist of a fraction or percentage of 
each and every substantial interest or 
right owned by the decedent in such 
property and must extend over the en-
tire term of the decedent’s interest in 
such property and in other property 
into which such property is converted. 
For example, if the decedent trans-
ferred a life estate in an office building 
to his wife for her life and retained a 
reversionary interest in the office 
building, the devise by the decedent of 
one-half of that reversionary interest 
to charity while his wife is still alive 
will not be considered the transfer of a 
deductible interest; because an interest 
in the same property has already 
passed from the decedent for private 
purposes, the reversionary interest will 
not be considered the decedent’s entire 
interest in the property. If, on the 
other hand, the decedent had been 
given a life estate in Blackacre for the 
life of his wife and the decedent had no 
other interest in Blackacre at any time 
during his life, the devise by the dece-
dent of one-half of that life estate to 
charity would be considered the trans-
fer of a deductible interest; because the 
life estate would be considered the de-
cedent’s entire interest in the prop-
erty, the devise would be of an undi-
vided portion of such entire interest. 
An undivided portion of a decedent’s 
entire interest in the property includes 
an interest in property whereby the 
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charity is given the right, as a tenant 
in common with the decedent’s devisee 
or legatee, to possession, dominion, 
and control of the property for a por-
tion of each year appropriate to its in-
terest in such property. However, ex-
cept as provided in paragraphs (e)(2) 
(ii), (iii), and (iv) of this section, for 
purposes of this subdivision a chari-
table contribution of an interest in 
property not in trust where the dece-
dent transfers some specific rights to 
one party and transfers other substan-
tial rights to another party will not be 
considered a contribution of an undi-
vided portion of the decedent’s entire 
interest in property. A bequest to char-
ity made on or before December 17, 
1980, of an open space easement in 
gross in perpetuity shall be considered 
the transfer to charity of an undivided 
portion of the decedent’s entire inter-
est in the property. For the definition 
of an open space easement in gross in 
perpetuity, see § 1.170 A–7(b)(1)(ii) of 
this chapter (Income Tax Regulations). 

(ii) Remainder interest in personal resi-
dence. The charitable interest is a re-
mainder interest, not in trust, in a per-
sonal residence. Thus, for example, if 
the decedent devises to charity a re-
mainder interest in a personal resi-
dence and bequeaths to his surviving 
spouse a life estate in such property, 
the value of the remainder interest is 
deductible under section 2055. For pur-
poses of this subdivision, the term 
‘‘personal residence’’ means any prop-
erty which was used by the decedent as 
his personal residence even though it 
was not used as his principal residence. 
For example, a decedent’s vacation 
home may be a personal residence for 
purposes of this subdivision. The term 
‘‘personal residence’’ also includes 
stock owned by the decedent as a ten-
ant-stockholder in a cooperative hous-
ing corporation (as those terms are de-
fined in section 216(b) (1) and (2)) if the 
dwelling which the decedent was enti-
tled to occupy as such stockholder was 
used by him as his personal residence. 

(iii) Remainder interest in a farm. The 
charitable interest is a remainder in-
terest, not in trust, in a farm. Thus, for 
example, if the decedent devises to 
charity a remainder interest in a farm 
and bequeaths to his daughter a life es-
tate in such property, the value of the 

remainder interest is deductible under 
section 2055. For purposes of this sub-
division, the term ‘‘farm’’ means any 
land used by the decedent or his tenant 
for the production of crops, fruits, or 
other agricultural products or for the 
sustenance of livestock. The term 
‘‘livestock’’ includes cattle, hogs, 
horses, mules, donkeys, sheep, goats, 
captive furbearing animals, chickens, 
turkeys, pigeons, and other poultry. A 
farm includes the improvements there-
on. 

(iv) Qualified conservation contribu-
tion. The charitable interest is a quali-
fied conservation contribution. For the 
definition of a qualified conservation 
contribution, see § 1.170A–14. 

(v) Charitable remainder trusts and 
pooled income funds. The charitable in-
terest is a remainder interest in a trust 
which is a charitable remainder annu-
ity trust, as defined in section 664(d)(1) 
and § 1.664–2 of this chapter; a chari-
table remainder unitrust, as defined in 
section 664(d) (2) and (3) and § 1.664–3 of 
this chapter; or a pooled income fund, 
as defined in section 642(c)(5) and 
§ 1.642(c)–5 of this chapter. The chari-
table organization to or for the use of 
which the remainder interest passes 
must meet the requirements of both 
section 2055(a) and section 642(c)(5)(A), 
section 664(d)(1)(C), or section 
664(d)(2)(C), whichever applies. For ex-
ample, the charitable organization to 
which the remainder interest in a char-
itable remainder annuity trust passes 
may not be a foreign corporation. 

(vi) Guaranteed annuity interest. (a) 
The charitable interest is a guaranteed 
annuity interest, whether or not such 
interest is in trust. For purposes of this 
subdivision (vi), the term ‘‘guaranteed 
annuity interest’’ means the right pur-
suant to the instrument of transfer to 
receive a guaranteed annuity. A guar-
anteed annuity is an arrangement 
under which a determinable amount is 
paid periodically, but not less often 
than annually, for a specified term of 
years or for the life or lives of certain 
individuals, each of whom must be liv-
ing at the date of death of the decedent 
and can be ascertained at such date. 
Only one or more of the following indi-
viduals may be used as measuring 
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lives: the decedent’s spouse, and an in-
dividual who, with respect to all re-
mainder beneficiaries (other than char-
itable organizations described in sec-
tion 170, 2055, or 2522), is either a lineal 
ancestor or the spouse of a lineal an-
cestor of those beneficiaries. A trust 
will satisfy the requirement that all 
noncharitable remainder beneficiaries 
are lineal descendants of the individual 
who is the measuring life, or that indi-
vidual’s spouse, if there is less than a 
15% probability that individuals who 
are not lineal descendants will receive 
any trust corpus. This probability 
must be computed, based on the cur-
rent applicable Life Table contained in 
§ 20.2031–7, as of the date of the dece-
dent’s death taking into account the 
interests of all primary and contingent 
remainder beneficiaries who are living 
at that time. An interest payable for a 
specified term of years can qualify as a 
guaranteed annuity interest even if the 
governing instrument contains a sav-
ings clause intended to ensure compli-
ance with a rule against perpetuities. 
The savings clause must utilize a pe-
riod for vesting of 21 years after the 
deaths of measuring lives who are se-
lected to maximize, rather than limit, 
the term of the trust. The rule in this 
paragraph that a charitable interest 
may be payable for the life or lives of 
only certain specified individuals does 
not apply in the case of a charitable 
guaranteed annuity interest payable 
under a charitable remainder trust de-
scribed in section 664. An amount is de-
terminable if the exact amount which 
must be paid under the conditions spec-
ified in the instrument of transfer can 
be ascertained as of the appropriate 
valuation date. For example, the 
amount to be paid may be a stated sum 
for a term of years, or for the life of 
the decedent’s spouse, at the expiration 
of which it may be changed by a speci-
fied amount, but it may not be redeter-
mined by reference to a fluctuating 
index such as the cost of living index. 
In further illustration, the amount to 
be paid may be expressed in terms of a 
fraction or a percentage of the net fair 
market value, as finally determined for 
Federal estate tax purposes, of the res-
idue of the estate on the appropriate 
valuation date, or it may be expressed 
in terms of a fraction or percentage of 

the cost of living index on the appro-
priate valuation date. 

(b) A charitable interest is a guaran-
teed annuity interest only if it is a 
guaranteed annuity interest in every 
respect. For example, if the charitable 
interest is the right to receive from a 
trust each year a payment equal to the 
lesser of a sum certain or a fixed per-
centage of the net fair market value of 
the trust assets, determined annually, 
such interest is not a guaranteed annu-
ity interest. 

(c) Where a charitable interest in the 
form of a guaranteed annuity interest 
is not in trust, the interest will be con-
sidered a guaranteed annuity interest 
only if it is to be paid by an insurance 
company or by an organization regu-
larly engaged in issuing annuity con-
tracts. 

(d) Where a charitable interest in the 
form of a guaranteed annuity interest 
is in trust, the governing instrument of 
the trust may provide that income of 
the trust which is in excess of the 
amount required to pay the guaranteed 
annuity interest shall be paid to or for 
the use of a charity. Nevertheless, the 
amount of the deduction under section 
2055 shall be limited to the fair market 
value of the guaranteed annuity inter-
est as determined under paragraph 
(f)(2)(iv) of this section. 

(e) Where a charitable interest in the 
form of a guaranteed annuity interest 
is in trust and the present value, on the 
appropriate valuation date, of all the 
income interests for a charitable pur-
pose exceeds 60 percent of the aggre-
gate fair market value of all amounts 
in such trust (after the payment of es-
tate taxes and all other liabilities), the 
charitable interest will not be consid-
ered a guaranteed annuity interest un-
less the governing instrument of the 
trust prohibits both the acquisition 
and the retention of assets which 
would give rise to a tax under section 
4944 if the trustee had acquired such as-
sets. 

(f) Where a charitable interest in the 
form of a guaranteed annuity interest 
is in trust, the charitable interest gen-
erally is not a guaranteed annuity in-
terest if any amount may be paid by 
the trust for a private purpose before 
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the expiration of all the charitable an-
nuity interests. There are two excep-
tions to this general rule. First, the 
charitable interest is a guaranteed an-
nuity interest if the amount payable 
for a private purpose is in the form of 
a guaranteed annuity interest and the 
trust’s governing instrument does not 
provide for any preference or priority 
in the payment of the private annuity 
as opposed to the charitable annuity. 
Second, the charitable interest is a 
guaranteed annuity interest if under 
the trust’s governing instrument the 
amount that may be paid for a private 
purpose is payable only from a group of 
assets that are devoted exclusively to 
private purposes and to which section 
4947(a)(2) is inapplicable by reason of 
section 4947(a)(2)(B). For purposes of 
this paragraph (e)(2)(vi)(f), an amount 
is not paid for a private purpose if it is 
paid for an adequate and full consider-
ation in money or money’s worth. See 
§ 53.4947–1(c) of this chapter for rules re-
lating to the inapplicability of section 
4947(a)(2) to segregated amounts in a 
split-interest trust. 

(g) Neither the requirement in (e) of 
this subdivision (vi) for a prohibition in 
the governing instrument against the 
retention of assets which would give 
rise to a tax under section 4944 if the 
trustee had acquired the assets nor the 
provisions of (f) of this subdivision (v) 
shall apply to— 

(1) A trust executed on or before May 
21, 1972, if— 

(i) The trust is irrevocable on such 
date, 

(ii) The trust is revocable on such 
date and the decedent dies within 3 
years after such date without having 
amended any dispositive provision of 
the trust after such date, or 

(iii) The trust is revocable on such 
date and no dispositive provision of the 
trust is amended within a period end-
ing 3 years after such date and the de-
cedent is, at the end of such 3-year pe-
riod and at all times thereafter, under 
a mental disability (as defined in 
§ 1.642(c)–2(b)(3)(ii) of this chapter) to 
amend the trust, or 

(2) A will executed on or before May 
21, 1972, if— 

(i) The testator dies within 3 years 
after such date without having amend-

ed any dispositive provision of the will 
after such date, by codicil or otherwise, 

(ii) The testator at no time after such 
date has the right to change the provi-
sions of the will which pertain to the 
trust, or 

(iii) No dispositive provision of the 
will is amended by the decedent, by 
codicil or otherwise, within a period 
ending 3 years after such date and the 
decedent is, at the end of such 3-year 
period and at all times thereafter, 
under a mental disability (as defined in 
§ 1.642(c)–2(b)(3)(ii) of this chapter) to 
amend the will by codicil or otherwise. 

(h) For purposes of this subdivision 
(vi) and paragraph (f) of this section, 
the term ‘‘appropriate valuation date’’ 
means the date of death or the alter-
nate valuation date determined pursu-
ant to an election under section 2032. 

(i) For rules relating to certain gov-
erning instrument requirements and to 
the imposition of certain excise taxes 
where the guaranteed annuity interest 
is in trust and for rules governing pay-
ment of private income interests by 
split-interest trusts, see section 
4947(a)(2) and (b)(3)(A), and the regula-
tions thereunder. 

(vii) Unitrust interest. (a) The chari-
table interest is a unitrust interest, 
whether or not such interest is in 
trust. For purposes of this subdivision 
(vii), the term ‘‘unitrust interest’’ 
means the right pursuant to the instru-
ment of transfer to receive payment, 
not less often than annually, of a fixed 
percentage of the net fair market 
value, determined annually, of the 
property which funds the unitrust in-
terest. In computing the net fair mar-
ket value of the property which funds 
the unitrust interest, all assets and li-
abilities shall be taken into account 
without regard to whether particular 
items are taken into account in deter-
mining the income from the property. 
The net fair market value of the prop-
erty which funds the unitrust interest 
may be determined on any one date 
during the year or by taking the aver-
age of valuations made on more than 
one date during the year, provided that 
the same valuation date or dates and 
valuation methods are used each year. 
Where the charitable interest is a 
unitrust interest to be paid by a trust 
and the governing instrument of the 
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trust does not specify the valuation 
date or dates, the trustee shall select 
such date or dates and shall indicate 
his selection on the first return on 
Form 1041 which the trust is required 
to file. Payments under a unitrust in-
terest may be paid for a specified term 
of years or for the life or lives of cer-
tain individuals, each of whom must be 
living at the date of death of the dece-
dent and can be ascertained at such 
date. Only one or more of the following 
individuals may be used as measuring 
lives: the decedent’s spouse, and an in-
dividual who, with respect to all re-
mainder beneficiaries (other than char-
itable organizations described in sec-
tion 170, 2055, or 2522), is either a lineal 
ancestor or the spouse of a lineal an-
cestor of those beneficiaries. A trust 
will satisfy the requirement that all 
noncharitable remainder beneficiaries 
are lineal descendants of the individual 
who is the measuring life, or that indi-
vidual’s spouse, if there is less than a 
15% probability that individuals who 
are not lineal descendants will receive 
any trust corpus. This probability 
must be computed, based on the cur-
rent applicable Life Table contained in 
§ 20.2031–7, as of the date of the dece-
dent’s death taking into account the 
interests of all primary and contingent 
remainder beneficiaries who are living 
at that time. An interest payable for a 
specified term of years can qualify as a 
unitrust interest even if the governing 
instrument contains a savings clause 
intended to ensure compliance with a 
rule against perpetuities. The savings 
clause must utilize a period for vesting 
of 21 years after the deaths of meas-
uring lives who are selected to maxi-
mize, rather than limit, the term of the 
trust. The rule in this paragraph that a 
charitable interest may be payable for 
the life or lives of only certain speci-
fied individuals does not apply in the 
case of a charitable unitrust interest 
payable under a charitable remainder 
trust described in section 664. 

(b) A charitable interest is a unitrust 
interest only if it is a unitrust interest 
in every respect. For example, if the 
charitable interest is the right to re-
ceive from a trust each year a payment 
equal to the lesser of a sum certain or 
a fixed percentage of the net fair mar-
ket value of the trust assets, deter-

mined annually, such interest is not a 
unitrust interest. 

(c) Where a charitable interest in the 
form of a unitrust interest is not in 
trust, the interest will be considered a 
unitrust interest only if it is to be paid 
by an insurance company or by an or-
ganization regularly engaged in issuing 
interests otherwise meeting the re-
quirements of a unitrust interest. 

(d) Where a charitable interest in the 
form of a unitrust interest is in trust, 
the governing instrument of the trust 
may provide that income of the trust 
which is in excess of the amount re-
quired to pay the unitrust interest 
shall be paid to or for the use of a char-
ity. Nevertheless, the amount of the 
deduction under section 2055 shall be 
limited to the fair market value of the 
unitrust interest as determined under 
paragraph (f)(2)(v) of this section. 

(e) Where a charitable interest in the 
form of a unitrust interest is in trust, 
the charitable interest generally is not 
a unitrust interest if any amount may 
be paid by the trust for a private pur-
pose before the expiration of all the 
charitable unitrust interests. There are 
two exceptions to this general rule. 
First, the charitable interest is a 
unitrust interest if the amount payable 
for a private purpose is in the form of 
a unitrust interest and the trust’s gov-
erning instrument does not provide for 
any preference or priority in the pay-
ment of the private unitrust interest as 
opposed to the charitable unitrust in-
terest. Second, the charitable interest 
is a unitrust interest if under the 
trust’s governing instrument the 
amount that may be paid for a private 
purpose is payable only from a group of 
assets that are devoted exclusively to 
private purposes and to which section 
4947(a)(2) is inapplicable by reason of 
section 4947(a)(2)(B). For purposes of 
this paragraph (e)(2)(vii)(e), an amount 
is not paid for a private purpose if it is 
paid for an adequate and full consider-
ation in money or money’s worth. See 
§ 53.4947–1(c) of this chapter for rules re-
lating to the inapplicability of section 
4947(a)(2) to segregated amounts in a 
split-interest trust. 

(f) For rules relating to certain gov-
erning instrument requirements and to 
the imposition of certain excise taxes 
where the unitrust interest is in trust 
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and for rules governing payment of pri-
vate income interests by a split-inter-
est trust, see section 4947(a)(2) and 
(b)(3)(A), and the regulations there-
under. 

(3) Effective date. The provisions of 
this paragraph apply only in the case 
of decedents dying after December 31, 
1969, except that they do not apply— 

(i) In the case of property passing 
under the terms of a will executed on 
or before October 9, 1969— 

(a) If the decedent dies after October 
9, 1969, but before October 9, 1972, with-
out having amended any dispositive 
provision of the will after October 9, 
1969, by codicil or otherwise, 

(b) If the decedent dies after October 
9, 1969, and at no time after that date 
had the right to change the portions of 
the will which pertain to the passing of 
the property to, or for the use of, an or-
ganization described in section 2055(a), 
or 

(c) If no dispositive provision of the 
will is amended by the decedent, by 
codicil or otherwise, after October 9, 
1969, and before October 9, 1972, and the 
decedent is on October 9, 1972, and at 
all times thereafter under a mental dis-
ability (as defined in § 1.642(c)–2(b)(3)(ii) 
of this chapter (Income Tax Regula-
tions)) to amend the will by codicil or 
otherwise, or 

(ii) In the case of property trans-
ferred in trust on or before October 9, 
1969— 

(a) If the decedent dies after October 
9, 1969, but before October 9, 1972, with-
out having amended, after October 9, 
1969, any dispositive provision of the 
instrument governing the disposition 
of the property, 

(b) If the property transferred was an 
irrevocable interest to, or for the use 
of, an organization described in section 
2055(a), or 

(c) If no dispositive provision of the 
instrument governing the disposition 
of the property is amended by the dece-
dent after October 9, 1969, and before 
October 9, 1972, and the decedent is on 
October 9, 1972, and at all times there-
after under a mental disability (as de-
fined in § 1.642(c)–2(b)(3)(ii) of this chap-
ter) to change the disposition of the 
property, and 

(iii) The rule in paragraphs 
(e)(2)(vi)(a) and (vii)(a) of this section 

that guaranteed annuity interests or 
unitrust interests, respectively, may be 
payable for a specified term of years or 
for the life or lives of only certain indi-
viduals is generally effective in the 
case of transfers pursuant to wills and 
revocable trusts where the decedent 
dies on or after April 4, 2000. Two ex-
ceptions from the application of this 
rule in paragraphs (e)(2)(vi)(a) and 
(vii)(a) of this section are provided in 
the case of transfers pursuant to a will 
or revocable trust executed on or be-
fore April 4, 2000. One exception is for a 
decedent who dies on or before July 5, 
2001, without having republished the 
will (or amended the trust) by codicil 
or otherwise. The other exception is for 
a decedent who was on April 4, 2000, 
under a mental disability to change the 
disposition of the decedent’s property, 
and either does not regain competence 
to dispose of such property before the 
date of death, or dies prior to the later 
of: 90 days after the date on which the 
decedent first regains competence, or 
July 5, 2001, without having repub-
lished the will (or amended the trust) 
by codicil or otherwise. If a guaranteed 
annuity interest or unitrust interest 
created pursuant to a will or revocable 
trust where the decedent dies on or 
after April 4, 2000, uses an individual 
other than one permitted in paragraphs 
(e)(2)(vi)(a) and (vii)(a) of this section, 
and the interest does not qualify for 
this transitional relief, the interest 
may be reformed into a lead interest 
payable for a specified term of years. 
The term of years is determined by 
taking the factor for valuing the annu-
ity or unitrust interest for the named 
individual measuring life and identi-
fying the term of years (rounded up to 
the next whole year) that corresponds 
to the equivalent term of years factor 
for an annuity or unitrust interest. For 
example, in the case of an annuity in-
terest payable for the life of an indi-
vidual age 40 at the time of the trans-
fer, assuming an interest rate of 7.4% 
under section 7520, the annuity factor 
from column 1 of Table S(7.4), con-
tained in IRS Publication 1457, Book 
Aleph, for the life of an individual age 
40 is 12.0587 (Publication 1457 is avail-
able from the Superintendent of Docu-
ments, U.S. Government Printing Of-
fice, Washington, DC 20402). Based on 
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Table B(7.4), contained in Publication 
1457, Book Aleph, the factor 12.0587 cor-
responds to a term of years between 31 
and 32 years. Accordingly, the annuity 
interest must be reformed into an in-
terest payable for a term of 32 years. A 
judicial reformation must be com-
menced prior to the later of July 5, 
2001, or the date prescribed by section 
2055(e)(3)(C)(iii). Any judicial reforma-
tion must be completed within a rea-
sonable time after it is commenced. A 
non-judicial reformation is permitted 
if effective under state law, provided it 
is completed by the date on which a ju-
dicial reformation must be com-
menced. In the alternative, if a court, 
in a proceeding that is commenced on 
or before July 5, 2001, declares any 
transfer made pursuant to a will or 
revocable trust where the decedent dies 
on or after April 4, 2000, and on or be-
fore March 6, 2001, null and void ab 
initio, the Internal Revenue Service 
will treat such transfers in a manner 
similar to that described in section 
2055(e)(3)(J). 

(4) Amendment of dispositive provisions. 
For purposes of subparagraphs (2) and 
(3) of this paragraph, an amendment 
shall generally be considered as one 
which amends the dispositive provi-
sions of a will or trust if it results in a 
change in the persons to whom the 
funds are to be given or makes changes 
in the conditions under which the 
funds are given. Examples of amend-
ments which do not amend the disposi-
tive provisions of a will or trust in-
clude the substitution of one fiduciary 
for another to act in the capacity of ex-
ecutor or trustee and the change in the 
name of a legatee or beneficiary by 
reason of the legatee’s or beneficiary’s 
marriage. On the other hand, examples 
of amendments which do amend the 
dispositive provisions of a will or trust 
include an increase or decrease in the 
amount of a general bequest, an 
amendment which increases or de-
creases the power of a trustee to deter-
mine an allocation of income or corpus 
in such a way as to change the bene-
ficiaries of the funds or a beneficiary’s 
share of the funds, or a change in the 
allocation of, or in the right to allo-
cate, receipts and expenditures be-
tween income and principal in such a 
way as to change the beneficiaries of 

the funds or a beneficiary’s share of the 
funds. 

(5) Amendment of wills providing for 
pour-over into trusts. For purposes of 
subparagraphs (2) and (3) of this para-
graph, an amendment of a dispositive 
provision of a trust to which assets are 
to be transferred under a will shall be 
considered a dispositive amendment of 
such will. 

(f) Valuation of charitable interest—(1) 
In general. The amount of the deduc-
tion in the case of a contribution of a 
partial interest in property to which 
this section applies is the fair market 
value of the partial interest at the ap-
propriate valuation date, as defined in 
paragraph (e)(2)(vi)(h) of this section. 
The fair market value of an annuity, 
life estate, term for years, remainder, 
reversion, (or) unitrust interest is its 
present value. 

(2) Certain decedents dying after July 
31, 1969. In the case of a transfer of an 
interest described in subdivision (v), 
(vi), or (vii) of paragraph (e)(2) of this 
section by decedents dying after July 
31, 1969, the present value of such inter-
est is to be determined under the fol-
lowing rules: 

(i) The present value of a remainder 
interest in a charitable remainder an-
nuity trust is to be determined under 
§ 1.664–2(c) of this chapter (Income Tax 
Regulations). 

(ii) The present value of a remainder 
interest in a charitable remainder 
unitrust is to be determined under 
§ 1.664–4 of this chapter. 

(iii) The present value of a remainder 
interest in a pooled income fund is to 
be determined under § 1.642(c)–6 of this 
chapter. 

(iv) The present value of a guaran-
teed annuity interest described in para-
graph (e)(2)(vi) of this section is to be 
determined under § 20.2031–7 or, for cer-
tain prior periods, § 20.2031–7A, except 
that, if the annuity is issued by a com-
pany regularly engaged in the sale of 
annuities, the present value is to be de-
termined under § 20.2031–8. If by reason 
of all the conditions and circumstances 
surrounding a transfer of an income in-
terest in property in trust it appears 
that the charity may not receive the 
beneficial enjoyment of the interest, a 
deduction will be allowed under section 
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2055 only for the minimum amount it is 
evident the charity will receive. 

Example (1). In 1975, B dies bequeathing 
$20,000 in trust with the requirement that a 
designated charity be paid a guaranteed an-
nuity interest (as defined in paragraph 
(e)(2)(vi) of this section) of $4,100 a year, pay-
able annually at the end of each year, for a 
period of 6 years and that the remainder be 
paid to his children. The fair market value of 
an annuity of $4,100 a year for a period of 6 
years is $20,160.93 ($4,100×4.9173), as deter-
mined under Table B in § 20.2031–7A(d). The 
deduction with respect to the guaranteed an-
nuity interest will be limited to $20,000, 
which is the minimum amount it is evident 
the charity will receive. 

Example (2). In 1975, C dies bequeathing 
$40,000 in trust with the requirement that D, 
an individual, and X Charity be paid simulta-
neously guaranteed annuity interests (as de-
fined in paragraph (e)(2)(vi) of this section) 
of $5,000 a year each, payable annually at the 
end of each year, for a period of 5 years and 
that the remainder be paid to C’s children. 
The fair market value of two annuities of 
$5,000 each a year for a period of 5 years is 
$42,124 ([$5,000×4.2124]×2), as determined under 
Table B in § 20.2031–7A(d). The trust instru-
ment provides that in the event the trust 
fund is insufficient to pay both annuities in 
a given year, the trust fund will be evenly di-
vided between the charitable and private an-
nuitants. The deduction with respect to the 
charitable annuity will be limited to $20,000, 
which is the minimum amount it is evident 
the charity will receive. 

Example (3). In 1975, D dies bequeathing 
$65,000 in trust with the requirement that a 
guaranteed annuity interest (as defined in 
paragraph (e)(2)(vi) of this section) of $5,000 a 
year, payable annually at the end of each 
year, be paid to Y Charity for a period of 10 
years and that a guaranteed annuity interest 
(as defined in paragraph (e)(2)(vi) of this sec-
tion) of $5,000 a year, payable annually at the 
end of each year, be paid to W, his widow, 
aged 62, for 10 years or until her prior death. 
The annuities are to be paid simultaneously, 
and the remainder is to be paid to D’s chil-
dren. The fair market value of the private 
annuity is $33,877 ($5,000×6.7754), as deter-
mined pursuant to § 20.2031–7A(c) and by the 
use of factors involving one life and a term 
of years as published in Publication 723A (12– 
70). The fair market value of the charitable 
annuity is $36,800.50 ($5,000×7.3601), as deter-
mined under Table B in § 20.2031–7A(d). It is 
not evident from the governing instrument 
of the trust or from local law that the trust-
ee would be required to apportion the trust 
fund between the widow and charity in the 
event the fund were insufficient to pay both 
annuities in a given year. Accordingly, the 
deduction with respect to the charitable an-
nuity will be limited to $31,123 ($65,000 less 

$33,877 [the value of the private annuity]), 
which is the minimum amount it is evident 
the charity will receive. 

(v) The present value of a unitrust in-
terest described in paragraph (e)(2)(vii) 
of this section is to be determined by 
subtracting the present value of all in-
terests in the transferred property 
other than the unitrust interest from 
the fair market value of the trans-
ferred property. 

(3) Certain decedents dying before Au-
gust 1, 1969. In the case of decedents 
dying before August 1, 1969, the present 
value of an interest described in sub-
paragraph (2) of this paragraph is to be 
determined under § 20.2031–7 except 
that, if the interest is an annuity 
issued by a company regularly engaged 
in the sale of annuities, the present 
value is to be determined under 
§ 20.2031–8. 

(4) Other decedents. The present value 
of an interest not described in para-
graph (f)(2) of this section is to be de-
termined under § 20.2031–7(d) in the case 
of decedents where the valuation date 
of the gross estate is after April 30, 
1999, or under § 20.2031–7A in the case of 
decedents where the valuation date of 
the gross estate is before May 1, 1999. 

(5) Special computations. If the inter-
est transferred is such that its present 
value is to be determined by a special 
computation, a request for a special 
factor, accompanied by a statement of 
the date of birth and sex of each indi-
vidual the duration of whose life may 
affect the value of the interest, and by 
copies of the relevant instruments, 
may be submitted by the fiduciary to 
the Commissioner who may, if condi-
tions permit, supply the factor re-
quested. If the Commissioner furnishes 
the factor, a copy of the letter sup-
plying the factor must be attached to 
the tax return in which the deduction 
is claimed. If the Commissioner does 
not furnish the factor, the claim for de-
duction must be supported by a full 
statement of the computation of the 
present value made in accordance with 
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the principles set forth in this para-
graph. 

[T.D. 6296, 23 FR 4529, June 24, 1958, as 
amended by T.D. 7318, 39 FR 25453, July 11, 
1974, 39 FR 26154, July 17, 1974; T.D. 7340, 40 
FR 1240, Jan. 7, 1975; T.D. 7955, 49 FR 19995, 
May 11, 1984; T.D. 7957, 49 FR 20811, May 17, 
1984; T.D. 8069, 51 FR 1507, Jan. 14, 1986; 51 FR 
5323, Feb. 13, 1986; T.D. 8095, 51 FR 28368, Aug. 
7, 1986; 51 FR 32071, Sept. 9, 1986; T.D 8540, 59 
FR 30103, 30170, June 10, 1994; T.D. 8819, 64 FR 
23222, 23229, Apr. 30, 1999; 64 FR 33196, June 22, 
1999; T.D. 8886, 65 FR 36943, June 12, 2000; T.D. 
8923, 66 FR 1042, Jan. 5, 2001; T.D. 9068, 68 FR 
40131, July 7, 2003] 

§ 20.2055–3 Effect of death taxes and 
administration expenses. 

(a) Death taxes—(1) If under the terms 
of the will or other governing instru-
ments, the law of the jurisdiction 
under which the estate is administered, 
or the law of the jurisdiction imposing 
the particular tax, the Federal estate 
tax, or any estate, succession, legacy, 
or inheritance tax is payable in whole 
or in part out of any property the 
transfer of which would otherwise be 
allowable as a deduction under section 
2055, section 2055(c) provides that the 
sum deductible is the amount of the 
transferred property reduced by the 
amount of the tax. Section 2055(c) in ef-
fect provides that the deduction is 
based on the amount actually available 
for charitable uses, that is, the amount 
of the fund remaining after the pay-
ment of all death taxes. Thus, if $50,000 
is bequeathed for a charitable purpose 
and is subjected to a State inheritance 
tax of $5,000, payable out of the $50,000, 
the amount deductible is $45,000. If a 
life estate is bequeathed to an indi-
vidual with remainder over to a chari-
table organization, and by the local 
law the inheritance tax upon the life 
estate is paid out of the corpus with 
the result that the charitable organiza-
tion will be entitled to receive only the 
amount of the fund less the tax, the de-
duction is limited to the present value, 
as of the date of the testator’s death, of 
the remainder of the fund so reduced. If 
a testator bequeaths his residuary es-
tate, or a portion of it, to charity, and 
his will contains a direction that cer-
tain inheritance taxes, otherwise pay-
able from legacies upon which they 
were imposed, shall be payable out of 
the residuary estate, the deduction 

may not exceed the bequest to charity 
thus reduced pursuant to the direction 
of the will. If a residuary estate, or a 
portion of it, is bequested to charity, 
and by the local law the Federal estate 
tax is payable out of the residuary es-
tate, the deduction may not exceed 
that portion of the residuary estate be-
queathed to charity as reduced by the 
Federal estate tax. The return should 
fully disclose the computation of the 
amount to be deducted. If the amount 
to be deducted is dependent upon the 
amount of any death tax which has not 
been paid before the filing of the re-
turn, there should be submitted with 
the return a computation of that tax. 

(2) It should be noted that if the Fed-
eral estate tax is payable out of a char-
itable transfer so that the amount of 
the transfer otherwise passing to char-
ity is reduced by the amount of the 
tax, the resultant decrease in the 
amount passing to charity will further 
reduce the allowable deduction. In such 
a case, the amount of the charitable 
deduction can be obtained only by a se-
ries of trial-and-error computations, or 
by a formula. If, in addition, inter-
dependent State and Federal taxes are 
involved, the computation becomes 
highly complicated. Examples of meth-
ods of computation of the charitable 
deduction and the marital deduction 
(with which similar problems are en-
countered) in various situations are 
contained in supplemental instructions 
to the estate tax return. 

(3) For the allowance of a deduction 
to a decedent’s estate for certain State 
death taxes imposed upon charitable 
transfers, see section 2053(d) and 
§ 20.2053–9. 

(b) Administration expenses—(1) Defini-
tions—(i) Management expenses. Estate 
management expenses are expenses 
that are incurred in connection with 
the investment of estate assets or with 
their preservation or maintenance dur-
ing a reasonable period of administra-
tion. Examples of these expenses could 
include investment advisory fees, stock 
brokerage commissions, custodial fees, 
and interest. 

(ii) Transmission expenses. Estate 
transmission expenses are expenses 
that would not have been incurred but 
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for the decedent’s death and the con-
sequent necessity of collecting the de-
cedent’s assets, paying the decedent’s 
debts and death taxes, and distributing 
the decedent’s property to those who 
are entitled to receive it. Estate trans-
mission expenses include any adminis-
tration expense that is not a manage-
ment expense. Examples of these ex-
penses could include executor commis-
sions and attorney fees (except to the 
extent of commissions or fees specifi-
cally related to investment, preserva-
tion, or maintenance of the assets), 
probate fees, expenses incurred in con-
struction proceedings and defending 
against will contests, and appraisal 
fees. 

(iii) Charitable share. The charitable 
share is the property or interest in 
property that passed from the decedent 
for which a deduction is allowable 
under section 2055(a) with respect to all 
or part of the property interest. The 
charitable share includes, for example, 
bequests to charitable organizations 
and bequests to a charitable lead 
unitrust or annuity trust, a charitable 
remainder unitrust or annuity trust, 
and a pooled income fund, described in 
section 2055(e)(2). The charitable share 
also includes the income produced by 
the property or interest in property 
during the period of administration if 
the income, under the terms of the gov-
erning instrument or applicable local 
law, is payable to the charitable orga-
nization or is to be added to the prin-
cipal of the property interest passing 
in whole or in part to the charitable or-
ganization. 

(2) Effect of transmission expenses. For 
purposes of determining the charitable 
deduction, the value of the charitable 
share shall be reduced by the amount 
of the estate transmission expenses 
paid from the charitable share. 

(3) Effect of management expenses at-
tributable to the charitable share. For 
purposes of determining the charitable 
deduction, the value of the charitable 
share shall not be reduced by the 
amount of the estate management ex-
penses attributable to and paid from 
the charitable share. Pursuant to sec-
tion 2056(b)(9), however, the amount of 
the allowable charitable deduction 
shall be reduced by the amount of any 
such management expenses that are de-

ducted under section 2053 on the dece-
dent’s federal estate tax return. 

(4) Effect of management expenses not 
attributable to the charitable share. For 
purposes of determining the charitable 
deduction, the value of the charitable 
share shall be reduced by the amount 
of the estate management expenses 
paid from the charitable share but at-
tributable to a property interest not 
included in the charitable share. 

(5) Example. The following example il-
lustrates the application of this para-
graph (b): 

Example. The decedent, who dies in 2000, 
leaves his residuary estate, after the pay-
ment of debts, expenses, and estate taxes, to 
a charitable remainder unitrust that satis-
fies the requirements of section 664(d). Dur-
ing the period of administration, the estate 
incurs estate transmission expenses of 
$400,000. The residue of the estate (the chari-
table share) must be reduced by the $400,000 
of transmission expenses and by the Federal 
and State estate taxes before the present 
value of the remainder interest passing to 
charity can be determined in accordance 
with the provisions of § 1.664–4 of this chap-
ter. Because the estate taxes are payable out 
of the residue, the computation of the estate 
taxes and the allowable charitable deduction 
are interrelated. See paragraph (a)(2) of this 
section. 

(6) Cross reference. See § 20.2056(b)–4(d) 
for additional examples applicable to 
the treatment of administration ex-
penses under this paragraph (b). 

(7) Effective date. The provisions of 
this paragraph (b) apply to estates of 
decedents dying on or after December 
3, 1999. 

[T.D. 6296, 23 FR 4529, June 24, 1958; 25 FR 
14021, Dec. 31, 1960, as amended by T.D. 8846, 
64 FR 67764, Dec. 3, 1999; 64 FR 71022, Dec. 20, 
1999] 

§ 20.2055–4 Disallowance of charitable, 
etc., deductions because of ‘‘prohib-
ited transactions’’ in the case of de-
cedents dying before January 1, 
1970. 

(a) Sections 503(e) and 681(b)(5) pro-
vides that no deduction which would 
otherwise be allowable under section 
2055 for the value of property trans-
ferred by the decedent during his life-
time or by will for religious, chari-
table, scientific, literary, or edu-
cational purposes (including the en-
couragement of art and the prevention 
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of cruelty to children or animals) is al-
lowed if (1) the transfer is made in 
trust, and, for income tax purposes for 
the taxable year of the trust in which 
the transfer is made, the deduction 
otherwise allowable to the trust under 
section 642(c) is limited by section 
681(b)(1) by reason of the trust having 
engaged in a prohibited transaction de-
scribed in section 681(b)(2), or (2) the 
transfer is made to a corporation, com-
munity chest, fund or foundation 
which, for its taxable year in which the 
transfer is made, is not exempt from 
income tax under section 501(a) by rea-
son of having engaged in a prohibited 
transaction described in section 503(c). 

(b) For purposes of section 681(b)(5) 
and section 503(e), the term ‘‘transfer’’ 
includes any gift, contribution, be-
quest, devise, legacy, or other disposi-
tion. In applying such sections for es-
tate tax purposes, a transfer, whether 
made during the decedent’s lifetime or 
by will, is considered as having been 
made at the moment of the decedent’s 
death. 

(c) The income tax regulations con-
tain the rules for the determination of 
the taxable year of the trust for which 
the deduction under section 642(c) is 
limited by section 681(b) and for the de-
termination of the taxable year of the 
organization for which an exemption is 
denied under section 503(a). Generally, 
such taxable year is a taxable year sub-
sequent to the taxable year during 
which the trust or organization has 
been notified by the Commissioner of 
Internal Revenue that it has engaged 
in a prohibited transaction. However, if 
the trust or organization during or 
prior to the taxable year entered into 
the prohibited transaction for the pur-
pose of diverting its corpus or income 
from the charitable or other purposes 
by reason of which it is entitled to a 
deduction or exemption, and the trans-
action involves a substantial part of 
the income or corpus, then the deduc-
tion of the trust under section 642(c) 
for such taxable year is limited by sec-
tion 681(b), or exemption of the organi-
zation for such taxable year is denied 
under section 503(a), whether or not the 
organization has previously received 
notification by the Commissioner of 
Internal Revenue that it is engaged in 
a prohibited transaction. In certain 

cases, the limitation of section 681 or 
503 may be removed or the exemption 
may be reinstated for certain subse-
quent taxable years under the rules set 
forth in the income tax regulations 
under sections 681 and 503. In cases in 
which prior notification by the Com-
missioner of Internal Revenue is not 
required in order to limit the deduction 
of the trust under section 681(d) or to 
deny exemption of the organization 
under section 503, the deduction other-
wise allowable under section 2055 is not 
disallowed in respect of transfers made 
during the same taxable year of the 
trust or organization in which a pro-
hibited transaction occurred or in a 
prior taxable year unless the decedent 
or a member of his family was a party 
to the prohibited transaction. For the 
purpose of the preceding sentence, the 
members of the decedent’s family in-
clude only his brothers and sisters, 
whether by whole or half blood, spouse, 
ancestors, and lineal descendants. 

(d) This section applies only in the 
case of decedents dying before January 
1, 1970. In the case of decedents dying 
after December 31, 1969, see § 20.2055–5. 

[T.D. 6296, 23 FR 4529, June 24, 1958; 25 FR 
14021, Dec. 31, 1960 as amended by T.D. 7318, 
39 FR 25456, July 11, 1974] 

§ 20.2055–5 Disallowance of charitable, 
etc., deductions in the case of dece-
dents dying after December 31, 
1969. 

(a) Organizations subject to section 
507(c) tax. Section 508(d)(1) provides 
that, in the case of decedents dying 
after December 31, 1969, a deduction 
which would otherwise be allowable 
under section 2055 for the value of prop-
erty transferred by the decedent to or 
for the use of an organization upon 
which the tax provided by section 
507(c) has been imposed shall not be al-
lowed if the transfer is made by the de-
cedent after notification is made under 
section 507(a) or if the decedent is a 
substantial contributor (as defined in 
section 507(d)(2)) who dies on or after 
the first day on which action is taken 
by such organization that culminates 
in the imposition of the tax under sec-
tion 507(c). This paragraph does not 
apply if the entire amount of the un-
paid portion of the tax imposed by sec-
tion 507(c) is abated under section 
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507(g) by the Commissioner or his dele-
gate. 

(b) Taxable private foundations, section 
4947 trusts, etc.—(1) In general. Section 
508(d)(2) provides that, in the case of 
decedents dying after December 31, 
1969, a deduction which would other-
wise be allowable under section 2055 for 
the value of property transferred by 
the decedent shall not be allowed if the 
transfer is made to or for the use of— 

(i) A private foundation or a trust de-
scribed in section 4947(a)(2) in a taxable 
year of such organization for which 
such organization fails to meet the 
governing instrument requirements of 
section 508(e) (determined without re-
gard to section 508(e)(2) (B) and (C)), or 

(ii) Any organization in a period for 
which it is not treated as an organiza-
tion described in section 501(c)(3) by 
reason of its failure to give notifica-
tion under section 508(a) of its status 
to the Commissioner. 

For additional rules, see § 1.508–2(b) (1) 
of this chapter (Income Tax Regula-
tions). 

(2) Transfers not covered by section 
508(d)(2)(A)—(i) In general. Any deduc-
tion which would otherwise be allow-
able under section 2055 for the value of 
property transferred by a decedent 
dying after December 31, 1969, will not 
be disallowed under section 508(d)(2)(A) 
and subparagraph (1)(i) of this para-
graph— 

(a) In the case of property passing 
under the terms of a will executed on 
or before October 9, 1969— 

(1) If the decedent dies after October 
9, 1969, but before October 9, 1972, with-
out having amended any dispositive 
provision of the will after October 9, 
1969, by codicil or otherwise, 

(2) If the decedent dies after October 
9, 1969, and at no time after that date 
had the right to change the portions of 
the will which pertain to the passing of 
the property to, or for the use of, an or-
ganization described in section 2055(a), 
or 

(3) If no dispositive provision of the 
will is amended by the decedent, by 
codicil or otherwise, after October 9, 
1969, and before October 9, 1972, and the 
decedent is on October 9, 1972, and at 
all times thereafter under a mental dis-
ability (as defined in § 1.642(c)–2(b)(3)(ii) 

of this chapter) to amend the will by 
codicil or otherwise, or 

(b) In the case of property transferred 
in trust on or before October 9, 1969— 

(1) If the decedent dies after October 
9, 1969, but before October 9, 1972, with-
out having amended, after October 9, 
1969, any dispositive provision of the 
instrument governing the disposition 
of the property, 

(2) If the property transferred was an 
irrevocable interest to, or for the use 
of, an organization described in section 
2055(a), or 

(3) If no dispositive provision of the 
instrument governing the disposition 
of the property is amended by the dece-
dent after October 9, 1969, and before 
October 9, 1972, and the decedent is on 
October 9, 1972, and at all times there-
after under a mental disability (as de-
fined in § 1.642(c)–2(b)(3)(ii) of this chap-
ter) to change the disposition of the 
property. 

(ii) Amendment of dispositive provi-
sions. For purposes of subdivision (i) of 
this subparagraph, the provisions of 
paragraph (e) (4) and (5) of § 20.2055–2 
shall apply in determining whether an 
amendment will be considered as one 
which amends the dispositive provi-
sions of a will or trust. 

(c) Foreign organization with substan-
tial support from foreign sources. Section 
4948(c)(4) provides that, in the case of 
decedents dying after December 31, 
1969, a deduction which would other-
wise be allowable under section 2055 for 
the value of property transferred by 
the decedent to or for the use of a for-
eign organization which has received 
substantially all of its support (other 
than gross investment income) from 
sources without the United States 
shall not be allowed if the transfer is 
made (1) after the date on which the 
Commissioner has published notice 
that he has notified such organization 
that it has engaged in a prohibited 
transaction, or (2) in a taxable year of 
such organization for which it is not 
exempt from taxation under section 
501(a) because it has engaged in a pro-
hibited transaction after December 31, 
1969. 

[T.D. 7318, 39 FR 25456, July 11, 1974] 
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§ 20.2055–6 Disallowance of double de-
duction in the case of qualified ter-
minable interest property. 

No deduction is allowed from the de-
cedent’s gross estate under section 2055 
for property with respect to which a 
deduction is allowed by reason of sec-
tion 2056(b)(7). See section 2056(b)(9) 
and § 20.2056(b)–9. 

[T.D. 8522, 59 FR 9647, Mar. 1, 1994] 

§ 20.2056–0 Table of contents. 
This section lists the captions that 

appear in the regulations under 
§§ 20.2056(a)–1 through 20.2056(d)–3. 

§ 20.2056(a)–1 Marital deduction; in general. 
(a) In general. 
(b) Requirements for marital deduction. 
(1) In general. 
(2) Burden of establishing requisite facts. 
(c) Marital deduction; limitation on aggre-

gate deductions. 
(1) Estates of decedents dying before 1977. 
(2) Estates of decedents dying after Decem-

ber 31, 1976, and before January 1, 1982. 
(3) Estates of decedents dying after Decem-

ber 31, 1981. 
§ 20.2056(a)–2 Marital deduction; deductible in-

terests and nondeductible interests. 
(a) In general. 
(b) Deductible interests. 

§ 20.2056(b)–1 Marital deduction; limitation in 
case of life estate or other ‘‘terminable inter-
est.’’ 
(a) In general. 
(b) Terminable interests. 
(c) Nondeductible terminable interests. 
(d) Exceptions. 
(e) Miscellaneous principles. 
(f) Direction to acquire a terminable inter-

est. 
(g) Examples. 

§ 20.2056(b)–2 Marital deduction; interest in 
unidentified assets. 
(a) In general. 
(b) Application of section 2056(b)(2). 
(c) Interest nondeductible if circumstances 

present. 
(d) Example. 

§ 20.2056(b)–3 Marital deduction; interest of 
spouse conditioned on survival for limited pe-
riod. 
(a) In general. 
(b) Six months’ survival. 
(c) Common disaster. 
(d) Examples. 

§ 20.2056(b)–4 Marital deduction; valuation of 
interest passing to surviving spouse. 
(a) In general. 
(b) Property interest subject to an encum-

brance or obligation. 
(c) Effect of death taxes. 
(d) Remainder interests. 

§ 20.2056(b)–5 Marital deduction; life estate 
with power of appointment in surviving 
spouse. 
(a) In general. 
(b) Specific portion; deductible amount. 
(c) Meaning of specific portion. 
(1) In general. 
(2) Fraction or percentage share. 
(3) Special rule in the case of estates of de-

cedents dying on or before October 24, 1992, 
and certain decedents dying after October 24, 
1992, with wills or revocable trusts executed 
on or prior to that date. 

(4) Local law. 
(5) Examples. 
(d) Meaning of entire interest. 
(e) Application of local law. 
(f) Right to income. 
(g) Power of appointment in surviving 

spouse. 
(h) Requirement of survival for a limited 

period. 
(j) Existence of power in another. 

§ 20.2056(b)–6 Marital deduction; life insurance 
or annuity payments with power of appoint-
ment in surviving spouse. 
(a) In general. 
(b) Specific portion; deductible interest. 
(c) Applicable principles. 
(d) Payments of installments or interest. 
(e) Powers of appointment. 

§ 20.2056(b)–7 Election with respect to life es-
tate for surviving spouse. 
(a) In general. 
(b) Qualified terminable interest property. 
(1) In general. 
(2) Property for which an election may be 

made. 
(3) Persons permitted to make the election. 
(4) Manner and time of making the elec-

tion. 
(c) Protective elections. 
(1) In general. 
(2) Protective election irrevocable. 
(d) Qualifying income interest for life. 
(1) In general. 
(2) Entitled for life to all income. 
(3) Contingent income interests. 
(4) Income between last distribution date 

and spouse’s date of death. 
(5) Pooled income funds. 
(6) Power to distribute principal to spouse. 
(e) Annuities payable from trusts in the 

case of estates of decedents dying on or be-
fore October 24, 1992, and certain decedents 
dying after October 24, 1992, with wills or 
revocable trusts executed on or prior to that 
date. 

(1) In general. 
(2) Deductible interest. 
(3) Distributions permissible only to sur-

viving spouse. 
(4) Applicable interest rate. 
(5) Effective dates. 
(f) Joint and survivor annuities. [Reserved] 
(g) Application of local law. 
(h) Examples. 
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§ 20.2056(b)–8 Special rule for charitable re-
mainder trusts. 
(a) In general. 
(1) Surviving spouse only noncharitable 

beneficiary. 
(2) Interest for life or term of years. 
(3) Payment of state death taxes. 
(b) Charitable trusts where surviving 

spouse is not the only noncharitable bene-
ficiary. 
§ 20.2056(b)–9 Denial of double deduction. 
§ 20.2056(b)–10 Effective dates. 
§ 20.2056(c)–1 Marital deduction; definition of 

passed from the decedent. 
(a) In general. 
(b) Expectant interest in property under 

community property laws. 
§ 20.2056(c)–2 Marital deduction; definition of 

‘‘passed from the decedent to his surviving 
spouse.’’ 
(a) In general. 
(b) Examples. 
(c) Effect of election by surviving spouse. 
(d) Will contests. 
(e) Survivorship. 

§ 20.2056(c)–3 Marital deduction; definition of 
passed from the decedent to a person other 
than his surviving spouse. 

§ 20.2056(d)–1 Marital deduction; special rules 
for marital deduction if surviving spouse is 
not a United States citizen. 

§ 20.2056(d)–2 Marital deduction; effect of dis-
claimers of post-December 31, 1976 transfers. 
(a) Disclaimer by a surviving spouse. 
(b) Disclaimer by a person other than a 

surviving spouse. 
§ 20.2056(d)–3 Marital deduction; effect of dis-

claimers of pre-January 1, 1977 transfers. 
(a) Disclaimers by a surviving spouse. 
(b) Disclaimer by a person other than a 

surviving spouse. 
(1) Decedents dying after October 3, 1966, 

and before January 1, 1977. 
(2) Decedents dying after September 30, 

1963, and before October 4, 1966. 
(3) Decedents dying before October 4, 1966. 

[T.D. 8522, 59 FR 9647, Mar. 1, 1994, as amend-
ed by T. D. 8612, 60 FR 43538, Aug. 22, 1995] 

§ 20.2056(a)–1 Marital deduction; in 
general. 

(a) In general. A deduction is allowed 
under section 2056 from the gross es-
tate of a decedent for the value of any 
property interest which passes from 
the decedent to the decedent’s sur-
viving spouse if the interest is a deduct-
ible interest as defined in § 20.2056(a)–2. 
With respect to decedents dying in cer-
tain years, a deduction is allowed 
under section 2056 only to the extent 
that the total of the deductible inter-
ests does not exceed the applicable lim-
itations set forth in paragraph (c) of 

this section. The deduction allowed 
under section 2056 is referred to as the 
marital deduction. See also sections 
2056(d) and 2056A for special rules appli-
cable in the case of decedents dying 
after November 10, 1988, if the dece-
dent’s surviving spouse is not a citizen 
of the United States at the time of the 
decedent’s death. In such cases, the 
marital deduction may not be allowed 
unless the property passes to a quali-
fied domestic trust as described in sec-
tion 2056A(a). 

(b) Requirements for marital deduc-
tion—(1) In general. To obtain the mar-
ital deduction with respect to any 
property interest, the executor must 
establish the following facts— 

(i) The decedent was survived by a 
spouse (see § 20.2056(c)–2(e)); 

(ii) The property interest passed from 
the decedent to the spouse (see 
§§ 20.2056(b)–5 through 20.2056(b)–8 and 
20.2056(c)–1 through 20.2056(c)–3); 

(iii) The property interest is a deduct-
ible interest (see § 20.2056(a)–2); and 

(iv) The value of the property inter-
est (see § 20.2056(b)–4). 

(2) Burden of establishing requisite 
facts. The executor must provide the 
facts relating to any applicable limita-
tion on the amount of the allowable 
marital deduction under § 20.2056(a)– 
1(c), and must submit proof necessary 
to establish any fact required under 
paragraph (b)(1), including any evi-
dence requested by the district direc-
tor. 

(c) Marital deduction; limitation on ag-
gregate deductions—(1) Estates of dece-
dents dying before 1977. In the case of es-
tates of decedents dying before Janu-
ary 1, 1977, the marital deduction is 
limited to one-half of the value of the 
adjusted gross estate, as that term was 
defined under section 2056(c)(2) prior to 
repeal by the Economic Recovery Tax 
Act of 1981. 

(2) Estates of decedents dying after De-
cember 31, 1976, and before January 1, 
1982— Except as provided in § 2002(d)(1) 
of the Tax Reform Act of 1976 (Pub. L. 
94–455), in the case of decedents dying 
after December 31, 1976, and before Jan-
uary 1, 1982, the marital deduction is 
limited to the greater of— 

(i) $250,000; or 
(ii) One-half of the value of the dece-

dent’s adjusted gross estate, adjusted 
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for intervivos gifts to the spouse as 
prescribed by section 2056(c)(1)(B) prior 
to repeal by the Economic Recovery 
Tax Act of 1981 (Pub. L. 97–34). 

(3) Estates of decedents dying after De-
cember 31, 1981. In the case of estates of 
decedents dying after December 31, 
1981, the marital deduction is limited 
as prescribed in paragraph (c)(2) of this 
section if the provisions of § 403(e)(3) of 
Pub. L. 97–34 are satisfied. 

[T.D. 8522, 59 FR 9648, Mar. 1, 1994] 

§ 20.2056(a)–2 Marital deduction; ‘‘de-
ductible interests’’ and ‘‘nondeduct-
ible interests’’. 

(a) In general. Property interests 
which passed from a decedent to his 
surviving spouse fall within two gen-
eral categories: 

(1) Those with respect to which the 
marital deduction is authorized, and 

(2) Those with respect to which the 
marital deduction is not authorized. 
These categories are referred to in this 
section and other sections of the regu-
lations under section 2056 as ‘‘deduct-
ible interests’’ and ‘‘nondeductible in-
terests’’, respectively (see paragraph 
(b) of this section). Subject to any ap-
plicable limitations set forth in 
§ 20.2056(a)–1(c), the amount of the mar-
ital deduction is the aggregate value of 
the deductible interests. 

(b) Deductible interests. An interest 
passing to a decedent’s surviving 
spouse is a ‘‘deductible interest’’ if it 
does not fall within one of the fol-
lowing categories of ‘‘nondeductible in-
terests’’; 

(1) Any property interest which 
passed from the decedent to his sur-
viving spouse is a ‘‘nondeductible in-
terest’’ to the extent it is not included 
in the decedent’s gross estate. 

(2) If a deduction is allowed under 
section 2053 (relating to deductions for 
expenses and indebtedness) by reason 
of the passing of a property interest 
from the decedent to his surviving 
spouse, such interest is, to the extent 
of the deduction under section 2053, a 
‘‘nondeductible interest.’’ Thus, a prop-
erty interest which passed from the de-
cedent to his surviving spouse in satis-
faction of a deductible claim of the 
spouse against the estate is, to the ex-
tent of the claim, a ‘‘nondeductible in-
terest’’ (see § 20.2056(b)–4). Similarly, 

amounts deducted under section 
2053(a)(2) for commissioners allowed to 
the surviving spouse as executor are 
‘‘nondeductible interests’’. As to the 
valuation, for the purpose of the mar-
ital deduction, of any property interest 
which passed from the decedent to his 
surviving spouse subject to a mortgage 
or other encumbrance, see § 20.2056(b)–4. 

(3) If during settlement of the estate 
a loss deductible under section 2054 oc-
curs with respect to a property inter-
est, then that interest is, to the extent 
of the deductible loss, a ‘‘nondeductible 
interest’’ for the purpose of the marital 
deduction. 

(4) A property interest passing to a 
decedent’s surviving spouse which is a 
‘‘terminable interest’’, as defined in 
§ 20.2056(b)–1, is a ‘‘nondeductible inter-
est’’ to the extent specified in that sec-
tion. 

[T.D. 6296, 23 FR 4529, June 24, 1958; 25 FR 
14021, Dec. 31, 1960, as amended by T.D. 8522, 
59 FR 9649, Mar. 1, 1994] 

§ 20.2056(b)–1 Marital deduction; limi-
tation in case of life estate or other 
‘‘terminable interest’’. 

(a) In general. Section 2056(b) provides 
that no marital deduction is allowed 
with respect to certain property inter-
ests, referred to generally as ‘‘ter-
minable interests’’, passing from a de-
cedent to his surviving spouse. The 
phrase ‘‘terminable interest’’ is defined 
in paragraph (b) of this section. How-
ever, the fact that an interest in prop-
erty passing to a decedent’s surviving 
spouse is a ‘‘terminable interest’’ 
makes it nondeductible only (1) under 
the circumstances described in para-
graph (c) of this section, and (2) if it 
does not come within one of the excep-
tions referred to in paragraph (d) of 
this section. 

(b) Terminable interests. A ‘‘ter-
minable interest’’ in property is an in-
terest which will terminate or fail on 
the lapse of time or on the occurrence 
or the failure to occur of some contin-
gency. Life estates, terms for years, 
annuities, patents, and copyrights are 
therefore terminable interests. How-
ever, a bond, note, or similar contrac-
tual obligation, the discharge of which 
would not have the effect of an annuity 
or a term for years, is not a terminable 
interest. 
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(c) Nondeductible terminable interests. 
(1) A property interest which con-
stitutes a terminable interest, as de-
fined in paragraph (b) of this section, is 
nondeductible if— 

(i) Another interest in the same prop-
erty passed from the decedent to some 
other person for less than an adequate 
and full consideration in money or 
money’s worth, and 

(ii) By reason of its passing, the 
other person or his heirs or assigns 
may possess or enjoy any part of the 
property after the termination or fail-
ure of the spouse’s interest. 

(2) Even though a property interest 
which constitutes a terminable inter-
est is not nondeductible by reason of 
the rules stated in subparagraph (1) of 
this paragraph, such an interest is non-
deductible if— 

(i) The decedent has directed his ex-
ecutor or a trustee to acquire such an 
interest for the decedent’s surviving 
spouse (see further paragraph (f) of this 
section), or 

(ii) Such an interest passing to the 
decedent’s surviving spouse may be 
satisfied out of a group of assets which 
includes a nondeductible interest (see 
further § 20.2056(b)–2. In this case, how-
ever, full nondeductibility may not re-
sult. 

(d) Exceptions. A property interest 
passing to a decedent’s surviving 
spouse is deductible (if it is not other-
wise disqualified under § 20.2056(a)–2) 
even though it is a terminable interest, 
and even though an interest therein 
passed from the decedent to another 
person, if it is a terminable interest 
only because— 

(1) It is conditioned on the spouse’s 
surviving for a limited period, in the 
manner described in § 20.2056(b)–3; 

(2) It is a right to income for life with 
a general power of appointment, meet-
ing the requirements set forth in 
§ 20.2056(b)–5; 

(3) It consists of life insurance or an-
nuity payments held by the insurer 
with a general power of appointment in 
the spouse, meeting the requirements 
set forth in § 20.2056(b)–6; 

(4) It is qualified terminable interest 
property, meeting the requirements set 
forth in § 20.2056(b)–7; or 

(5) It is an interest in a qualified 
charitable remainder trust in which 

the spouse is the only noncharitable 
beneficiary, meeting the requirements 
set forth in § 20.2056(b)–8. 

(e) Miscellaneous principles. (1) In de-
termining whether an interest passed 
from the decedent to some other per-
son, it is immaterial whether interests 
in the same property passed to the de-
cedent’s spouse and another person at 
the same time, or under the same in-
strument. 

(2) In determining whether an inter-
est in the same property passed from 
the decedent both to his surviving 
spouse and to some other person, a dis-
tinction is to be drawn between ‘‘prop-
erty’’, as such term is used in section 
2056, and an ‘‘interest in property’’. The 
term ‘‘property’’ refers to the under-
lying property in which various inter-
ests exist; each such interest is not for 
this purpose to be considered as ‘‘prop-
erty’’. 

(3) Whether or not an interest is non-
deductible because it is a terminable 
interest is to be determined by ref-
erence to the property interests which 
actually passed from the decedent. 
Subsequent conversions of the property 
are immaterial for this purpose. Thus, 
where a decedent bequeathed his estate 
to his wife for life with remainder to 
his children, the interest which passed 
to his wife is a nondeductible interest, 
even though the wife agrees with the 
children to take a fractional share of 
the estate in fee in lieu of the life in-
terest in the whole, or sells the life es-
tate for cash, or acquires the remain-
der interest of the children either by 
purchase or gift. 

(4) The terms passed from the dece-
dent, passed from the decedent to his sur-
viving spouse and passed from the dece-
dent to a person other than his surviving 
spouse are defined in §§ 20.2056(c)–1 
through 20.2056(c)–3. 

(f) Direction to acquire a terminable in-
terest. No marital deduction is allowed 
with respect to a property interest 
which a decedent directs his executor 
or a trustee to covert after his death 
into a terminable interest for his sur-
viving spouse. The marital deduction is 
not allowed even though no interest in 
the property subject to the terminable 
interest passes to another person and 
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even though the interest would other-
wise come within the exceptions de-
scribed in §§ 20.2056(b)–5 and 20.2056(b)–6 
(relating to life estates and life insur-
ance and annuity payments with pow-
ers of appointment). However, a gen-
eral investment power, authorizing in-
vestments in both terminable interests 
and other property, is not a direction 
to invest in a terminable interest. 

(g) Examples. The application of this 
section may be illustrated by the fol-
lowing examples. In each example, it is 
assumed that the executor made no 
election under section 2056(b)(7) (even 
if under the specific facts the election 
would have been available), that any 
property interest passing from the de-
cedent to a person other than the sur-
viving spouse passed for less than full 
and adequate consideration in money 
or money’s worth, and that section 
2056(b)(8) is inapplicable. 

Example (1). H (the decedent) devised real 
property to W (his surviving wife) for life, 
with remainder to A and his heirs. The inter-
est which passed from H to W is a nondeduct-
ible interest since it will terminate upon her 
death and A (or his heirs or assigns) will 
thereafter possess or enjoy the property. 

Example (2). H bequeathed the residue of 
his estate in trust for the benefit of W and A. 
The trust income is to be paid to W for life, 
and upon her death the corpus is to be dis-
tributed to A or his issue. However, if A 
should die without issue, leaving W sur-
viving, the corpus is then to be distributed 
to W. The interest which passed from H to W 
is a nondeductible interest since it will ter-
minate in the event of her death if A or his 
issue survive, and A or his issue will there-
after possess or enjoy the property. 

Example (3). H during his lifetime pur-
chased an annuity contract providing for 
payments to himself for life and then to W 
for life if she should survive him. Upon the 
death of the survivor of H and W, the excess, 
if any, of the cost of the contract over the 
annuity payments theretofore made was to 
be refunded to A. The interest which passed 
from H to W is a nondeductible interest since 
A may possess or enjoy a part of the prop-
erty following the termination of the inter-
est of W. If, however, the contract provided 
for no refund upon the death of the survivor 
of H and W, or provided that any refund was 
to go to the estate of the survivor, then the 
interest which passed from H to W is (to the 
extent it is included in H’s gross estate) a de-
ductible interest. 

Example (4). H, in contemplation of death, 
transferred a residence to A for life with re-
mainder to W provided W survives A, but if 

W predeceases A, the property is to pass to B 
and his heirs. If it is assumed that H died 
during A’s lifetime, and the value of the resi-
dence was included in determining the value 
of his gross estate, the interest which passed 
from H to W is a nondeductible interest since 
it will terminate if W predeceases A and the 
property will thereafter be possessed or en-
joyed by B (or his heirs or assigns). This re-
sult is not affected by B’s assignment of his 
interest during H’s lifetime, whether made in 
favor of W or another person, since the term 
‘‘assigns’’ (as used in section 2056(b)(1)(B)) in-
cludes such an assignee. However, if it is as-
sumed that A predeceased H, the interest of 
B in the property was extinguished, and, 
viewed as of the time of the subsequent 
death of H, the interest which passed from 
him to W is the entire interest in the prop-
erty and, therefore, a deductible interest. 

Example (5). H transferred real property to 
A by gift (reserving the right to the rentals 
of the property for a term of 20 years. H died 
within the 20-year term, bequeathing the 
right to the remaining rentals to a trust for 
the benefit of W. The terms of the trust sat-
isfy the five conditions stated in § 20.2056(b)– 
5, so that the property interest which passed 
in trust is considered to have passed from H 
to W. However, the interest is a nondeduct-
ible interest since it will terminate upon the 
expiration of the term and A will thereafter 
possess or enjoy the property. 

Example (6). H bequeathed a patent to W 
and A as tenants in common. In this case, 
the interest of W will terminate upon the ex-
piration of the term of the patent, but pos-
session or enjoyment of the property by A 
must necessarily cease at the same time. 
Therefore, since A’s possession or enjoyment 
cannot outlast the termination of W’s inter-
est, the latter is a deductible interest. 

Example (7). A decedent bequeathed $100,000 
to his wife, subject to a direction to his ex-
ecutor to use the bequest for the purchase of 
an annuity for the wife. The bequest is a 
nondeductible interest. 

Example (8). Assume that pursuant to local 
law an allowance for support is payable to 
the decedent’s surviving spouse during the 
period of the administration of the dece-
dent’s estate, but that upon her death or re-
marriage during such period her right to any 
further allowance will terminate. Assume 
further that the surviving spouse is sole ben-
eficiary of the decedent’s estate. Under such 
circumstances, the allowance constitutes a 
deductible interest since any part of the al-
lowance not receivable by the surviving 
spouse during her lifetime will pass to her 
estate under the terms of the decedent’s will. 
If, in this example, the decedent bequeathed 
only one-third of his residuary estate to his 
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surviving spouse, then two-thirds of the al-
lowance for support would constitute a non-
deductible terminable interest. 

[T.D. 6296, 23 FR 4529, June 24, 1958; 25 FR 
14021, Dec. 31, 1960, as amended by T.D. 8522, 
59 FR 9649, Mar. 1, 1994] 

§ 20.2056(b)–2 Marital deduction; inter-
est in unidentified assets. 

(a) In general. Section 2056(b)(2) pro-
vides that if an interest passing to a 
decedent’s surviving spouse may be 
satisfied out of assets (or their pro-
ceeds) which include a particular asset 
that would be a nondeductible interest 
if it passed from the decedent to his 
spouse, the value of the interest pass-
ing to the spouse is reduced, for the 
purpose of the marital deduction, by 
the value of the particular asset. 

(b) Application of section 2056(b)(2). In 
order for section 2056(b)(2) to apply, 
two circumstances must coexist, as fol-
lows: 

(1) The property interest which 
passed from the decedent to his sur-
viving spouse must be payable out of a 
group of assets included in the gross es-
tate. Examples of property interests 
payable out of a group of assets are a 
general legacy, a bequest of the residue 
of the decedent’s estate or of a propor-
tion of the residue, and a right to a 
share of the corpus of a trust upon its 
termination. 

(2) The group of assets out of which 
the property interest is payable must 
include one or more particular assets 
which, if passing specifically to the 
surviving spouse, would be nondeduct-
ible interests. Therefore, section 
2056(b)(2) is not applicable merely be-
cause the group of assets includes a 
terminable interest, but would only be 
applicable if the terminable interest 
were nondeductible under the provi-
sions of § 20.2056(b)–1. 

(c) Interest nondeductible if cir-
cumstances present. If both of the cir-
cumstances set forth in paragraph (b) 
of this section are present, the prop-
erty interest payable out of the group 
of assets is (except as to any excess of 
its value over the aggregate value of 
the particular asset or assets which 
would not be deductible if passing spe-
cifically to the surviving spouse) a non-
deductible interest. 

(d) Example. The application of this 
section may be illustrated by the fol-
lowing example: 

Example. A decedent bequeathed one-third 
of the residue of his estate to his wife. The 
property passing under the decedent’s will 
included a right to the rentals of an office 
building for a term of years, reserved by the 
decedent under a deed of the building by way 
of gift to his son. The decedent did not make 
a specific bequest of the right to such rent-
als. Such right, if passing specifically to the 
wife, would be a nondeductible interest (see 
example (5) of paragraph (g) of § 20.2056(b)–1). 
It is assumed that the value of the bequest of 
one-third of the residue of the estate to the 
wife was $85,000, and that the right to the 
rentals was included in the gross estate at a 
value of $60,000. If the decedent’s executor 
had the right under the decedent’s will or 
local law to assign the entire lease in satis-
faction of the bequest, the bequest is a non-
deductible interest to the extent of $60,000. If 
the executor could only assign a one-third 
interest in the lease in satisfaction of the be-
quest, the bequest is a nondeductible inter-
est to the extent of $20,000. If the decedent’s 
will provided that his wife’s bequest could 
not be satisfied with a nondeductible inter-
est, the entire bequest is a deductible inter-
est. If, in this example, the asset in question 
had been foreign real estate not included in 
the decedent’s gross estate, the results would 
be the same. 

[T.D. 6296, 23 FR 4529, June 24, 1958; 25 FR 
14021, Dec. 31, 1960, as amended by T.D. 8522, 
59 FR 9649, Mar. 1, 1994] 

§ 20.2056(b)–3 Marital deduction; inter-
est of spouse conditioned on sur-
vival for limited period. 

(a) In general. Generally, no marital 
deduction is allowable if the interest 
passing to the surviving spouse is a ter-
minable interest as defined in para-
graph (b) of § 20.2056(b)(1). However, sec-
tion 2056(b)(3) provides an exception to 
this rule so as to allow a deduction if 
(1) the only condition under which it 
will terminate is the death of the sur-
viving spouse within 6 months after the 
decedent’s death, or her death as a re-
sult of a common disaster which also 
resulted in the decedent’s death, and 
(2) the condition does not in fact occur. 

(b) Six months’ survival. If the only 
condition which will cause the interest 
taken by the surviving spouse to termi-
nate is the death of the surviving 
spouse and the condition is of such na-
ture that it can occur only within 6 
months following the decedent’s death, 
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the exception provided by section 
2056(b)(3) will apply, provided the con-
dition does not in fact occur. However, 
if the condition (unless it relates to 
death as a result of a common disaster) 
is one which may occur either within 
the 6-month period or thereafter, the 
exception provided by section 2056(b)(3) 
will not apply. 

(c) Common disaster. If a property in-
terest passed from the decedent to his 
surviving spouse subject to the condi-
tion that she does not die as a result of 
a common disaster which also resulted 
in the decedent’s death, the exception 
provided by section 2056(b)(3) will not 
be applied in the final audit of the re-
turn if there is still a possibility that 
the surviving spouse may be deprived 
of the property interest by operation of 
the common disaster provision as given 
effect by the local law. 

(d) Examples. The application of this 
section may be illustrated by the fol-
lowing examples: 

Example (1). A decedent bequeathed his en-
tire estate to his spouse on condition that 
she survive him by 6 months. In the event his 
spouse failed to survive him by 6 months, his 
estate was to go to his niece and her heirs. 
The decedent was survived by his spouse. It 
will be observed that, as of the time of the 
decedent’s death, it was possible that the 
niece would, by reason of the interest which 
passed to her from the decedent possess or 
enjoy the estate after the termination of the 
interest which passed to the spouse. Hence, 
under the general rule set forth in 
§ 20.2056(b)–1, the interest which passed to the 
spouse would be regarded as a nondeductible 
interest. If the surviving spouse in fact died 
within 6 months after the decedent’s death, 
that general rule is to be applied, and the in-
terest which passed to the spouse is a non-
deductible interest. However, if the spouse in 
fact survived the decedent by 6 months, thus 
extinguishing the interest of the niece, the 
case comes within the exception provided by 
section 2056(b)(3), and the interest which 
passed to the spouse is a deductible interest. 
(It is assumed for the purpose of this exam-
ple that no other factor which would cause 
the interest to be nondeductible is present.) 

Example (2). The facts are the same as in 
example (1) except that the will provided 
that the estate was to go to the niece either 
in case the decedent and his spouse should 
both die as a result of a common disaster, or 
in case the spouse should fail to survive the 
decedent by 3 months. It is assumed that the 
decedent was survived by his spouse. In this 
example, the interest which passed from the 
decedent to his surviving spouse is to be re-

garded as a nondeductible interest if the sur-
viving spouse in fact died either within 3 
months after the decedent’s death or as a re-
sult of a common disaster which also re-
sulted in the decedent’s death. However, if 
the spouse in fact survived the decedent by 3 
months, and did not thereafter die as a re-
sult of a common disaster which also re-
sulted in the decedent’s death, the exception 
provided under section 2056(b)(3) will apply 
and the interest will be deductible. 

Example (3). The facts are the same as in 
example (1) except that the will provided 
that the estate was to go to the niece if the 
decedent and his spouse should both die as a 
result of a common disaster and if the spouse 
failed to survive the decedent by 3 months. If 
the spouse in fact survived the decedent by 3 
months, the interest of the niece is extin-
guished, and the interest passing to the 
spouse is a deductible interest. 

Example (4). A decedent devised and be-
queathed his residuary estate to his wife if 
she was living on the date of distribution of 
his estate. The devise and bequest is a non-
deductible interest even though distribution 
took place within 6 months after the dece-
dent’s death and the surviving spouse in fact 
survived the date of distribution. 

§ 20.2056(b)–4 Marital deduction; valu-
ation of interest passing to sur-
viving spouse. 

(a) In general. The value, for the pur-
pose of the marital deduction, of any 
deductible interest which passed from 
the decedent to his surviving spouse is 
to be determined as of the date of the 
decedent’s death, except that if the ex-
ecutor elects the alternate valuation 
method under section 2032 the valu-
ation is to be determined as of the date 
of the decedent’s death but with the 
adjustment described in paragraph 
(a)(3) of § 20.2032–1. The marital deduc-
tion may be taken only with respect to 
the net value of any deductible interest 
which passed from the decedent to his 
surviving spouse, the same principles 
being applicable as if the amount of a 
gift to the spouse were being deter-
mined. 

(b) Property interest subject to an en-
cumbrance or obligation. If a property 
interest passed from the decedent to 
his surviving spouse subject to a mort-
gage or other encumbrance, or if an ob-
ligation is imposed upon the surviving 
spouse by the decedent in connection 
with the passing of a property interest, 
the value of the property interest is to 
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be reduced by the amount of the mort-
gage, other encumbrance, or obliga-
tion. However, if under the terms of 
the decedent’s will or under local law 
the executor is required to discharge, 
out of other assets of the decedent’s es-
tate, a mortgage or other encumbrance 
on property passing from the decedent 
to his surviving spouse, or is required 
to reimburse the surviving spouse for 
the amount of the mortgage or other 
encumbrance, the payment or reim-
bursement constitutes an additional 
interest passing to the surviving 
spouse. The passing of a property inter-
est subject to the imposition of an obli-
gation by the decedent does not include 
a bequest, devise, or transfer in lieu of 
dower, curtesy, or of a statutory estate 
created in lieu of dower or curtesy, or 
of other marital rights in the dece-
dent’s property or estate. The passing 
of a property interest subject to the 
imposition of an obligation by the de-
cedent does, however, include a be-
quest, etc., in lieu of the interest of his 
surviving spouse under community 
property laws unless such interest was, 
immediately prior to the decedent’s 
death, a mere expectancy. The fol-
lowing examples are illustrative of 
property interests which passed from 
the decedent to his surviving spouse 
subject to the imposition of an obliga-
tion by the decedent: 

Example (1). A decedent devised a residence 
valued at $25,000 to his wife, with a direction 
that she pay $5,000 to his sister. For the pur-
pose of the marital deduction, the value of 
the property interest passing to the wife is 
only $20,000. 

Example (2). A decedent devised real prop-
erty to his wife in satisfaction of a debt 
owing to her. The debt is a deductible claim 
under section 2053. Since the wife is obli-
gated to relinquish the claim as a condition 
to acceptance of the devise, the value of the 
devise is, for the purpose of the marital de-
duction, to be reduced by the amount of the 
claim. 

Example (3). A decedent bequeathed certain 
securities to his wife in lieu of her interest 
in property held by them as community 
property under the law of the State of their 
residence. The wife elected to relinquish her 
community property interest and to take the 
bequest. For the purpose of the marital de-
duction, the value of the bequest is to be re-
duced by the value of the community prop-
erty interest relinquished by the wife. 

(c) Effect of death taxes. (1) In the de-
termination of the value of any prop-
erty interest which passed from the de-
cedent to his surviving spouse, there 
must be taken into account the effect 
which the Federal estate tax, or any 
estate, succession, legacy, or inherit-
ance tax, has upon the net value to the 
surviving spouse of the property inter-
est. 

(2) For example, assume that the 
only bequest to the surviving spouse is 
$100,000 and the spouse is required to 
pay a State inheritance tax in the 
amount of $1,500. If no other death 
taxes affect the net value of the be-
quest, the value, for the purpose of the 
marital deduction, is $98,500. 

(3) As another example, assume that 
a decedent devised real property to his 
wife having a value for Federal estate 
tax purposes of $100,000 and also be-
queathed to her a nondeductible inter-
est for life under a trust. The State of 
residence valued the real property at 
$90,000 and the life interest at $30,000, 
and imposed an inheritance tax (at 
graduated rates) of $4,800 with respect 
to the two interests. If it is assumed 
that the inheritance tax on the devise 
is required to be paid by the wife, the 
amount of tax to be ascribed to the de-
vise is: 

(90,000÷120,000)×$4,800=$3,600. 

Accordingly, if no other death taxes af-
fect the net value of the bequest, the 
value, for the purpose of the marital 
deduction, is $100,000 less $3,600, or 
$96,400. 

(4) If the decedent bequeaths his re-
siduary estate, or a portion of it, to his 
surviving spouse, and his will contains 
a direction that all death taxes shall be 
payable out of the residuary estate, the 
value of the bequest, for the purpose of 
the marital deduction, is based upon 
the amount of the residue as reduced 
pursuant to such direction, if the resid-
uary estate, or a portion of it, is be-
queathed to the surviving spouse, and 
by the local law the Federal estate tax 
is payable out of the residuary estate, 
the value of the bequest, for the pur-
pose of the marital deduction, may not 
exceed its value as reduced by the Fed-
eral estate tax. Methods of computing 
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the deduction, under such cir-
cumstances, are set forth in supple-
mental instructions to the estate tax 
return. 

(d) Effect of administration expenses— 
(1) Definitions—(i) Management expenses. 
Estate management expenses are ex-
penses that are incurred in connection 
with the investment of estate assets or 
with their preservation or maintenance 
during a reasonable period of adminis-
tration. Examples of these expenses 
could include investment advisory fees, 
stock brokerage commissions, custo-
dial fees, and interest. 

(ii) Transmission expenses. Estate 
transmission expenses are expenses 
that would not have been incurred but 
for the decedent’s death and the con-
sequent necessity of collecting the de-
cedent’s assets, paying the decedent’s 
debts and death taxes, and distributing 
the decedent’s property to those who 
are entitled to receive it. Estate trans-
mission expenses include any adminis-
tration expense that is not a manage-
ment expense. Examples of these ex-
penses could include executor commis-
sions and attorney fees (except to the 
extent of commissions or fees specifi-
cally related to investment, preserva-
tion, or maintenance of the assets), 
probate fees, expenses incurred in con-
struction proceedings and defending 
against will contests, and appraisal 
fees. 

(iii) Marital share. The marital share 
is the property or interest in property 
that passed from the decedent for 
which a deduction is allowable under 
section 2056(a). The marital share in-
cludes the income produced by the 
property or interest in property during 
the period of administration if the in-
come, under the terms of the governing 
instrument or applicable local law, is 
payable to the surviving spouse or is to 
be added to the principal of the prop-
erty interest passing to, or for the ben-
efit of, the surviving spouse. 

(2) Effect of transmission expenses. For 
purposes of determining the marital 
deduction, the value of the marital 
share shall be reduced by the amount 
of the estate transmission expenses 
paid from the marital share. 

(3) Effect of management expenses at-
tributable to the marital share. For pur-
poses of determining the marital de-

duction, the value of the marital share 
shall not be reduced by the amount of 
the estate management expenses at-
tributable to and paid from the marital 
share. Pursuant to section 2056(b)(9), 
however, the amount of the allowable 
marital deduction shall be reduced by 
the amount of any such management 
expenses that are deducted under sec-
tion 2053 on the decedent’s Federal es-
tate tax return. 

(4) Effect of management expenses not 
attributable to the marital share. For pur-
poses of determining the marital de-
duction, the value of the marital share 
shall be reduced by the amount of the 
estate management expenses paid from 
the marital share but attributable to a 
property interest not included in the 
marital share. 

(5) Examples. The following examples 
illustrate the application of this para-
graph (d): 

Example 1. The decedent dies after 2006 hav-
ing made no lifetime gifts. The decedent 
makes a bequest of shares of ABC Corpora-
tion stock to the decedent’s child. The be-
quest provides that the child is to receive 
the income from the shares from the date of 
the decedent’s death. The value of the be-
queathed shares on the decedent’s date of 
death is $3,000,000. The residue of the estate 
is bequeathed to a trust for which the execu-
tor properly makes an election under section 
2056(b)(7) to treat as qualified terminable in-
terest property. The value of the residue on 
the decedent’s date of death, before the pay-
ment of administration expenses and Federal 
and State estate taxes, is $6,000,000. Under 
applicable local law, the executor has the 
discretion to pay administration expenses 
from the income or principal of the residuary 
estate. All estate taxes are to be paid from 
the residue. The State estate tax equals the 
State death tax credit available under sec-
tion 2011. 

During the period of administration, the 
estate incurs estate transmission expenses of 
$400,000, which the executor charges to the 
residue. For purposes of determining the 
marital deduction, the value of the residue is 
reduced by the Federal and State estate 
taxes and by the estate transmission ex-
penses. If the transmission expenses are de-
ducted on the Federal estate tax return, the 
marital deduction is $3,500,000 ($6,000,000 
minus $400,000 transmission expenses and 
minus $2,100,000 Federal and State estate 
taxes). If the transmission expenses are de-
ducted on the estate’s Federal income tax re-
turn rather than on the estate tax return, 
the marital deduction is $3,011,111 ($6,000,000 
minus $400,000 transmission expenses and 
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minus $2,588,889 Federal and State estate 
taxes). 

Example 2. The facts are the same as in Ex-
ample 1, except that, instead of incurring es-
tate transmission expenses, the estate incurs 
estate management expenses of $400,000 in 
connection with the residue property passing 
for the benefit of the spouse. The executor 
charges these management expenses to the 
residue. In determining the value of the res-
idue passing to the spouse for marital deduc-
tion purposes, a reduction is made for Fed-
eral and State estate taxes payable from the 
residue but no reduction is made for the es-
tate management expenses. If the manage-
ment expenses are deducted on the estate’s 
income tax return, the net value of the prop-
erty passing to the spouse is $3,900,000 
($6,000,000 minus $2,100,000 Federal and State 
estate taxes). A marital deduction is claimed 
for that amount, and the taxable estate is 
$5,100,000. 

Example 3. The facts are the same as in Ex-
ample 1, except that the estate management 
expenses of $400,000 are incurred in connec-
tion with the bequest of ABC Corporation 
stock to the decedent’s child. The executor 
charges these management expenses to the 
residue. For purposes of determining the 
marital deduction, the value of the residue is 
reduced by the Federal and State estate 
taxes and by the management expenses. The 
management expenses reduce the value of 
the residue because they are charged to the 
property passing to the spouse even though 
they were incurred with respect to stock 
passing to the child. If the management ex-
penses are deducted on the estate’s Federal 
income tax return, the marital deduction is 
$3,011,111 ($6,000,000 minus $400,000 manage-
ment expenses and minus $2,588,889 Federal 
and State estate taxes). If the management 
expenses are deducted on the estate’s Fed-
eral estate tax return, rather than on the es-
tate’s Federal income tax return, the mar-
ital deduction is $3,500,000 ($6,000,000 minus 
$400,000 management expenses and minus 
$2,100,000 in Federal and State estate taxes). 

Example 4. The decedent, who dies in 2000, 
has a gross estate of $3,000,000. Included in 
the gross estate are proceeds of $150,000 from 
a policy insuring the decedent’s life and pay-
able to the decedent’s child as beneficiary. 
The applicable credit amount against the tax 
was fully consumed by the decedent’s life-
time gifts. Applicable State law requires the 
child to pay any estate taxes attributable to 
the life insurance policy. Pursuant to the de-
cedent’s will, the rest of the decedent’s es-
tate passes outright to the surviving spouse. 
During the period of administration, the es-
tate incurs estate management expenses of 
$150,000 in connection with the property pass-
ing to the spouse. The value of the property 
passing to the spouse is $2,850,000 ($3,000,000 
less the insurance proceeds of $150,000 pass-
ing to the child). For purposes of deter-

mining the marital deduction, if the man-
agement expenses are deducted on the es-
tate’s income tax return, the marital deduc-
tion is $2,850,000 ($3,000,000 less $150,000) and 
there is a resulting taxable estate of $150,000 
($3,000,000 less a marital deduction of 
$2,850,000). Suppose, instead, the manage-
ment expenses of $150,000 are deducted on the 
estate’s estate tax return under section 2053 
as expenses of administration. In such a situ-
ation, claiming a marital deduction of 
$2,850,000 would be taking a deduction for the 
same $150,000 in property under both sections 
2053 and 2056 and would shield from estate 
taxes the $150,000 in insurance proceeds pass-
ing to the decedent’s child. Therefore, in ac-
cordance with section 2056(b)(9), the marital 
deduction is limited to $2,700,000, and the re-
sulting taxable estate is $150,000. 

Example 5. The decedent dies after 2006 hav-
ing made no lifetime gifts. The value of the 
decedent’s residuary estate on the decedent’s 
date of death is $3,000,000, before the pay-
ment of administration expenses and Federal 
and State estate taxes. The decedent’s will 
provides a formula for dividing the dece-
dent’s residuary estate between two trusts to 
reduce the estate’s Federal estate taxes to 
zero. Under the formula, one trust, for the 
benefit of the decedent’s child, is to be fund-
ed with that amount of property equal in 
value to so much of the applicable exclusion 
amount under section 2010 that would reduce 
the estate’s Federal estate tax to zero. The 
other trust, for the benefit of the surviving 
spouse, satisfies the requirements of section 
2056(b)(7) and is to be funded with the re-
maining property in the estate. The State es-
tate tax equals the State death tax credit 
available under section 2011. During the pe-
riod of administration, the estate incurs 
transmission expenses of $200,000. The trans-
mission expenses of $200,000 reduce the value 
of the residue to $2,800,000. If the trans-
mission expenses are deducted on the Fed-
eral estate tax return, then the formula di-
vides the residue so that the value of the 
property passing to the child’s trust is 
$1,000,000 and the value of the property pass-
ing to the marital trust is $1,800,000. The al-
lowable marital deduction is $1,800,000. The 
applicable exclusion amount shields from 
Federal estate tax the entire $1,000,000 pass-
ing to the child’s trust so that the amount of 
Federal and State estate taxes is zero. Alter-
natively, if the transmission expenses are de-
ducted on the estate’s Federal income tax re-
turn, the formula divides the residue so that 
the value of the property passing to the 
child’s trust is $800,000 and the value of the 
property passing to the marital trust is 
$2,000,000. The allowable marital deduction is 
$2,000,000. The applicable exclusion amount 
shields from Federal estate tax the entire 
$800,000 passing to the child’s trust so that 
the amount of Federal and State estate taxes 
remains zero. 
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Example 6. The facts are the same as in Ex-
ample 5, except that the decedent’s will pro-
vides that the child’s trust is to be funded 
with that amount of property equal in value 
to the applicable exclusion amount under 
section 2010 allowable to the decedent’s es-
tate. The residue of the estate, after the pay-
ment of any debts, expenses, and Federal and 
State estate taxes, is to pass to the marital 
trust. The applicable exclusion amount in 
this case is $1,000,000, so the value of the 
property passing to the child’s trust is 
$1,000,000. After deducting the $200,000 of 
transmission expenses, the residue of the es-
tate is $1,800,000 less any estate taxes. If the 
transmission expenses are deducted on the 
Federal estate tax return, the allowable mar-
ital deduction is $1,800,000, the taxable estate 
is zero, and the Federal and State estate 
taxes are zero. Alternatively, if the trans-
mission expenses are deducted on the es-
tate’s Federal income tax return, the net 
value of the property passing to the spouse is 
$1,657,874 ($1,800,000 minus $142,106 estate 
taxes). A marital deduction is claimed for 
that amount, the taxable estate is $1,342,106, 
and the Federal and State estate taxes total 
$142,106. 

Example 7. The decedent, who dies in 2000, 
makes an outright pecuniary bequest of 
$3,000,000 to the decedent’s surviving spouse, 
and the residue of the estate, after the pay-
ment of all debts, expenses, and Federal and 
State estate taxes, passes to the decedent’s 
child. Under the terms of the governing in-
strument and applicable local law, a bene-
ficiary of a pecuniary bequest is not entitled 
to any income on the bequest. During the pe-
riod of administration, the estate pays es-
tate transmission expenses from the income 
earned by the property that will be distrib-
uted to the surviving spouse in satisfaction 
of the pecuniary bequest. The income earned 
on this property is not part of the marital 
share. Therefore, the allowable marital de-
duction is $3,000,000, unreduced by the 
amount of the estate transmission expenses. 

(6) Effective date. The provisions of 
this paragraph (d) apply to estates of 
decedents dying on or after December 
3, 1999. 

(e) Remainder interests. If the income 
from property is made payable to an-
other individual for life, or for a term 
of years, with remainder absolutely to 
the surviving spouse or to her estate, 
the marital deduction is based upon 
the present value of the remainder. The 
present value of the remainder is to be 
determined in accordance with the 
rules stated in § 20.2031–7. For example, 
if the surviving spouse is to receive 
$50,000 upon the death of a person aged 
31 years, the present value of the re-

mainder is $14,466. If the remainder is 
such that its value is to be determined 
by a special computation (see para-
graph (b) of § 20.2031–7), a request for a 
specific factor may be submitted to the 
Commissioner. The request should be 
accompanied by a statement of the 
date of birth of each person, the dura-
tion of whose life may affect the value 
of the remainder, and copies of the rel-
evant instruments. The Commissioner 
may, if conditions permit, supply the 
factor requested. If the Commissioner 
does not furnish the factor, the claim 
for deduction must be supported by a 
full statement of the computation of 
the present value made in accordance 
with the principles set forth in the ap-
plicable paragraphs of § 20.2031–7. 

[T.D. 6296, 23 FR 4529, June 24, 1958; 25 FR 
14021, Dec. 31, 1960, as amended by T.D. 8522, 
59 FR 9649, Mar. 1, 1994; T.D. 8540, 59 FR 30103, 
June 10, 1994; T.D. 8846, 64 FR 67765, Dec. 3, 
1999; 64 FR 71022, Dec. 20, 1999] 

§ 20.2056(b)–5 Marital deduction; life 
estate with power of appointment 
in surviving spouse. 

(a) In general. Section 2056(b)(5) pro-
vides that if an interest in property 
passes from the decedent to his sur-
viving spouse (whether or not in trust) 
and the spouse is entitled for life to all 
the income from the entire interest or 
all the income from a specific portion 
of the entire interest, with a power in 
her to appoint the entire interest or 
the specific portion, the interest which 
passes to her is a deductible interest, 
to the extent that it satisfies all five of 
the conditions set forth below (see 
paragraph (b) of this section if one or 
more of the conditions is satisfied as to 
only a portion of the interest): 

(1) The surviving spouse must be en-
titled for life to all of the income from 
the entire interest or a specific portion 
of the entire interest, or to a specific 
portion of all the income from the en-
tire interest. 

(2) The income payable to the sur-
viving spouse must be payable annu-
ally or at more frequent intervals. 

(3) The surviving spouse must have 
the power to appoint the entire inter-
est or the specific portion to either 
herself or her estate. 

(4) The power in the surviving spouse 
must be exercisable by her alone and 
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(whether exercisable by will or during 
life) must be exercisable in all events. 

(5) The entire interest or the specific 
portion must not be subject to a power 
in any other person to appoint any part 
to any person other than the surviving 
spouse. 

(b) Specific portion; deductible amount. 
If either the right to income or the 
power of appointment passing to the 
surviving spouse pertains only to a spe-
cific portion of a property interest 
passing from the decedent, the marital 
deduction is allowed only to the extent 
that the rights in the surviving spouse 
meet all of the five conditions de-
scribed in paragraph (a) of this section. 
While the rights over the income and 
the power must coexist as to the same 
interest in property, it is not necessary 
that the rights over the income or the 
power as to such interest be in the 
same proportion. However, if the rights 
over income meeting the required con-
ditions set forth in paragraph (a) (1) 
and (2) of the section extend over a 
smaller share of the property interest 
than the share with respect to which 
the power of appointment requirements 
set forth in paragraph (a) (3) through 
(5) of this section are satisfied, the de-
ductible interest is limited to the 
smaller share. Correspondingly, if a 
power of appointment meeting all the 
requirements extends to a smaller por-
tion of the property interest than the 
portion over which the income rights 
pertain, the deductible interest cannot 
exceed the value of the portion to 
which such power of appointment ap-
plies. Thus, if the decedent leaves to 
his surviving spouse the right to re-
ceive annually all of the income from a 
particular property interest and a 
power of appointment meeting the 
specifications prescribed in paragraph 
(a) (3) through (5) of this section as to 
only one-half of the property interest, 
then only one-half of the property in-
terest is treated as a deductible inter-
est. Correspondingly, if the income in-
terest of the spouse satisfying the re-
quirements extends to only one-fourth 
of the property interest and a testa-
mentary power of appointment satis-
fying the requirements extends to all 
of the property interest, then only one- 
fourth of the interest in the spouse 
qualifies as a deductible interest. Fur-

ther, if the surviving spouse has no 
right to income from a specific portion 
of a property interest but a testa-
mentary power of appointment which 
meets the necessary conditions over 
the entire interest, then none of the in-
terest qualifies for the deduction. In 
addition, if, from the time of the dece-
dent’s death, the surviving spouse has 
a power of appointment meeting all of 
the required conditions over three- 
fourths of the entire property interest 
and the prescribed income rights over 
the entire interest, but with a power in 
another person to appoint one-half of 
the entire interest, the value of the in-
terest in the surviving spouse over only 
one-half of the property interest will 
qualify as a deductible interest. 

(c) Meaning of specific portion—(1) In 
general. Except as provided in para-
graphs (c)(2) and (c)(3) of this section, a 
partial interest in property is not 
treated as a specific portion of the en-
tire interest. In addition, any specific 
portion of an entire interest in prop-
erty is nondeductible to the extent the 
specific portion is subject to invasion 
for the benefit of any person other than 
the surviving spouse, except in the case 
of a deduction allowable under section 
2056(b)(5), relating to the exercise of a 
general power of appointment by the 
surviving spouse. 

(2) Fraction or percentage share. Under 
section 2056(b)(10), a partial interest in 
property is treated as a specific portion 
of the entire interest if the rights of 
the surviving spouse in income, and the 
required rights as to the power de-
scribed in § 20.2056(b)–5(a), constitute a 
fractional or percentage share of the 
entire property interest, so that the 
surviving spouse’s interest reflects its 
proportionate share of the increase or 
decrease in the value of the entire 
property interest to which the income 
rights and the power relate. Thus, if 
the spouse’s right to income and the 
spouse’s power extend to a specified 
fraction or percentage of the property, 
or the equivalent, the interest is in a 
specific portion of the property. In ac-
cordance with paragraph (b) of this sec-
tion, if the spouse has the right to re-
ceive the income from a specific por-
tion of the trust property (after apply-
ing paragraph (c)(3) of this section) but 
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has a power of appointment over a dif-
ferent specific portion of the property 
(after applying paragraph (c)(3) of this 
section), the marital deduction is lim-
ited to the lesser specific portion. 

(3) Special rule in the case of estates of 
decedents dying on or before October 24, 
1992, and certain decedents dying after 
October 24, 1992, with wills or revocable 
trusts executed on or prior to that date. 
(i) In the case of estates of decedents 
within the purview of the effective date 
and transitional rules contained in 
paragraphs (c)(3) (ii) and (iii) of this 
section: 

(A) A specific sum payable annually, 
or at more frequent intervals, out of 
the property and its income that is not 
limited by the income of the property 
is treated as the right to receive the in-
come from a specific portion of the 
property. The specific portion, for pur-
poses of paragraph (c)(2) of this section, 
is the portion of the property that, as-
suming the interest rate generally ap-
plicable for the valuation of annuities 
at the time of the decedent’s death, 
would produce income equal to such 
payments. However, a pecuniary 
amount payable annually to a sur-
viving spouse is not treated as a right 
to the income from a specific portion 
of the trust property for purposes of 
this paragraph (c)(3)(i)(A) if any person 
other than the surviving spouse may 
receive, during the surviving spouse’s 
lifetime, any distribution of the prop-
erty. To determine the applicable in-
terest rate for valuing annuities, see 
sections 2031 and 7520 and the regula-
tions under those sections. 

(B) The right to appoint a pecuniary 
amount out of a larger fund (or trust 
corpus) is considered the right to ap-
point a specific portion of such fund or 
trust for purposes of paragraph (c)(2) in 
an amount equal to such pecuniary 
amount. 

(ii) The rules contained in paragraphs 
(c)(3)(i) (A) and (B) of this section 
apply with respect to estates of dece-
dents dying on or before October 24, 
1992. 

(iii) The rules contained in para-
graphs (c)(3)(i) (A) and (B) of this sec-
tion apply in the case of decedents 
dying after October 24, 1992, if property 
passes to the spouse pursuant to a will 
or revocable trust agreement executed 

on or before October 24, 1992, and ei-
ther— 

(A) On that date, the decedent was 
under a mental disability to change the 
disposition of the property and did not 
regain competence to dispose of such 
property before the date of death; or 

(B) The decedent dies prior to Octo-
ber 24, 1995. 

(iv) Notwithstanding paragraph 
(c)(3)(iii) of this section, paragraphs 
(c)(3)(i) (A) and (B) of this section do 
not apply if the will or revocable trust 
is amended after October 24, 1992, in 
any respect that increases the amount 
of the transfer qualifying for the mar-
ital deduction or alters the terms by 
which the interest so passes to the sur-
viving spouse of the decedent. 

(4) Local law. A partial interest in 
property is treated as a specific portion 
of the entire interest if it is shown that 
the surviving spouse has rights under 
local law that are identical to those 
the surviving spouse would have ac-
quired had the partial interest been ex-
pressed in terms satisfying the require-
ments of paragraph (c)(2) (or paragraph 
(c)(3) if applicable) of this section. 

(5) Examples. The following examples 
illustrate the application of paragraphs 
(a) through (c)(4) of this section: 

Example 1. Spouse entitled to the lesser of an 
annuity or a fraction of trust income. The dece-
dent, D, died prior to October 24, 1992. D be-
queathed in trust 500 identical shares of X 
company stock, valued for estate tax pur-
poses at $500,000. The trust provides that dur-
ing the lifetime of D’s spouse, S, the trustee 
is to pay annually to S the lesser of one-half 
of the trust income or $20,000. Any trust in-
come not paid to S is to be accumulated in 
the trust and may not be distributed during 
S’s lifetime. S has a testamentary general 
power of appointment over the entire trust 
principal. The applicable interest rate for 
valuing annuities as of D’s date of death 
under section 7520 is 10 percent. For purposes 
of paragraphs (a) through (c) of this section, 
S is treated as receiving all of the income 
from the lesser of— 

(i) One half of the stock ($250,000); or 
(ii) $200,000, the specific portion of the 

stock which, as determined in accordance 
with § 20.2056(b)–5(c)(3)(i)(A), would produce 
annual income of $20,000 (20,000/.10). Accord-
ingly, the marital deduction is limited to 
$200,000 (200,000/500,000 or 2⁄5 of the value of 
the trust). 

Example 2. Spouse possesses power and in-
come interest over different specific portions of 
trust. The facts are the same as in Example 1 
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except that S’s testamentary general power 
of appointment is exercisable over only 1⁄4 of 
the trust principal. Consequently, under sec-
tion 2056(b)(5), the marital deduction is al-
lowable only for the value of 1⁄4 of the trust 
($125,000); i.e., the lesser of the value of the 
portion with respect to which S is deemed to 
be entitled to all of the income (2⁄5 of the 
trust or $200,000), or the value of the portion 
with respect to which S possesses the req-
uisite power of appointment (1⁄4 of the trust 
or $125,000). 

Example 3. Power of appointment over pecu-
niary amount. The decedent, D, died prior to 
October 24, 1992. D bequeathed property val-
ued at $400,000 for estate tax purposes in 
trust. The trustee is to pay annually to D’s 
spouse, S, one-fourth of the trust income. 
Any trust income not paid to S is to be accu-
mulated in the trust and may not be distrib-
uted during S’s lifetime. The will gives S a 
testamentary general power of appointment 
over the sum of $160,000. Because D died prior 
to October 24, 1992, S’s power of appointment 
over $160,000 is treated as a power of appoint-
ment over a specific portion of the entire 
trust interest. The marital deduction allow-
able under section 2056(b)(5) is limited to 
$100,000; that is, the lesser of— 

(1) The value of the trust corpus ($400,000); 
(2) The value of the trust corpus over 

which S has a power of appointment 
($160,000); or 

(3) That specific portion of the trust with 
respect to which S is entitled to all the in-
come ($100,000). 

Example 4. Power of appointment over shares 
of stock constitutes a power over a specific por-
tion. Under D’s will, 250 shares of Y company 
stock were bequeathed in trust pursuant to 
which all trust income was payable annually 
to S, D’s spouse, for life. S was given a testa-
mentary general power of appointment over 
100 shares of stock. The trust provides that if 
the trustee sells the Y company stock, S’s 
general power of appointment is exercisable 
with respect to the sale proceeds or the prop-
erty in which the proceeds are reinvested. 
Because the amount of property represented 
by a single share of stock would be altered if 
the corporation split its stock, issued stock 
dividends, made a distribution of capital, 
etc., a power to appoint 100 shares at the 
time of S’s death is not necessarily a power 
to appoint the entire interest that the 100 
shares represented on the date of D’s death. 
If it is shown that, under local law, S has a 
general power to appoint not only the 100 
shares designated by D but also 100/250 of any 
distributions by the corporation that are in-
cluded in trust principal, the requirements of 
paragraph (c)(2) of this section are satisfied 
and S is treated as having a general power to 
appoint 100/250 of the entire interest in the 
250 shares. In that case, the marital deduc-
tion is limited to 40 percent of the trust prin-
cipal. If local law does not give S that power, 

the 100 shares would not constitute a specific 
portion under § 20.2056(b)–5(c) (including 
§ 20.2056(b)–5(c)(3)(i)(B)). The nature of the 
asset is such that a change in the capitaliza-
tion of the corporation could cause an alter-
ation in the original value represented by 
the shares at the time of D’s death and, thus, 
it does not represent a specific portion of the 
trust. 

(d) Meaning of entire interest. Because 
a marital deduction is allowed for each 
separate qualifying interest in prop-
erty passing from the decedent to the 
decedent’s surviving spouse (subject to 
any applicable limitations in 
§ 20.2056(a)–l(c)), for purposes of para-
graphs (a) and (b) of this section, each 
property interest with respect to which 
the surviving spouse received any 
rights is considered separately in de-
termining whether the surviving 
spouse’s rights extend to the entire in-
terest or to a specific portion of the en-
tire interest. A property interest which 
consists of several identical units of 
property (such as a block of 250 shares 
of stock, whether the ownership is evi-
denced by one or several certificates) is 
considered one property interest, un-
less certain of the units are to be seg-
regated and accorded different treat-
ment, in which case each segregated 
group of items is considered a separate 
property interest. The bequest of a 
specified sum of money constitutes the 
bequest of a separate property interest 
if immediately following distribution 
by the executor and thenceforth it, and 
the investments made with it, must be 
so segregated or accounted for as to 
permit its identification as a separate 
item of property. The application of 
this paragraph may be illustrated by 
the following examples: 

Example (1). The decedent transferred to a 
trustee three adjoining farms, Blackacre, 
Whiteacre, and Greenacre. His will provided 
that during the lifetime of the surviving 
spouse the trustee should pay her all of the 
income from the trust. Upon her death, all of 
Blackacre, a one-half interest in White- acre, 
and a one-third interest in Greenacre were to 
be distributed to the person or persons ap-
pointed by her in her will. The surviving 
spouse is considered as being entitled to all 
of the income from the entire interest in 
Blackacre, all of the income from the entire 
interest in Whiteacre, and all of the income 
from the entire interest in Greenacre. She 
also is considered as having a power of ap-
pointment over the entire interest in 
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Blackacre, over one-half of the entire inter-
est in Whiteacre, and over one-third of the 
entire interest in Greenacre. 

Example (2). The decedent bequeathed 
$250,000 to C, as trustee. C is to invest the 
money and pay all of the income from the in-
vestments to W, the decedent’s surviving 
spouse, annually. W was given a general 
power, exercisable by will, to appoint one- 
half of the corpus of the trust. Here, imme-
diately following distribution by the execu-
tor, the $250,000 will be sufficiently seg-
regated to permit its identification as a sep-
arate item, and the $250,000 will constitute 
an entire property interest. Therefore, W has 
a right to income and a power of appoint-
ment such that one-half of the entire inter-
est is a deductible interest. 

Example (3). The decedent bequeathed 100 
shares of Z corporation stock to D, as trust-
ee. W, the decedent’s surviving spouse, is to 
receive all of the income of the trust annu-
ally and is given a general power, exercisable 
by will, to appoint out of the trust corpus 
the sum of $25,000. In this case the $25,000 is 
not, immediately following distribution, suf-
ficiently segregated to permit its identifica-
tion as a separate item of property in which 
the surviving spouse has the entire interest. 
Therefore, the $25,000 does not constitute the 
entire interest in a property for the purpose 
of paragraphs (a) and (b) of this section. 

(e) Application of local law. In deter-
mining whether or not the conditions 
set forth in paragraph (a) (1) through 
(5) of this section are satisfied by the 
instrument of transfer, regard is to be 
had to the applicable provisions of the 
law of the jursidiction under which the 
interest passes and, if the transfer is in 
trust, the applicable provisions of the 
law governing the administration of 
the trust. For example, silence of a 
trust instrument as to the frequency of 
payment will not be regarded as a fail-
ure to satisfy the condition set forth in 
paragraph (a)(2) of this section that in-
come must be payable to the surviving 
spouse annually or more frequently un-
less the applicable law permits pay-
ment to be made less frequently than 
annually. The principles outlined in 
this paragraph and paragraphs (f) and 
(g) of this section which are applied in 
determining whether transfers in trust 
meet such conditions are equally appli-
cable in ascertaining whether, in the 
case of interests not in trust, the sur-
viving spouse has the equivalent in 
rights over income and over the prop-
erty. 

(f) Right to income. (1) If an interest is 
transferred in trust, the surviving 
spouse is ‘‘entitled for life to all of the 
income from the entire interest or a 
specific portion of the entire interest’’, 
for the purpose of the condition set 
forth in paragraph (a)(1) of this section, 
if the effect of the trust is to give her 
substantially that degree of beneficial 
enjoyment of the trust property during 
her life which the principles of the law 
of trusts accord to a person who is 
unqualifiedly designated as the life 
beneficiary of a trust. Such degree of 
enjoyment is given only if it was the 
decedent’s intention, as manifested by 
the terms of the trust instrument and 
the surrounding circumstances, that 
the trust should produce for the sur-
viving spouse during her life such an 
income, or that the spouse should have 
such use of the trust property as is con-
sistent with the value of the trust cor-
pus and with its preservation. The des-
ignation of the spouse as sole income 
beneficiary for life of the entire inter-
est or a specific portion of the entire 
interest will be sufficient to qualify 
the trust unless the terms of the trust 
and the surrounding circumstances 
considered as a whole evidence an in-
tention to deprive the spouse of the 
requisite degree of enjoyment. In de-
termining whether a trust evidences 
that intention, the treatment required 
or permitted with respect to individual 
items must be considered in relation to 
the entire system provided for the ad-
ministration of the trust. In addition, 
the surviving spouse’s interest shall 
meet the condition set forth in para-
graph (a)(1) of this section if the spouse 
is entitled to income as determined by 
applicable local law that provides for a 
reasonable apportionment between the 
income and remainder beneficiaries of 
the total return of the trust and that 
meets the requirements of § 1.643(b)–1 of 
this chapter. 

(2) If the over-all effect of a trust is 
to give to the surviving spouse such en-
forceable rights as will preserve to her 
the requisite degree of enjoyment, it is 
immaterial whether that result is ef-
fected by rules specifically stated in 
the trust instrument, or, in their ab-
sence, by the rules for the management 
of the trust property and the allocation 
of receipts and expenditures supplied 
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by the State law. For example, a provi-
sion in the trust instrument for amor-
tization of bond premium by appro-
priate periodic charges to interest will 
not disqualify the interest passing in 
trust even though there is no State law 
specifically authorizing amortization, 
or there is a State law denying amorti-
zation which is applicable only in the 
absence of such a provision in the trust 
instrument. 

(3) In the case of a trust, the rules to 
be applied by the trustee in allocation 
of receipts and expenses between in-
come and corpus must be considered in 
relation to the nature and expected 
productivity of the assets passing in 
trust, the nature and frequency of oc-
currence of the expected receipts, and 
any provisions as to change in the form 
of investments. If it is evident from the 
nature of the trust assets and the rules 
provided for management of the trust 
that the allocation to income of such 
receipts as rents, ordinary cash divi-
dends, and interest will give to the 
spouse the substantial enjoyment dur-
ing life required by the statute, provi-
sions that such receipts as stock divi-
dends and proceeds from the conversion 
of trust assets shall be treated as cor-
pus will not disqualify the interest 
passing in trust. Similarly, provision 
for a depletion charge against income 
in the case of trust assets which are 
subject to depletion will not disqualify 
the interest passing in trust, unless the 
effect is to deprive the spouse of the 
requisite beneficial enjoyment. The 
same principle is applicable in the case 
of depreciation, trustees’ commissions, 
and other charges. 

(4) Provisions granting administra-
tive powers to the trustee will not have 
the effect of disqualifying an interest 
passing in trust unless the grant of 
powers evidences the intention to de-
prive the surviving spouse of the bene-
ficial enjoyment required by the stat-
ute. Such an intention will not be con-
sidered to exist if the entire terms of 
the instrument are such that the local 
courts will impose reasonable limita-
tions upon the exercise of the powers. 
Among the powers which if subject to 
reasonable limitations will not dis-
qualify the interest passing in trust are 
the power to determine the allocation 
or apportionment of receipts and dis-

bursements between income and cor-
pus, the power to apply the income or 
corpus for the benefit of the spouse, 
and the power to retain the assets pass-
ing to the trust. For example, a power 
to retain trust assets which consist 
substantially of unproductive property 
will not disqualify the interest if the 
applicable rules for the administration 
of the trust require, or permit the 
spouse to require, that the trustee ei-
ther make the property productive or 
convert it within a reasonable time. 
Nor will such a power disqualify the in-
terest if the applicable rules for admin-
istration of the trust require the trust-
ee to use the degree of judgment and 
care in the exercise of the power which 
a prudent man would use if he were 
owner of the trust assets. Further, a 
power to retain a residence or other 
property for the personal use of the 
spouse will not disqualify the interest 
passing in trust. 

(5) An interest passing in trust will 
not satisfy the condition set forth in 
paragraph (a)(1) of this section that the 
surviving spouse be entitled to all the 
income if the primary purpose of the 
trust is to safeguard property without 
providing the spouse with the required 
beneficial enjoyment. Such trusts in-
clude not only trusts which expressly 
provide for the accumulation of the in-
come but also trusts which indirectly 
accomplish a similar purpose. For ex-
ample, assume that the corpus of a 
trust consists substantially of property 
which is not likely to be income pro-
ducing during the life of the surviving 
spouse and that the spouse cannot 
compel the trustee to convert or other-
wise deal with the property as de-
scribed in subparagraph (4) of this 
paragraph. An interest passing to such 
a trust will not qualify unless the ap-
plicable rules for the administration 
require, or permit the spouse to re-
quire, that the trustee provide the re-
quired beneficial enjoyment such as by 
payments to the spouse out of other as-
sets of the trust. 

(6) If a trust is created during the de-
cedent’s life, it is immaterial whether 
or not the interest passing in trust sat-
isfied the conditions set forth in para-
graph (a) (1) through (5) of this section 
prior to the decedent’s death. If a trust 
may be terminated during the life of 
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the surviving spouse, under her exer-
cise of a power of appointment or by 
distribution of the corpus to her, the 
interest passing in trust satisfies the 
condition set forth in paragraph (a)(1) 
of this section (that the spouse be enti-
tled to all the income) if she (i) is enti-
tled to the income until the trust ter-
minates, or (ii) has the right, exer-
cisable in all events, to have the corpus 
distributed to her at any time during 
her life. 

(7) An interest passing in trust fails 
to satisfy the condition set forth in 
paragraph (a)(1) of this section, that 
the spouse be entitled to all the in-
come, to the extent that the income is 
required to be accumulated in whole or 
in part or may be accumulated in the 
discretion of any person other than the 
surviving spouse; to the extent that 
the consent of any person other than 
the surviving spouse is required as a 
condition precedent to distribution of 
the income; or to the extent that any 
person other than the surviving spouse 
has the power to alter the terms of the 
trust so as to deprive her of her right 
to the income. An interest passing in 
trust will not fail to satisfy the condi-
tion that the spouse be entitled to all 
the income merely because its terms 
provide that the right of the surviving 
spouse to the income shall not be sub-
ject to assignment, alienation, pledge, 
attachment or claims of creditors. 

(8) In the case of an interest passing 
in trust, the terms ‘‘entitled for life’’ 
and ‘‘payable annually or at more fre-
quent intervals,’’ as used in the condi-
tions set forth in paragraph (a) (1) and 
(2) of this section, require that under 
the terms of the trust the income re-
ferred to must be currently (at least 
annually; see paragraph (e) of this sec-
tion) distributable to the spouse or 
that she must have such command over 
the income that it is virtually hers. 
Thus, the conditions in paragraph (a) 
(1) and (2) of this section are satisfied 
in this respect if, under the terms of 
the trust instrument, the spouse has 
the right exercisable annually (or more 
frequently) to require distribution to 
herself of the trust income, and other-
wise the trust income is to be accumu-
lated and added to corpus. Similarly, 
as respects the income for the period 
between the last distribution date and 

the date of the spouse’s death, it is suf-
ficient if that income is subject to the 
spouse’s power to appoint. Thus, if the 
trust instrument provides that income 
accrued or undistributed on the date of 
the spouse’s death is to be disposed of 
as if it had been received after her 
death, and if the spouse has a power of 
appointment over the trust corpus, the 
power necessarily extends to the undis-
tributed income. 

(9) An interest is not to be regarded 
as failing to satisfy the conditions set 
forth in paragraph (a) (1) and (2) of this 
section (that the spouse be entitled to 
all the income and that it be payable 
annually or more frequently) merely 
because the spouse is not entitled to 
the income from estate assets for the 
period before distribution of those as-
sets by the executor, unless the execu-
tor is, by the decedent’s will, author-
ized or directed to delay distribution 
beyond the period reasonably required 
for administration of the decedent’s es-
tate. As to the valuation of the prop-
erty interest passing to the spouse in 
trust where the right to income is ex-
pressly postponed, see § 20.2056(b)–4. 

(g) Power of appointment in surviving 
spouse. (1) The conditions set forth in 
paragraph (a) (3) and (4) of this section, 
that is, that the surviving spouse must 
have a power of appointment exer-
cisable in favor of herself or her estate 
and exercisable alone and in all events 
are not met unless the power of the 
surviving spouse to appoint the entire 
interest or a specific portion of it falls 
within one of the following categories: 

(i) A power so to appoint fully exer-
cisable in her own favor at any time 
following the decedent’s death (as, for 
example, an unlimited power to in-
vade); or 

(ii) A power so to appoint exercisable 
in favor of her estate. Such a power, if 
exercisable during life, must be fully 
exercisable at any time during life, or, 
if exercisable by will, must be fully ex-
ercisable irrespective of the time of her 
death (subject in either case to the pro-
visions of § 20.2053(b)–3, relating to in-
terests conditioned on survival for a 
limited period); or 

(iii) A combination of the powers de-
scribed under subdivisions (i) and (ii) of 
this subparagraph. For example, the 
surviving spouse may, until she attains 
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the age of 50 years, have a power to ap-
point to herself and thereafter have a 
power to appoint to her estate. How-
ever, the condition that the spouse’s 
power must be exercisable in all events 
is not satisfied unless irrespective of 
when the surviving spouse may die the 
entire interest or a specific portion of 
it will at the time of her death be sub-
ject to one power or the other (subject 
to the exception in § 20.2053(b)–3, relat-
ing to interests contingent on survival 
for a limited period). 

(2) The power of the surviving spouse 
must be a power to appoint the entire 
interest or a specific portion of it as 
unqualified owner (and free of the trust 
if a trust is involved, or free of the 
joint tenancy if a joint tenancy is in-
volved) or to appoint the entire inter-
est or a specific portion of it as a part 
of her estate (and free of the trust if a 
trust is involved), that is, in effect, to 
dispose of it to whomsoever she pleas-
es. Thus, if the decedent devised prop-
erty to a son and the surviving spouse 
as joint tenants with right of survivor-
ship and under local law the surviving 
spouse has a power of severance exer-
cisable without consent of the other 
joint tenant, and by exercising this 
power could acquire a one-half interest 
in the property as a tenant in common, 
her power of severance will satisfy the 
conditions set forth in paragraph (a)(3) 
of this section that she have a power of 
appointment in favor of herself or her 
estate. However, if the surviving 
spouse entered into a binding agree-
ment with the decedent to exercise the 
power only in favor of their issue, that 
condition is not met. An interest pass-
ing in trust will not be regarded as fail-
ing to satisfy the condition merely be-
cause takers in default of the surviving 
spouse’s exercise of the power are des-
ignated by the decedent. The decedent 
may provide that, in default of exercise 
of the power, the trust shall continue 
for an additional period. 

(3) A power is not considered to be a 
power exercisable by a surviving spouse 
alone and in all events as required by 
paragraph (a)(4) of this section if the 
exercise of the power in the surviving 
spouse to appoint the entire interest or 
a specific portion of it to herself or to 
her estate requires the joinder or con-
sent of any other person. The power is 

not ‘‘exercisable in all events’’, if it 
can be terminated during the life of the 
surviving spouse by any event other 
than her complete exercise or release 
of it. Further, a power is not ‘‘exer-
cisable in all events’’ if it may be exer-
cised for a limited purpose only. For 
example, a power which is not exer-
cisable in the event of the spouse’s re-
marriage is not exercisable in all 
events. Likewise, if there are any re-
strictions, either by the terms of the 
instrument or under applicable local 
law, on the exercise of a power to con-
sume property (whether or not held in 
trust) for the benefit of the spouse, the 
power is not exercisable in all events. 
Thus, if a power of invasion is exer-
cisable only for the spouse’s support, or 
only for her limited use, the power is 
not exercisable in all events. In order 
for a power of invasion to be exer-
cisable in all events, the surviving 
spouse must have the unrestricted 
power exercisable at any time during 
her life to use all or any part of the 
property subject to the power, and to 
dispose of it in any manner, including 
the power to dispose of it by gift 
(whether or not she has power to dis-
pose of it by will). 

(4) The power in the surviving spouse 
is exercisable in all events only if it ex-
ists immediately following the dece-
dent’s death. For example, if the power 
given to the surviving spouse is exer-
cisable during life, but cannot be effec-
tively exercised before distribution of 
the assets by the executor, the power is 
not exercisable in all events. Similarly, 
if the power is exercisable by will, but 
cannot be effectively exercised in the 
event the surviving spouse dies before 
distribution of the assets by the execu-
tor, the power is not exercisable in all 
events. However, an interest will not 
be disqualified by the mere fact that, 
in the event the power is exercised dur-
ing administration of the estate, dis-
tribution of the property to the ap-
pointee will be delayed for the period 
of administration. If the power is in ex-
istence at all times following the dece-
dent’s death, limitations of a formal 
nature will not disqualify an interest. 
Examples of formal limitations on a 
power exercisable during life are re-
quirements that an exercise must be in 
a particular form, that it must be filed 
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with a trustee during the spouse’s life, 
that reasonable notice must be given, 
or that reasonable intervals must 
elapse between successive partial exer-
cises. Examples of formal limitations 
on a power exercisable by will are that 
it must be exercised by a will executed 
by the surviving spouse after the dece-
dent’s death or that exercise must be 
by specific reference to the power. 

(5) If the surviving spouse has the 
requisite power to appoint to herself or 
her estate, it is immaterial that she 
also has one or more lesser powers. 
Thus, if she has a testamentary power 
to appoint to her estate, she may also 
have a limited power of withdrawal or 
of appointment during her life. Simi-
larly, if she has an unlimited power of 
withdrawal, she may have a limited 
testamentary power. 

(h) Requirement of survival for a limited 
period. A power of appointment in the 
surviving spouse will not be treated as 
failing to meet the requirements of 
paragraph (a)(3) of this section even 
though the power may terminate, if 
the only conditions which would cause 
the termination are those described in 
paragraph (a) of § 20.2056(b)–3, and if 
those conditions do not in fact occur. 
Thus, the entire interest or a specific 
portion of it will not be disqualified by 
reason of the fact that the exercise of 
the power in the spouse is subject to a 
condition of survivorship described in 
§ 20.2056(b)–3 if the terms of the condi-
tion, that is, the survivorship of the 
surviving spouse, or the failure to die 
in a common disaster, are fulfilled. 

(i) [Reserved] 
(j) Existence of a power in another. 

Paragraph (a)(5) of this section pro-
vides that a transfer described in para-
graph (a) is nondeductible to the extent 
that the decedent created a power in 
the trustee or in any other person to 
appoint a part of the interest to any 
person other than the surviving spouse. 
However, only powers in other persons 
which are in opposition to that of the 
surviving spouse will cause a portion of 
the interest to fail to satisfy the condi-
tion set forth in paragraph (a)(5) of this 
section. Thus, a power in a trustee to 
distribute corpus to or for the benefit 
of a surviving spouse will not dis-
qualify the trust. Similarly, a power to 
distribute corpus to the spouse for the 

support of minor children will not dis-
qualify the trust if she is legally obli-
gated to support such children. The ap-
plication of this paragraph may be il-
lustrated by the following examples: 

Example (1). Assume that a decedent cre-
ated a trust, designating his surviving 
spouse as income beneficiary for life with an 
unrestricted power in the spouse to appoint 
the corpus during her life. The decedent fur-
ther provided that in the event the surviving 
spouse should die without having exercised 
the power, the trust should continue for the 
life of his son with a power in the son to ap-
point the corpus. Since the power in the son 
could become exercisable only after the 
death of the surviving spouse, the interest is 
not regarded as failing to satisfy the condi-
tion set forth in paragraph (a)(5) of this sec-
tion. 

Example (2). Assume that the decedent cre-
ated a trust, designating his surviving 
spouse as income beneficiary for life and as 
donee of a power to appoint by will the en-
tire corpus. The decedent further provided 
that the trustee could distribute 30 percent 
of the corpus to the decedent’s son when he 
reached the age of 35 years. Since the trustee 
has a power to appoint 30 percent of the en-
tire interest for the benefit of a person other 
than the surviving spouse, only 70 percent of 
the interest placed in trust satisfied the con-
dition set forth in paragraph (a)(5) of this 
section. If, in this case, the surviving spouse 
had a power, exercisable by her will, to ap-
point only one-half of the corpus as it was 
constituted at the time of her death, it 
should be noted that only 35 percent of the 
interest placed in the trust would satisfy the 
condition set forth in paragraph (a)(3) of this 
section. 

[T.D. 6296, 23 FR 4529, June 24, 1958; 25 FR 
14021, Dec. 31, 1960, as amended by T.D. 8522, 
59 FR 9649, Mar. 1, 1994; T.D. 9102, 69 FR 20, 
Jan. 2, 2004] 

§ 20.2056(b)–6 Marital deduction; life 
insurance or annuity payments 
with power of appointment in sur-
viving spouse. 

(a) In general. Section 2056(b)(6) pro-
vides that an interest in property pass-
ing from a decedent to his surviving 
spouse, which consists of proceeds held 
by an insurer under the terms of a life 
insurance, endowment, or annuity con-
tract, is a ‘‘deductible interest’’ to the 
extent that is satisfied all five of the 
following conditions (see paragraph (b) 
of this section if one or more of the 
conditions is satisfied as to only a por-
tion of the proceeds): 
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(1) The proceeds, or a specific portion 
of the proceeds, must be held by the in-
surer subject to an agreement either to 
pay the entire proceeds or a specific 
portion thereof in installments, or to 
pay interest thereon, and all or a spe-
cific portion of the installments or in-
terest payable during the life of the 
surviving spouse must be payable only 
to her. 

(2) The installments or interest pay-
able to the surviving spouse must be 
payable annually, or more frequently, 
commencing not later than 13 months 
after the decedent’s death. 

(3) The surviving spouse must have 
the power to appoint all or a specific 
portion of the amounts so held by the 
insurer to either herself or her estate. 

(4) The power in the surviving spouse 
must be exercisable by her alone and 
(whether exercisable by will or during 
life) must be exercisable in all events. 

(5) The amounts or the specific por-
tion of the amounts payable under such 
contract must not be subject to a 
power in any other person to appoint 
any part thereof to any person other 
than the surviving spouse. 

(b) Specific portion; deductible interest. 
If the right to receive interest or in-
stallment payments or the power of ap-
pointment passing to the surviving 
spouse pertains only to a specific por-
tion of the proceeds held by the in-
surer, the marital deduction is allowed 
only to the extent that the rights of 
the surviving spouse in the specific 
portion meet the five conditions de-
scribed in paragraph (a) of this section. 
While the rights to interest, or to re-
ceive payment in installments, and the 
power must coexist as to the proceeds 
of the same contract, it is not nec-
essary that the rights to each be in the 
same proportion. If the rights to inter-
est meeting the required conditions set 
forth in paragraph (a) (1) and (2) of this 
section extend over a smaller share of 
the proceeds than the share with re-
spect to which the power of appoint-
ment requirements set forth in para-
graph (a) (3) through (5) of this section 
are satisfied, the deductible interest is 
limited to the smaller share. Similarly, 
if the portion of the proceeds payable 
in installments is a smaller portion of 
the proceeds than the portion to which 
the power of appointment meeting such 

requirements relates, the deduction is 
limited to the smaller portion. In addi-
tion, if a power of appointment meet-
ing all the requirements extends to a 
smaller portion of the proceeds than 
the portion over which the interest or 
installment rights pertain, the deduct-
ible interest cannot exceed the value of 
the portion to which such power of ap-
pointment applies. Thus, if the con-
tract provides that the insurer is to re-
tain the entire proceeds and pay all of 
the interest thereon annually to the 
surviving spouse and if the surviving 
spouse has a power of appointment 
meeting the specifications prescribed 
in paragraph (a) (3) through (5) of this 
section, as to only one-half of the pro-
ceeds held, then only one-half of the 
proceeds may be treated as a deduct-
ible interest. Correspondingly, if the 
rights of the spouse to receive install-
ment payments or interest satisfying 
the requirements extend to only one- 
fourth of the proceeds and a testa-
mentary power of appointment satis-
fying the requirements of paragraph (a) 
(3) through (5) of this section extends 
to all of the proceeds, then only one- 
fourth of the proceeds qualifies as a de-
ductible interest. Further, if the sur-
viving spouse has no right to install-
ment payments (or interest) over any 
portion of the proceeds but a testa-
mentary power of appointment which 
meets the necessary conditions over 
the entire remaining proceeds, then 
none of the proceeds qualifies for the 
deduction. In addition, if, from the 
time of the decedent’s death, the sur-
viving spouse has a power of appoint-
ment meeting all of the required condi-
tions over three-fourths of the proceeds 
and the right to receive interest from 
the entire proceeds, but with a power 
in another person to appoint one-half 
of the entire proceeds, the value of the 
interest in the surviving spouse over 
only one-half of the proceeds will qual-
ify as a deductible interest. 

(c) Applicable principles. (1) The prin-
ciples set forth in paragraph (c) of 
§ 20.2056(b)–5 for determining what con-
stitutes a ‘‘specific portion of the en-
tire interest’’ for the purpose of section 
2056(b)(5) are applicable in determining 
what constitutes a ‘‘specific portion of 
all such amounts’’ for the purpose of 
section 2056(b)(6). However, the interest 
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in the proceeds passing to the sur-
viving spouse will not be disqualified 
by the fact that the installment pay-
ments or interest to which the spouse 
is entitled or the amount of the pro-
ceeds over which the power of appoint-
ment is exercisable may be expressed 
in terms of a specific sum rather than 
a fraction or a percentage of the pro-
ceeds provided it is shown that such 
sums are a definite or fixed percentage 
or fraction of the total proceeds. 

(2) The provisions of paragraph (a) of 
this section are applicable with respect 
to a property interest which passed 
from the decedent in the form of pro-
ceeds of a policy of insurance upon the 
decedent’s life, a policy of insurance 
upon the life of a person who pre-
deceased the decedent, a matured en-
dowment policy, or an annuity con-
tract, but only in case the proceeds are 
to be held by the insurer. With respect 
to proceeds under any such contract 
which are to be held by a trustee, with 
power of appointment in the surviving 
spouse, see § 20.2056(b)–5. As to the 
treatment of proceeds not meeting the 
requirements of § 20.2056(b)–5 or of this 
section, see § 20.2056(a)–2. 

(3) In the case of a contract under 
which payments by the insurer com-
menced during the decedent’s life, it is 
immaterial whether or not the condi-
tions in subparagraphs (1) through (5) 
of paragraph (a) of this section were 
satisfied prior to the decedent’s death. 

(d) Payments of installments or interest. 
The conditions in subparagraphs (1) 
and (2) of paragraph (a) of this section 
relative to the payments of install-
ments or interest to the surviving 
spouse are satisfied if, under the terms 
of the contract, the spouse has the 
right exercisable annually (or more fre-
quently) to require distribution to her-
self of installments of the proceeds or a 
specific portion thereof, as the case 
may be, and otherwise such proceeds or 
interest are to be accumulated and 
held by the insurer pursuant to the 
terms of the contract. A contract 
which otherwise requires the insurer to 
make annual or more frequent pay-
ments to the surviving spouse fol-
lowing the decedent’s death, will not be 
disqualified merely because the sur-
viving spouse must comply with cer-
tain formalities in order to obtain the 

first payment. For example, the con-
tract may satisfy the conditions in 
subparagraphs (1) and (2) of paragraph 
(a) of this section even though it re-
quires the surviving spouse to furnish 
proof of death before the first payment 
is made. The condition in paragraph 
(a)(1) of this section is satisfied where 
interest on the proceeds or a specific 
portion thereof is payable, annually or 
more frequently, for a term, or until 
the occurrence of a specified event, fol-
lowing which the proceeds or a specific 
portion thereof are to be paid in annual 
or more frequent installments. 

(e) Powers of appointment. (1) In deter-
mining whether the terms of the con-
tract satisfy the conditions in subpara-
graph (3), (4), or (5) of paragraph (a) of 
this section relating to a power of ap-
pointment in the surviving spouse or 
any other person, the principles stated 
in § 20.2056(b)–5 are applicable. As stat-
ed in § 20.2056(b)–5, the surviving 
spouse’s power to appoint is ‘‘exer-
cisable in all events’’ only if it is in ex-
istence immediately following the de-
cedent’s death, subject, however, to the 
operation of § 20.2056(b)–3 relating to in-
terests conditioned on survival for a 
limited period. 

(2) For examples of formal limita-
tions on the power which will not dis-
qualify the contract, see paragraph 
(g)(4) of § 20.2056(b)–5. If the power is ex-
ercisable from the moment of the dece-
dent’s death, the contract is not dis-
qualified merely because the insurer 
may require proof of the decedent’s 
death as a condition to making pay-
ment to the appointee. If the submis-
sion of proof of the decedent’s death is 
a condition to the exercise of the 
power, the power will not be considered 
‘‘exercisable in all events’’ unless in 
the event the surviving spouse had died 
immediately following the decedent, 
her power to appoint would have been 
considered to exist at the time of her 
death, within the meaning of section 
2041(a)(2). See paragraph (b) of § 20.2041– 
3. 

(3) It is sufficient for the purposes of 
the condition in paragraph (a)(3) of this 
section that the surviving spouse have 
the power to appoint amounts held by 
the insurer to herself or her estate if 
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the surviving spouse has the unquali-
fied power, exercisable in favor of her-
self or her estate, to appoint amounts 
held by the insurer which are payable 
after her death. Such power to appoint 
need not extend to installments or in-
terest which will be paid to the spouse 
during her life. Further, the power to 
appoint need not be a power to require 
payment in a single sum. For example, 
if the proceeds of a policy are payable 
in installments, and if the surviving 
spouse has the power to direct that all 
installments payable after her death be 
paid to her estate, she has the requisite 
power. 

(4) It is not necessary that the phrase 
‘‘power to appoint’’ be used in the con-
tract. For example, the condition in 
paragraph (a)(3) of this section that the 
surviving spouse have the power to ap-
point amounts held by the insurer to 
herself or her estate is satisfied by 
terms of a contract which give the sur-
viving spouse a right which is, in sub-
stance and effect, a power to appoint to 
herself or her estate, such as a right to 
withdraw the amount remaining in the 
fund held by the insurer, or a right to 
direct that any amount held by the in-
surer under the contract at her death 
shall be paid to her estate. 

§ 20.2056(b)–7 Election with respect to 
life estate for surviving spouse. 

(a) In general. Subject to section 
2056(d), a marital deduction is allowed 
under section 2056(b)(7) with respect to 
estates of decedents dying after De-
cember 31, 1981, for qualified ter-
minable interest property as defined in 
paragraph (b) of this section. All of the 
property for which a deduction is al-
lowed under this paragraph (a) is treat-
ed as passing to the surviving spouse 
(for purposes of § 20.2056(a)–1), and no 
part of the property is treated as pass-
ing to any person other than the sur-
viving spouse (for purposes of 
§ 20.2056(b)–1). 

(b) Qualified terminable interest prop-
erty—(1) In general. Section 
2056(b)(7)(B)(i) provides the definition 
of qualified terminable interest property. 

(i) Terminable interests described in 
section 2056(b)(1)(C) cannot qualify as 
qualified terminable interest property. 
Thus, if the decedent directs the execu-
tor to purchase a terminable interest 

with estate assets, the terminable in-
terest acquired will not qualify as 
qualified terminable interest property. 

(ii) For purposes of section 
2056(b)(7)(B)(i), the term property gen-
erally means the entire interest in prop-
erty (within the meaning of § 20.2056(b)– 
5(d)) or a specific portion of the entire in-
terest (within the meaning of 
§ 20.2056(b)–5(c)). 

(2) Property for which an election may 
be made—(i) In general. The election 
may relate to all or any part of prop-
erty that meets the requirements of 
section 2056(b)(7)(B)(i), provided that 
any partial election must be made with 
respect to a fractional or percentage 
share of the property so that the elec-
tive portion reflects its proportionate 
share of the increase or decrease in 
value of the entire property for pur-
poses of applying sections 2044 or 2519. 
The fraction or percentage may be de-
fined by formula. 

(ii) Division of trusts—(A) In general. A 
trust may be divided into separate 
trusts to reflect a partial election that 
has been made, or is to be made, if au-
thorized under the governing instru-
ment or otherwise permissible under 
local law. Any such division must be 
accomplished no later than the end of 
the period of estate administration. If, 
at the time of the filing of the estate 
tax return, the trust has not yet been 
divided, the intent to divide the trust 
must be unequivocally signified on the 
estate tax return. 

(B) Manner of dividing and funding 
trust. The division of the trust must be 
done on a fractional or percentage 
basis to reflect the partial election. 
However, the separate trusts do not 
have to be funded with a pro rata por-
tion of each asset held by the undivided 
trust. 

(C) Local law. A trust may be divided 
only if the fiduciary is required, either 
by applicable local law or by the ex-
press or implied provisions of the gov-
erning instrument, to divide the trust 
on the basis of the fair market value of 
the assets of the trust at the time of 
the division. 

(3) Persons permitted to make the elec-
tion. The election referred to in section 
2056(b)(7)(B)(i)(III) must be made by the 
executor that is appointed, qualified, 
and acting within the United States, 
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within the meaning of section 2203, re-
gardless of whether the property with 
respect to which the election is to be 
made is in the executor’s possession. If 
there is no executor appointed, quali-
fied, and acting within the United 
States, the election may be made by 
any person with respect to property in 
the actual or constructive possession of 
that person and may also be made by 
that person with respect to other prop-
erty not in the actual or constructive 
possession of that person if the person 
in actual or constructive possession of 
such other property does not make the 
election. For example, in the absence 
of an appointed executor, the trustee of 
an intervivos trust (that is included in 
the gross estate of the decedent) can 
make the election. 

(4) Manner and time of making the elec-
tion—(i) In general. The election re-
ferred to in section 2056(b)(7)(B)(i)(III) 
and (v) is made on the return of tax im-
posed by section 2001 (or section 2101). 
For purposes of this paragraph, the 
term return of tax imposed by section 
2001 means the last estate tax return 
filed by the executor on or before the 
due date of the return, including exten-
sions or, if a timely return is not filed, 
the first estate tax return filed by the 
executor after the due date. 

(ii) Election irrevocable. The election, 
once made, is irrevocable, provided 
that an election may be revoked or 
modified on a subsequent return filed 
on or before the due date of the return, 
including extensions actually granted. 
If an executor appointed under local 
law has made an election on the return 
of tax imposed by section 2001 (or sec-
tion 2101) with respect to one or more 
properties, no subsequent election may 
be made with respect to other prop-
erties included in the gross estate after 
the return of tax imposed by section 
2001 is filed. An election under section 
2056(b)(7)(B)(v) is separate from any 
elections made under section 
2056A(a)(3). 

(c) Protective elections—(1) In general. 
A protective election may be made to 
treat property as qualified terminable 
interest property only if, at the time 
the federal estate tax return is filed, 
the executor of the decedent’s estate 
reasonably believes that there is a 
bona fide issue that concerns whether 

an asset is includible in the decedent’s 
gross estate, or the amount or nature 
of the property the surviving spouse is 
entitled to receive, i.e., whether prop-
erty that is includible is eligible for 
the qualified terminable interest prop-
erty election. The protective election 
must identify either the specific asset, 
group of assets, or trust to which the 
election applies and the specific basis 
for the protective election. 

(2) Protective election irrevocable. The 
protective election, once made on the 
return of tax imposed by section 2001, 
cannot be revoked. For example, if a 
protective election is made on the 
basis that a bona fide question exists 
regarding the inclusion of a trust cor-
pus in the gross estate and it is later 
determined that the trust corpus is so 
includible, the protective election be-
comes effective with respect to the 
trust corpus and cannot thereafter be 
revoked. 

(d) Qualifying income interest for life— 
(1) In general. Section 2056(b)(7)(B)(ii) 
provides the definition of qualifying in-
come interest for life. For purposes of 
section 2056(b)(7)(B)(ii)(II), the sur-
viving spouse is included within the 
prohibited class of powerholders re-
ferred to therein. A power under appli-
cable local law that permits the trust-
ee to adjust between income and prin-
cipal to fulfill the trustee’s duty of im-
partiality between the income and re-
mainder beneficiaries that meets the 
requirements of § 1.643(b)–1 of this chap-
ter will not be considered a power to 
appoint trust property to a person 
other than the surviving spouse. 

(2) Entitled for life to all income. The 
principles of § 20.2056(b)–5(f), relating to 
whether the spouse is entitled for life 
to all of the income from the entire in-
terest, or a specific portion of the en-
tire interest, apply in determining 
whether the surviving spouse is enti-
tled for life to all of the income from 
the property regardless of whether the 
interest passing to the spouse is in 
trust. 

(3) Contingent income interests. (i) An 
income interest for a term of years, or 
a life estate subject to termination 
upon the occurrence of a specified 
event (e.g., remarriage), is not a quali-
fying income interest for life. However, 
a qualifying income interest for life 
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that is contingent upon the executor’s 
election under section 2056(b)(7)(B)(v) 
will not fail to be a qualifying income 
interest for life because of such contin-
gency or because the portion of the 
property for which the election is not 
made passes to or for the benefit of per-
sons other than the surviving spouse. 
This paragraph (d)(3)(i) applies with re-
spect to estates of decedents whose es-
tate tax returns are due after February 
18, 1997. This paragraph (d)(3)(i) also ap-
plies to estates of decedents whose es-
tate tax returns were due on or before 
February 18, 1997, that meet the re-
quirements of paragraph (d)(3)(ii) of 
this section. 

(ii) Estates of decedents whose estate 
tax returns were due on or before Feb-
ruary 18, 1997, that did not make the 
election under section 2056(b)(7)(B)(v) 
because the surviving spouse’s income 
interest in the property was contingent 
upon the election or because the non-
elected portion of the property was to 
pass to a beneficiary other than the 
surviving spouse are granted an exten-
sion of time to make the QTIP election 
if the following requirements are satis-
fied: 

(A) The period of limitations on fil-
ing a claim for credit or refund under 
section 6511(a) has not expired. 

(B) A claim for credit or refund is 
filed on Form 843 with a revised Re-
capitulation and Schedule M, Form 706 
(or 706NA) that signifies the QTIP elec-
tion. Reference to this section should 
be made on the Form 843. 

(C) The following statement is in-
cluded with the Form 843: ‘‘The under-
signed certifies that the property with 
respect to which the QTIP election is 
being made will be included in the 
gross estate of the surviving spouse as 
provided in section 2044 of the Internal 
Revenue Code, in determining the fed-
eral estate tax liability on the spouse’s 
death.’’ The statement must be signed, 
under penalties of perjury, by the sur-
viving spouse, the surviving spouse’s 
legal representative (if the surviving 
spouse is legally incompetent), or the 
surviving spouse’s executor (if the sur-
viving spouse is deceased). 

(4) Income between last distribution 
date and date of spouse’s death. An in-
come interest does not fail to con-
stitute a qualifying income interest for 

life solely because income between the 
last distribution date and the date of 
the surviving spouse’s death is not re-
quired to be distributed to the sur-
viving spouse or to the estate of the 
surviving spouse. See § 20.2044–1 relat-
ing to the inclusion of such undistrib-
uted income in the gross estate of the 
surviving spouse. 

(5) Pooled income funds. An income in-
terest in a pooled income fund de-
scribed in section 642(c)(5) constitutes a 
qualifying income interest for life for 
purposes of section 2056(b)(7)(B)(ii). 

(6) Power to distribute principal to 
spouse. An income interest in a trust 
will not fail to constitute a qualifying 
income interest for life solely because 
the trustee has a power to distribute 
principal to or for the benefit of the 
surviving spouse. The fact that prop-
erty distributed to a surviving spouse 
may be transferred by the spouse to an-
other person does not result in a fail-
ure to satisfy the requirement of sec-
tion 2056(b)(7)(B)(ii)(II). However, if the 
surviving spouse is legally bound to 
transfer the distributed property to an-
other person without full and adequate 
consideration in money or money’s 
worth, the requirement of section 
2056(b)(7)(B)(ii)(II) is not satisfied. 

(e) Annuities payable from trusts in the 
case of estates of decedents dying on or 
before October 24, 1992, and certain dece-
dents dying after October 24, 1992, with 
wills or revocable trusts executed on or 
prior to that date—(1) In general. In the 
case of estates of decedents within the 
purview of the effective date and tran-
sitional rules contained in § 20.2056(b)– 
7(e)(5), a surviving spouse’s lifetime an-
nuity interest payable from a trust or 
other group of assets passing from the 
decedent is treated as a qualifying in-
come interest for life for purposes of 
section 2056(b)(7)(B)(ii). 

(2) Deductible interest. The deductible 
interest, for purposes of § 20.2056(a)– 
2(b), is the specific portion of the prop-
erty that, assuming the applicable in-
terest rate for valuing annuities, would 
produce income equal to the minimum 
amount payable annually to the sur-
viving spouse. If, based on the applica-
ble interest rate, the entire property 
from which the annuity may be satis-
fied is insufficient to produce income 
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equal to the minimum annual pay-
ment, the value of the deductible inter-
est is the entire value of the property. 
The value of the deductible interest 
may not exceed the value of the prop-
erty from which the annuity is pay-
able. If the annual payment may in-
crease, the increased amount is not 
taken into account in valuing the de-
ductible interest. 

(3) Distributions permissible only to sur-
viving spouse. An annuity interest is 
not treated as a qualifying income in-
terest for life for purposes of section 
2056(b)(7)(B)(ii) if any person other than 
the surviving spouse may receive, dur-
ing the surviving spouse’s lifetime, any 
distribution of the property or its in-
come (including any distribution under 
an annuity contract) from which the 
annuity is payable. 

(4) Applicable interest rate. To deter-
mine the applicable interest rate for 
valuing annuities, see sections 2031 and 
7520 and the regulations under those 
sections. 

(5) Effective dates. (i) The rules con-
tained in § 20.2056(b)–7(e) apply with re-
spect to estates of decedents dying on 
or before October 24, 1992. 

(ii) The rules contained in § 20.2056(b)– 
7(e) apply in the case of decedents 
dying after October 24, 1992, if property 
passes to the spouse pursuant to a will 
or revocable trust executed on or be-
fore October 24, 1992, and either— 

(A) On that date, the decedent was 
under a mental disability to change the 
disposition of his property and did not 
regain his competence to dispose of 
such property before the date of death; 
or 

(B) The decedent dies prior to Octo-
ber 24, 1995. 

(iii) Notwithstanding the foregoing, 
the rules contained in § 20.2056(b)–7(e) 
do not apply if the will or revocable 
trust is amended after October 24, 1992, 
in any respect that increases the 
amount of the transfer qualifying for 
the marital deduction or alters the 
terms by which the interest so passes 
to the surviving spouse. 

(f) Joint and survivor annuities. [Re-
served] 

(g) Application of local law. The provi-
sions of local law are taken into ac-
count in determining whether the con-
ditions of section 2056(b)(7)(B)(ii)(I) are 

satisfied. For example, silence of a 
trust instrument as to the frequency of 
payment is not regarded as a failure to 
satisfy the requirement that the in-
come must be payable to the surviving 
spouse annually or more frequently un-
less applicable local law permits pay-
ments less frequently. 

(h) Examples. The following examples 
illustrate the application of paragraphs 
(a) through (g) of this section. In each 
example, it is assumed that the dece-
dent, D, was survived by S, D’s spouse 
and that, unless stated otherwise, S is 
not the trustee of any trust established 
for S’s benefit. 

Example 1. Life estate in residence. D 
owned a personal residence valued at $250,000 
for estate tax purposes. Under D’s will, the 
exclusive and unrestricted right to use the 
residence (including the right to continue to 
occupy the property as a personal residence 
or to rent the property and receive the in-
come) passes to S for life. At S’s death, the 
property passes to D’s children. Under appli-
cable local law, S must consent to any sale 
of the property. If the executor elects to 
treat all of the personal residence as quali-
fied terminable interest property, the de-
ductible interest is $250,000, the value of the 
residence for estate tax purposes. 

Example 2. Power to make property produc-
tive. D’s will established a trust funded with 
property valued for estate tax purposes at 
$500,000. The assets include both income pro-
ducing assets and non-productive assets. S 
was given the power, exercisable annually, to 
require distribution of all of the trust in-
come to herself. No trust property may be 
distributed during S’s lifetime to any person 
other than S. Applicable local law permits S 
to require that the trustee either make the 
trust property productive or sell the prop-
erty and reinvest in productive property 
within a reasonable time after D’s death. If 
the executor elects to treat all of the trust 
as qualified terminable interest property, 
the deductible interest is $500,000. If the ex-
ecutor elects to treat only 20 percent of the 
trust as qualified terminable interest prop-
erty, the deductible interest is $100,000, i.e., 
20 percent of $500,000. 

Example 3. Power of distribution over fraction 
of trust income. The facts are the same as in 
Example 2 except that S is given the right ex-
ercisable annually for S’s lifetime to require 
distribution to herself of only 50 percent of 
the trust income for life. The remaining 
trust income is to be accumulated or distrib-
uted among S and the decedent’s children in 
the trustee’s discretion. The maximum 
amount that D’s executor may elect to treat 
as qualified terminable interest property is 
$250,000; i.e., the estate tax value of the trust 
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($500,000) multiplied by the percentage of the 
trust in which S has a qualifying income in-
terest for life (50 percent). If D’s executor 
elects to treat only 20 percent of the portion 
of the trust in which S has a qualifying in-
come interest as qualified terminable inter-
est property, the deductible interest is 
$50,000, i.e., 20 percent of $250,000. 

Example 4. Power to distribute trust corpus to 
other beneficiaries. D’s will established a trust 
providing that S is entitled to receive at 
least annually all the trust income. The 
trustee is given the power to use annually 
during S’s lifetime $5,000 from the trust for 
the maintenance and support of S’s minor 
child, C. Any such distribution does not nec-
essarily relieve S of S’s obligation to support 
and maintain C. S does not have a qualifying 
income interest for life in any portion of the 
trust because the bequest fails to satisfy the 
condition that no person have a power, other 
than a power the exercise of which takes ef-
fect only at or after S’s death, to appoint 
any part of the property to any person other 
than S. The trust would also be nondeduct-
ible under section 2056(b)(7) if S, rather than 
the trustee, held the power to appoint a por-
tion of the principal to C. However, in the 
latter case, if S made a qualified disclaimer 
(within the meaning of section 2518) of the 
power to appoint to C, the trust could qual-
ify for the marital deduction pursuant to 
section 2056(b)(7), assuming that the power is 
personal to S and S’s disclaimer terminates 
the power. Similarly, in either case, if C 
made a qualified disclaimer of C’s right to 
receive distributions from the trust, the 
trust would qualify under section 2056(b)(7), 
assuming that C’s disclaimer effectively ne-
gates the trustee’s power under local law. 

Example 5. Spouse’s income interest ter-
minable on remarriage. D’s will established a 
trust providing that all of the trust income 
is payable at least annually to S for S’s life-
time, provided that, if S remarries, S’s inter-
est in the trust will pass to X. The trust is 
not deductible under section 2056(b)(7). S’s 
income interest is not a qualifying income in-
terest for life because it is not for life but, 
rather, is terminable upon S’s remarriage. 

Example 6. Spouse’s qualifying income inter-
est for life contingent on executor’s election. D’s 
will established a trust providing that S is 
entitled to receive the income, payable at 
least annually, from that portion of the 
trust that the executor elects to treat as 
qualified terminable interest property. The 
portion of the trust which the executor does 
not elect to treat as qualified terminable in-
terest property passes as of D’s date of death 
to a trust for the benefit of C, D’s child. 
Under these facts, the executor is not consid-
ered to have a power to appoint any part of 
the trust property to any person other than 
S during S’s life. 

Example 7. Formula partial election. D’s will 
established a trust funded with the residue of 

D’s estate. Trust income is to be paid annu-
ally to S for life, and the principal is to be 
distributed to D’s children upon S’s death. S 
has the power to require that all the trust 
property be made productive. There is no 
power to distribute trust property during S’s 
lifetime to any person other than S. D’s ex-
ecutor elects to deduct a fractional share of 
the residuary estate under section 2056(b)(7). 
The election specifies that the numerator of 
the fraction is the amount of deduction nec-
essary to reduce the Federal estate tax to 
zero (taking into account final estate tax 
values) and the denominator of the fraction 
is the final estate tax value of the residuary 
estate (taking into account any specific be-
quests or liabilities of the estate paid out of 
the residuary estate). The formula election 
is of a fractional share. The value of the 
share qualifies for the marital deduction 
even though the executor’s determinations 
to claim administration expenses as estate 
or income tax deductions and the final estate 
tax values will affect the size of the frac-
tional share. 

Example 8. Formula partial election. The 
facts are the same as in Example 7 except 
that, rather than defining a fraction, the ex-
ecutor’s formula states: ‘‘I elect to treat as 
qualified terminable interest property that 
portion of the residuary trust, up to 100 per-
cent, necessary to reduce the Federal estate 
tax to zero, after taking into account the 
available unified credit, final estate tax val-
ues and any liabilities and specific bequests 
paid from the residuary estate.’’ The formula 
election is of a fractional share. The share is 
equivalent to the fractional share deter-
mined in Example 7. 

Example 9. Severance of QTIP trust. D’s will 
established a trust funded with the residue of 
D’s estate. Trust income is to be paid annu-
ally to S for life, and the principal is to be 
distributed to D’s children upon S’s death. S 
has the power to require that all of the trust 
property be made productive. There is no 
power to distribute trust property during S’s 
lifetime to any person other than S. D’s will 
authorizes the executor to make the election 
under section 2056(b)(7) only with respect to 
the minimum amount of property necessary 
to reduce estate taxes on D’s estate to zero, 
authorizes the executor to divide the resid-
uary estate into two separate trusts to re-
flect the election, and authorizes the execu-
tor to charge any payment of principal to S 
to the qualified terminable interest trust. S 
is the sole beneficiary of both trusts during 
S’s lifetime. The authorizations in the will 
do not adversely affect the allowance of the 
marital deduction. Only the property re-
maining in the marital deduction trust, after 
payment of principal to S, is subject to in-
clusion in S’s gross estate under section 2044 
or subject to gift tax under section 2519. 
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Example 10. Payments to spouse from indi-
vidual retirement account. S is the life bene-
ficiary of sixteen remaining annual install-
ments payable from D’s individual retire-
ment account. The terms of the account pro-
vide for the payment of the account balance 
in nineteen annual installments that com-
menced when D reached age 701⁄2. Each in-
stallment is equal to all the income earned 
on the remaining principal in the account 
plus a share of the remaining principal equal 
to 1⁄19 in the first year, 1⁄18 in the second year, 
1⁄17 in the third year, etc. Under the terms of 
the account, S has no right to withdraw any 
other amounts from the account. Any pay-
ments remaining after S’s death pass to D’s 
children. S’s interest in the account qualifies 
as a qualifying income interest for life under 
section 2056(b)(7)(B)(ii), without regard to 
the provisions of section 2056(b)(7)(C). 

Example 11. Spouse’s interest in trust in the 
form of an annuity. D died prior to October 24, 
1992. D’s will established a trust funded with 
income producing property valued at $500,000 
for estate tax purposes. The trustee is re-
quired by the trust instrument to pay $20,000 
a year to S for life. Trust income in excess of 
the annuity amount is to be accumulated in 
the trust and may not be distributed during 
S’s lifetime. S’s lifetime annuity interest is 
treated as a qualifying income interest for 
life. If the executor elects to treat the entire 
portion of the trust in which S has a quali-
fying income interest as qualified terminable 
interest property, the value of the deductible 
interest is (assuming that 10 percent is the 
applicable interest rate under section 7520 
for valuing annuities on the appropriate 
valuation date) $200,000, because that 
amount would yield an income to S of $20,000 
a year. 

Example 12. Value of spouse’s annuity exceeds 
value of trust corpus. The facts are the same 
as in Example 11 except that the trustee is re-
quired to pay S $70,000 a year for life. If the 
executor elects to treat the entire portion of 
the trust in which S has a qualifying income 
interest as qualified terminable interest 
property, the value of the deductible interest 
is $500,000, which is the lesser of the entire 
value of the property ($500,000), or the 
amount of property that (assuming a 10 per-
cent interest rate) would yield an income to 
S of $70,000 a year ($700,000). 

Example 13. Pooled income fund. D’s will pro-
vides for a bequest of $200,000 to a pooled in-
come fund described in section 642(c)(5), des-
ignating S as the income beneficiary for life. 
If D’s executor elects to treat the entire 
$200,000 as qualified terminable interest prop-
erty, the deductible interest is $200,000. 

Example 14. Funding severed QTIP trusts. D’s 
will established a trust satisfying the re-
quirements of section 2056(b)(7). Pursuant to 
the authority in D’s will and § 20.2056(b)– 
7(b)(2)(ii), D’s executor indicates on the Fed-
eral estate tax return that an election under 

section 2056(b)(7) is being made with respect 
to 50 percent of the trust, and that the trust 
will subsequently be divided to reflect the 
partial election on the basis of the fair mar-
ket value of the property at the time of the 
division. D’s executor funds the trust at the 
end of the period of estate administration. 
At that time, the property available to fund 
the trusts consists of 100 shares of X Cor-
poration stock with a current value of 
$400,000 and 200 shares of Y Corporation stock 
with a current value of $400,000. D may fund 
each trust with the stock of either or both 
corporations, in any combination, provided 
that the aggregate value of the stock allo-
cated to each trust is $400,000. 

[T.D. 8522, 59 FR 9651, Mar. 1, 1994, as amend-
ed by T.D. 8779, 63 FR 44393, Aug. 19, 1998; 
T.D. 9102, 69 FR 21, Jan. 2, 2004] 

§ 20.2056(b)–8 Special rule for chari-
table remainder trusts. 

(a) In general—(1) Surviving spouse 
only noncharitable beneficiary. With re-
spect to estates of decedents dying 
after December 31, 1981, subject to sec-
tion 2056(d), if the surviving spouse of 
the decedent is the only noncharitable 
beneficiary of a charitable remainder 
annuity trust or a charitable remain-
der unitrust described in section 664 
(qualified charitable remainder trust), 
section 2056(b)(1) does not apply to the 
interest in the trust that is transferred 
to the surviving spouse. Thus, the 
value of the annuity or unitrust inter-
est passing to the spouse qualifies for a 
marital deduction under section 
2056(b)(8) and the value of the remain-
der interest qualifies for a charitable 
deduction under section 2055. If an in-
terest in property qualifies for a mar-
ital deduction under section 2056(b)(8), 
no election may be made with respect 
to the property under section 2056(b)(7). 
For purposes of this section, the term 
non-charitable beneficiary means any 
beneficiary of the qualified charitable 
remainder trust other than an organi-
zation described in section 170(c). 

(2) Interest for life or term of years. The 
surviving spouse’s interest need not be 
an interest for life to qualify for a mar-
ital deduction under section 2056(b)(8). 
However, for purposes of section 664, an 
annuity or unitrust interest payable to 
the spouse for a term of years cannot 
be payable for a term that exceeds 20 
years. 

(3) Payment of state death taxes. A de-
duction is allowed under section 

VerDate Aug<04>2004 11:29 Apr 28, 2005 Jkt 205096 PO 00000 Frm 00425 Fmt 8010 Sfmt 8010 Y:\SGML\205096.XXX 205096



416 

26 CFR Ch. I (4–1–05 Edition) § 20.2056(b)–9 

2056(b)(8) even if the transfer to the 
surviving spouse is conditioned on the 
spouse’s payment of state death taxes, 
if any, attributable to the qualified 
charitable remainder trust. See 
§ 20.2056(b)–4(c) for the effect of such a 
condition on the amount of the deduc-
tion allowable. 

(b) Charitable remainder trusts where 
the surviving spouse is not the only non-
charitable beneficiary. In the case of a 
charitable remainder trust where the 
decedent’s spouse is not the only non-
charitable beneficiary (for example, 
where the noncharitable interest is 
payable to the decedent’s spouse for 
life and then to another individual for 
life), the qualification of the interest 
as qualified terminable interest prop-
erty is determined solely under section 
2056(b)(7) and not under section 
2056(b)(8). Accordingly, if the decedent 
died on or before October 24, 1992, or 
the trust otherwise comes within the 
purview of the transitional rules con-
tained in § 20.2056(b)–7(e)(5), the spousal 
annuity or unitrust interest may qual-
ify under § 20.2056(b)–(7)(e) as a quali-
fying income interest for life. 

[T.D. 8522, 59 FR 9653, Mar. 1, 1994] 

§ 20.2056(b)–9 Denial of double deduc-
tion. 

The value of an interest in property 
may not be deducted for Federal estate 
tax purposes more than once with re-
spect to the same decedent. For exam-
ple, where a decedent transfers a life 
estate in a farm to the spouse with a 
remainder to charity, the entire prop-
erty is, pursuant to the executor’s elec-
tion under section 2056(b)(7), treated as 
passing to the spouse. The entire value 
of the property qualifies for the mar-
ital deduction. No part of the value of 
the property qualifies for a charitable 
deduction under section 2055 in the de-
cedent’s estate. 

[T.D. 8522, 59 FR 9654, Mar. 1, 1994] 

§ 20.2056(b)–10 Effective dates. 
Except as specifically provided in 

§§ 20.2056(b)–5(c)(3) (ii) and (iii), 
20.2056(b)–7(d)(3), 20.2056(b)–7(e)(5), and 
20.2056(b)–8(b), the provisions of 
§§ 20.2056(b)–5(c), 20.2056(b)–7, 20.2056(b)– 
8, and 20.2056(b)–9 are applicable with 
respect to estates of decedents dying 

after March 1, 1994. With respect to de-
cedents dying on or before such date, 
the executor of the decedent’s estate 
may rely on any reasonable interpreta-
tion of the statutory provisions. In ad-
dition, the rule in the last sentence of 
§ 20.2056(b)–5(f)(1) and the rule in the 
last sentence of § 20.2056(b)–7(d)(1) re-
garding the effect on the spouse’s right 
to income if applicable local law pro-
vides for the reasonable apportionment 
between the income and remainder 
beneficiaries of the total return of the 
trust are applicable with respect to 
trusts for taxable years ending after 
January 2, 2004. 

[T.D. 8779, 63 FR 44393, Aug. 19, 1998, as 
amended by T.D. 9102, 69 FR 21, Jan. 2, 2004] 

§ 20.2056(c)–1 Marital deduction; defi-
nition of ‘‘passed from the dece-
dent.’’ 

(a) In general. The following rules are 
applicable in determining the person to 
whom any property interest ‘‘passed 
from the decedent’’: 

(1) Property interests devolving upon 
any person (or persons) as surviving co-
owner with the decedent under any 
form of joint ownership under which 
the right of survivorship existed are 
considered as having passed from the 
decedent to such person (or persons). 

(2) Property interests at any time 
subject to the decedent’s power to ap-
point (whether alone or in conjunction 
with any person) are considered as hav-
ing passed from the decedent to the ap-
pointee under his exercise of the power, 
or, in case of the lapse, release or non-
exercise of the power, as having passed 
from the decedent to the taker in de-
fault of exercise. 

(3) The dower or curtesy interest (or 
statutory interest in lieu thereof) of 
the decedent’s surviving spouse is con-
sidered as having passed from the dece-
dent to his spouse. 

(4) The proceeds of insurance upon 
the life of the decedent are considered 
as having passed from the decedent to 
the person who, at the time of the de-
cedent’s death, was entitled to receive 
the proceeds. 

(5) Any property interest transferred 
during life, bequeathed or devised by 
the decedent, or inherited from the de-
cedent, is considered as having passed 
to the person to whom he transferred, 
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bequeathed, or devised the interest, or 
to the person who inherited the inter-
est from him. 

(6) The survivor’s interest in an an-
nuity or other payment described in 
section 2039 (see §§ 20.2039–1 and 20.2039– 
2) is considered as having passed from 
the decedent to the survivor only to 
the extent that the value of such inter-
est is included in the decedent’s gross 
estate under that section. If only a por-
tion of the entire annuity or other pay-
ment is included in the decedent’s 
gross estate and the annuity or other 
payment is payable to more than one 
beneficiary, then the value of the inter-
est considered to have passed to each 
beneficiary is that portion of the 
amount payable to each beneficiary 
that the amount of the annuity or 
other payment included in the dece-
dent’s gross estate bears to the total 
value of the annuity or other payment 
payable to all beneficiaries. 

(b) Expectant interest in property under 
community property laws. If before the 
decedent’s death the decedent’s sur-
viving spouse had merely an expectant 
interest in property held by her and 
the decedent under community prop-
erty laws, that interest is considered as 
having passed from the decedent to the 
spouse. 

[T.D. 6296, 23 FR 4529, June 24, 1958; 25 FR 
14021, Dec. 31, 1960. Redesignated and amend-
ed by T.D. 8522, 59 FR 9654, Mar. 1, 1994] 

§ 20.2056(c)–2 Marital deduction; defi-
nition of ‘‘passed from the decedent 
to his surviving spouse.’’ 

(a) In general. In general, the defini-
tion stated in § 20.2056(c)–1 is applicable 
in determining the property interests 
which ‘‘passed from the decedent to his 
surviving spouse’’. Special rules are 
provided, however, for the following: 

(1) In the case of certain interests 
with income for life to the surviving 
spouse with power of appointment in 
her (see § 20.2056(b)–5); 

(2) In the case of certain interests 
with income for life to the surviving 
spouse that the executor elects to treat 
as qualified terminable interest prop-
erty (see § 20.2056(b)–7); 

(3) In the case of proceeds held by the 
insurer under a life insurance, endow-
ment, or annuity contract with power 

of appointment in the surviving spouse 
(see § 20.2056(b)–6); 

(4) In case of the disclaimer of an in-
terest by the surviving spouse or by 
any other person (see § 20.2056(d)–1); 

(5) In case of an election by the sur-
viving spouse (see paragraph (c) of this 
section); and 

(6) In case of a controversy involving 
the decedent’s will, see paragraph (d) of 
this section. 

A property interest is treated as pass-
ing to the surviving spouse only if it 
passes to the spouse as beneficial 
owner, except to the extent otherwise 
provided in §§ 20.2056(b)–5 through 
20.2056(b)–7. For this purpose, where a 
property interest passed from the dece-
dent in trust, such interest is consid-
ered to have passed from him to his 
surviving spouse to the extent of her 
beneficial interest therein. The deduc-
tion may not be taken with respect to 
a property interest which passed to 
such spouse merely as trustee, or sub-
ject to a binding agreement by the 
spouse to dispose of the interest in 
favor of a third person. An allowance 
or award paid to a surviving spouse 
pursuant to local law for her support 
during the administration of the dece-
dent’s estate constitutes a property in-
terest passing from the decedent to his 
surviving spouse. In determining 
whether or not such an interest is de-
ductible, however, see generally the 
terminable interest rules of § 20.2056(b)– 
1 and especially example (8) of para-
graph (g) of that section. 

(b) Examples. The following illustrate 
the provisions of paragraph (a) of this 
section: 

(1) A property interest bequeathed in 
trust by H (the decedent) is considered 
as having passed from him to W (his 
surviving spouse)— 

(i) If the trust income is payable to W 
for life and upon her death the corpus 
is distributable to her executors or ad-
ministrators; 

(ii) If W is entitled to the trust in-
come for a term of years following 
which the corpus is to be paid to W or 
her estate; 

(iii) If the trust income is to be accu-
mulated for a term of years or for W’s 
life and the augmented fund paid to W 
or her estate; or 
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(iv) If the terms of the transfer sat-
isfy the requirements of § 20.2056(b)–5 or 
§ 20.2056(b)–7. 

(2) If H devised property— 
(i) To A for life with remainder abso-

lutely to W or her estate, the remain-
der interest is considered to have 
passed from H to W; 

(ii) To W for life with remainder to 
her estate, the entire property is con-
sidered as having passed from H to W; 
or 

(iii) Under conditions which satisfy 
the provisions of § 20.2056(b)–5 or 
20.2056(b)–7, the entire property is con-
sidered as having passed from H to W. 

(3) Proceeds of insurance upon the 
life of H are considered as having 
passed from H to W if the terms of the 
contract— 

(i) Meet the requirements of 
§ 20.2056(b)–6; 

(ii) Provide that the proceeds are 
payable to W in a lump sum; 

(iii) Provide that the proceeds are 
payable in installments to W for life 
and after her death any remaining in-
stallments are payable to her estate; 

(iv) Provide that interest on the pro-
ceeds is payable to W for life and upon 
her death the principal amount is pay-
able to her estate; or 

(v) Provide that the proceeds are pay-
able to a trustee under an arrangement 
whereby the requirements of 
§ 20.2056(b)–5 or 20.2056(b)–7 are satis-
fied. 

(c) Effect of election by surviving 
spouse. This paragraph contains rules 
applicable if the surviving spouse may 
elect between a property interest of-
fered to her under the decedent’s will 
or other instrument and a property in-
terest to which she is otherwise enti-
tled (such as dower, a right in the dece-
dent’s estate, or her interest under 
community property laws) of which ad-
verse disposition was attempted by the 
decedent under the will or other instru-
ment. If the surviving spouse elects to 
take against the will or other instru-
ment, then the property interests of-
fered thereunder are not considered as 
having ‘‘passed from the decedent to 
his surviving spouse’’ and the dower or 
other property interest retained by her 
is considered as having so passed (if it 
otherwise so qualifies under this sec-
tion). If the surviving spouse elects to 

take under the will or other instru-
ment, then the dower or other property 
interest relinquished by her is not con-
sidered as having ‘‘passed from the de-
cedent to his surviving spouse’’ (irre-
spective of whether it otherwise comes 
within the definition stated in para-
graph (a) of this section) and the inter-
est taken under the will or other in-
strument is considered as having so 
passed (if it otherwise so qualifies). As 
to the valuation of the property inter-
est taken under the will or other in-
strument, see paragraph (b) of 
§ 20.2056(b)–4. 

(d) Will contests. (1) If as a result of a 
controversy involving the decedent’s 
will, or involving any bequest or devise 
thereunder, his surviving spouse as-
signs or surrenders a property interest 
in settlement of the controversy, the 
interest so assigned or surrendered is 
not considered as having ‘‘passed from 
the decedent to his surviving spouse.’’ 

(2) If as a result of the controversy 
involving the decedent’s will, or in-
volving any bequest or devise there-
under, a property interest is assigned 
or surrendered to the surviving spouse, 
the interest so acquired will be re-
garded as having ‘‘passed from the de-
cedent to his surviving spouse’’ only if 
the assignment or surrender as a bona 
fide recognition of enforceable rights of 
the surviving spouse in the decedent’s 
estate. Such a bona fide recognition 
will be presumed where the assignment 
or surrender was pursuant to a decision 
of a local court upon the merits in an 
adversary proceeding following a gen-
uine and active contest. However, such 
a decree will be accepted only to the 
extent that the court passed upon the 
facts upon which deductibility of the 
property interest depends. If the as-
signment or surrender was pursuant to 
a decree rendered by consent, or pursu-
ant to an agreement not to contest the 
will or not to probate the will, it will 
not necessarily be accepted as a bona 
fide evaluation of the rights of the 
spouse. 

(e) Survivorship. If the order of deaths 
of the decedent and his spouse cannot 
be established by proof, a presumption 
(whether supplied by local law, the de-
cedent’s will, or otherwise) that the de-
cedent was survived by his spouse will 
be recognized as satisfying paragraph 
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(b)(1) of § 20.2056(a)–1, but only to the 
extent that it has the effect of giving 
to the spouse an interest in property 
includible in her gross estate under 
Part III of Subchapter A of Chapter 11. 
Under these circumstances, if an estate 
tax return is required to be filed for the 
estate of the decedent’s spouse, the 
marital deduction will not be allowed 
in the final audit of the estate tax re-
turn of the decedent’s estate with re-
spect to any property interest which 
has not been finally determined to be 
includible in the gross estate of his 
spouse. 

[T.D. 6296, 23 FR 4529, June 24, 1958; 25 FR 
14021, Dec. 31, 1960. Redesignated and amend-
ed by T.D. 8522, 59 FR 9654, Mar. 1, 1994] 

§ 20.2056(c)–3 Marital deduction; defi-
nition of ‘‘passed from the decedent 
to a person other than his surviving 
spouse’’. 

The expression ‘‘passed from the de-
cedent to a person other than his sur-
viving spouse’’ refers to any property 
interest which, under the definition 
stated in § 20.2056(c)–1 is considered as 
having ‘‘passed from the decedent’’ and 
which under the rules referred to in 
§ 20.2056(c)–2 is not considered as having 
‘‘passed from the decedent to his sur-
viving spouse.’’ Interests which passed 
to a person other than the surviving 
spouse include interests so passing 
under the decedent’s exercise, release, 
or nonexercise of a nontaxable power 
to appoint. It is immaterial whether 
the property interest which passed 
from the decedent to a person other 
than his surviving spouse is included in 
the decedent’s gross estate. The term 
‘‘person other than his surviving 
spouse’’ includes the possible 
unascertained takers of a property in-
terest, as, for example, the members of 
a class to be ascertained in the future. 
As another example, assume that the 
decedent created a power of appoint-
ment over a property interest, which 
does not come within the purview of 
§ 20.2056(b)–5 or § 20.2056(b)–6. In such a 
case, the term ‘‘person other than his 
surviving spouse’’ refers to the possible 
appointees and possible takers in de-
fault (other than the spouse) of such 
property interest. Whether or not there 
is a possibility that the ‘‘person other 
than his surviving spouse’’ (or the heirs 

or assigns of such person) may possess 
or enjoy the property following termi-
nation or failure of the interest therein 
which passed from the decedent to his 
surviving spouse is to be determined as 
of the time of the decedent’s death. 

[T.D. 6296, 23 FR 4529, June 24, 1958; 25 FR 
14021, Dec. 31, 1960. Redesignated and amend-
ed by T.D. 8522, 59 FR 9654, Mar. 1, 1994] 

§ 20.2056(d)–1 Marital deduction; spe-
cial rules for marital deduction if 
surviving spouse is not a United 
States citizen. 

Rules pertaining to the application of 
section 2056(d), including certain tran-
sition rules, are contained in 
§§ 20.2056A–1 through 20.2056A–13. 

[T.D. 8612, 60 FR 43538, Aug. 22, 1995] 

§ 20.2056(d)–2 Marital deduction; effect 
of disclaimers of post-December 31, 
1976 transfers. 

(a) Disclaimer by a surviving spouse. If 
a surviving spouse disclaims an inter-
est in property passing to such spouse 
from the decedent, which interest was 
created in a transfer made after De-
cember 31, 1976, the effectiveness of the 
disclaimer will be determined by sec-
tion 2518 and the corresponding regula-
tions. For rules relating to when the 
transfer creating the interest occurs, 
see § 25.2518–2(c)(3) and (c)(4) of this 
chapter. If a qualified disclaimer is de-
termined to have been made by the sur-
viving spouse, the property interest 
disclaimed is treated as if such interest 
had never been transferred to the sur-
viving spouse. 

(b) Disclaimer by a person other than a 
surviving spouse. If an interest in prop-
erty passes from a decedent to a person 
other than the surviving spouse, and 
the interest is created in a transfer 
made after December 31, 1976, and— 

(1) The person other than the sur-
viving spouse makes a qualified dis-
claimer with respect to such interest; 
and 

(2) The surviving spouse is entitled to 
such interest in property as a result of 
such disclaimer, the disclaimed inter-
est is treated as passing directly from 
the decedent to the surviving spouse. 
For rules relating to when the transfer 
creating the interest occurs, see 
§ 25.2518–2(c)(3) and (c)(4) of this chap-
ter. 
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(c) Effective date. The first and second 
sentences of paragraphs (a) and (b) of 
this section are applicable for transfers 
creating the interest to be disclaimed 
made on or after December 31, 1997. 

[T.D. 8095, 51 FR 28368, Aug. 7, 1986. Redesig-
nated by T.D. 8612, 60 FR 43538, Aug. 22, 1995, 
as amended by T.D. 8744, 62 FR 68184, Dec. 31, 
1997] 

§ 20.2056(d)–3 Marital deduction; effect 
of disclaimers of pre-January 1, 
1977 transfers. 

(a) Disclaimer by a surviving spouse. If 
an interest in property passes to a de-
cedent’s surviving spouse in a taxable 
transfer made by a decedent dying be-
fore January 1, 1977, and the decedent’s 
surviving spouse makes a disclaimer of 
this property interest the disclaimed 
interest is considered as passing from 
the decedent to the person or persons 
entitled to receive the interest as a re-
sult of the disclaimer. A disclaimer is a 
complete and unqualified refusal to ac-
cept the rights to which one is entitled. 
It is, therefore, necessary to distin-
guish between the surviving spouse’s 
disclaimer of a property interest and 
such surviving spouse’s acceptance and 
subsequent disposal of a property inter-
est. For example, if proceeds of insur-
ance are payable to the surviving 
spouse and the proceeds are refused so 
that they consequently pass to an al-
ternate beneficiary designated by the 
decedent, the proceeds are considered 
as having passed from the decedent to 
the alternate beneficiary. On the other 
hand, if the insurance company is di-
rected by the surviving spouse to hold 
the proceeds at interest during such 
spouse’s life and, upon this spouse’s 
death, to pay the principal sum to an-
other person designated by the sur-
viving spouse, thus effecting a transfer 
of a remainder interest, the proceeds 
are considered as having passed from 
the decedent to the surviving spouse. 
See paragraph (c) of § 20.2056(e)–2 with 
respect to a spouse’s exercise or failure 
to exercise a right to take against a de-
cedent’s will. 

(b) Disclaimer by a person other than a 
surviving spouse—(1) Decedents dying 
after October 3, 1966 and before January 
1, 1977. This paragraph (b)(1) applies in 
the case of a disclaimer of property 
passing to one other than the surviving 

spouse from a decedent dying after Oc-
tober 3, 1966 and before January 1, 1977. 
If a surviving spouse is entitled to re-
ceive property from the decedent as a 
result of the timely disclaimer made 
by the disclaimant, the property re-
ceived by the surviving spouse is to be 
treated as passing to the surviving 
spouse from the decedent. Both a dis-
claimer of property passing by the laws 
of intestacy or otherwise, as by insur-
ance or by trust, and a disclaimer of 
bequests and devises under the will of a 
decedent are to be fully effective for 
purposes of computing the marital de-
duction under section 2056. A dis-
claimer is a complete and unqualified 
refusal to accept some or all of the 
rights to which one is entitled. It must 
be a valid refusal under State law and 
must be made without consideration. 
For example, a disclaimer for the ben-
efit of a surviving spouse who promises 
to give or bequeath property to a child 
of the person who disclaims is not a 
disclaimer within the meaning of this 
paragraph (b)(1). The disclaimer must 
be made before the person disclaiming 
accepts any property under the dis-
claimed interest. In the case of prop-
erty transferred by a decedent dying 
after December 31, 1970, and before Jan-
uary 1, 1977, the disclaimer must be 
made within 9 months after the dece-
dent’s death (or within any extension 
of time for filing the estate tax return 
granted pursuant to section 6081). In 
the case of property transferred by a 
decedent dying after October 3, 1966, 
and before January 1, 1971, the dis-
claimer must be made within 15 
months after the decedent’s death (or 
within any extension of time for filing 
the estate tax return granted pursuant 
to section 6081). If the disclaimer does 
not satisfy the requirements of this 
paragraph (b)(1), for the purpose of the 
marital deduction, the property is con-
sidered as passing from the decedent to 
the person who made the disclaimer as 
if the disclaimer had not been made. 

(2) Decedents dying after September 30, 
1963 and before October 4, 1966. This 
paragraph (b)(2) applies in the case of a 
disclaimer of property passing to one 
other than the surviving spouse from a 
decedent dying after September 30, 1963 
and before October 4, 1966. If, as a re-
sult of the disclaimer by the 
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disclaimant, the surviving spouse is en-
titled to receive the disclaimed prop-
erty interest, then such interest shall, 
for the purposes of this paragraph 
(b)(2), be considered as passing from 
the decedent to the surviving spouse if 
the following conditions are met. First, 
the interest disclaimed was bequeathed 
or devised to the disclaimant. Second, 
the disclaimant disclaimed all bequests 
and devises under the will before the 
date prescribed for the filing of the es-
tate tax return. Third, the disclaimant 
did not accept any property under the 
bequest or devise before making the 
disclaimer. 
The interests passing by disclaimer to 
the surviving spouse under this para-
graph (b)(2) are to qualify for the mar-
ital deduction only to the extent that, 
when added to any other allowable 
marital deduction without regard to 
this paragraph (b)(2), they do not ex-
ceed the greater of the deductions 
which would be allowable for the mar-
ital deduction without regard to the 
disclaimer if the surviving spouse exer-
cised the election under State law to 
take against the will, or an amount 
equal to one-third of the decedent’s ad-
justed gross estate. If the disclaimer 
does not satisfy the requirements of 
this paragraph (b)(2), the property is 
treated as passing from the decedent to 
the person who made the disclaimer, in 
the same manner as if the disclaimer 
had not been made. 

(3) Decedents dying before October 4, 
1966. Unless the rule of paragraph (b)(2) 
of this section applies, this paragraph 
(b)(3) applies in the case of a disclaimer 
of property passing to one other than 
the surviving spouse from a decedent 
dying before October 4, 1966. For the 
purpose of these transfers, it is unnec-
essary to distinguish for the purpose of 
the marital deduction between a dis-
claimer by a person other than the sur-
viving spouse and a transfer by such 
person. If the surviving spouse becomes 
entitled to receive an interest in prop-
erty from the decedent as a result of a 
disclaimer made by some other person, 
the interest is, nevertheless, considered 
as having passed from the decedent, 
not to the surviving spouse, but to the 
person who made the disclaimer, as 
though the disclaimer had not been 
made. If, as a result of a disclaimer 

made by a person other than the sur-
viving spouse, a property interest 
passes to the surviving spouse under 
circumstances which meet the condi-
tions set forth in § 20.2056(b)–5 (relating 
to a life estate with a power of appoint-
ment), the rule stated in the preceding 
sentence applies, not only with respect 
to the portion of the interest which 
beneficially vests in the surviving 
spouse, but also with respect to the 
portion over which such spouse ac-
quires a power to appoint. The rule ap-
plies also in the case of proceeds under 
a life insurance, endowment, or annu-
ity contract which, as a result of a dis-
claimer made by a person other than 
the surviving spouse, are held by the 
insurer subject to the conditions set 
forth in § 20.2056(b)–6. 

[T.D. 8095, 51 FR 28368, Aug. 7, 1986. Redesig-
nated by T.D. 8612, 60 FR 43538, Aug. 22, 1995] 

§ 20.2056A–0 Table of contents. 
This section lists the captions that 

appear in the final regulations under 
§§ 20.2056A–1 through 20.2056A–13. 

§ 20.2056A–1 Restrictions on allowance of mar-
ital deduction if surviving spouse is not a 
United States citizen. 
(a) General rule. 
(b) Marital deduction allowed if resident 

spouse becomes citizen. 
(c) Special rules in the case of certain 

transfers subject to estate and gift tax trea-
ties. 
§ 20.2056A–2 Requirements for qualified domes-

tic trust. 
(a) In general. 
(b) Qualified marital interest require-

ments. 
(1) Property passing to QDOT. 
(2) Property passing outright to spouse. 
(3) Property passing under a nontransfer-

able plan or arrangement. 
(c) Statutory requirements. 
(d) Additional requirements to ensure col-

lection of the section 2056A estate tax. 
(1) Security and other arrangements for 

payment of estate tax imposed under section 
2056A(b)(1). 

(2) Individual trustees. 
(3) Annual reporting requirements. 
(4) Request for alternate arrangement or 

waiver. 
(5) Adjustment of dollar threshold and ex-

clusion. 
(6) Effective date and special rules. 

§ 20.2056A–3 QDOT election. 
(a) General rule. 
(b) No partial elections. 
(c) Protective elections. 
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(d) Manner of election. 
§ 20.2056A–4 Procedures for conforming marital 

trusts and nontrust marital transfers to the 
requirements of a qualified domestic trust. 
(a) Marital trusts. 
(1) In general. 
(2) Judicial reformations. 
(3) Tolling of statutory assessment period. 
(b) Nontrust marital transfers. 
(1) In general. 
(2) Form of transfer or assignment. 
(3) Assets eligible for transfer or assign-

ment. 
(4) Pecuniary assignment—special rules. 
(5) Transfer tax treatment of transfer or 

assignment. 
(6) Period for completion of transfer. 
(7) Retirement accounts and annuities. 
(8) Protective assignment. 
(c) Nonassignable annuities and other ar-

rangements. 
(1) Definition and general rule. 
(2) Agreement to remit section 2056A es-

tate tax on corpus portion of each annuity 
payment. 

(3) Agreement to roll over corpus portion 
of annuity payment to QDOT. 

(4) Determination of corpus portion. 
(5) Information Statement. 
(6) Agreement to pay section 2056A estate 

tax. 
(7) Agreement to roll over annuity pay-

ments. 
(d) Examples. 

§ 20.2056A–5 Imposition of section 2056A estate 
tax. 
(a) In general. 
(b) Amounts subject to tax. 
(1) Distribution of principal during the 

spouse’s lifetime. 
(2) Death of surviving spouse. 
(3) Trust ceases to qualify as QDOT. 
(c) Distributions and dispositions not sub-

ject to tax. 
(1) Distributions of principal on account of 

hardship. 
(2) Distributions of income to the surviving 

spouse. 
(3) Certain miscellaneous distributions and 

dispositions. 
§ 20.2056A–6 Amount of tax. 

(a) Definition of tax. 
(b) Benefits allowed in determining 

amount of section 2056A estate tax. 
(1) General rule. 
(2) Treatment as resident. 
(3) Special rule in the case of trusts de-

scribed in section 2056(b)(8). 
(4) Credit for state and foreign death taxes. 
(5) Alternate valuation and special use 

valuation. 
(c) Miscellaneous rules. 
(d) Examples. 

§ 20.2056A–7 Allowance of prior transfer credit 
under section 2013. 
(a) Property subject to QDOT election. 
(b) Property not subject to QDOT election. 

(c) Example. 
§ 20.2056A–8 Special rules for joint property. 

(a) Inclusion in gross estate. 
(1) General rule. 
(2) Consideration furnished by surviving 

spouse. 
(3) Amount allowed to be transferred to 

QDOT. 
(b) Surviving spouse becomes citizen. 
(c) Examples. 

§ 20.2056A–9 Designated Filer. 
§ 20.2056A–10 Surviving spouse becomes citizen 

after QDOT established. 
(a) Section 2056A estate tax no longer im-

posed under certain circumstances. 
(b) Special election by spouse. 

§ 20.2056A–11 Filing requirements and payment 
of the section 2056A estate tax. 
(a) Distributions during surviving spouse’s 

life. 
(b) Tax at death of surviving spouse. 
(c) Extension of time for paying section 

2056A estate tax. 
(1) Extension of time for paying tax under 

section 6161(a)(2). 
(2) Extension of time for paying tax under 

section 6161(a)(1). 
(d) Liability for tax. 

§ 20.2056A–12 Increased basis for section 2056A 
estate tax paid with respect to distribution 
from a QDOT. 

§ 20.2056A–13 Effective date. 

[T.D. 8612, 60 FR 43538, Aug. 22, 1995, as 
amended by T.D. 8686, 61 FR 60553, Nov. 29, 
1996] 

§ 20.2056A–1 Restrictions on allowance 
of marital deduction if surviving 
spouse is not a United States cit-
izen. 

(a) General rule. Subject to the spe-
cial rules provided in section 7815(d)(14) 
of the Omnibus Budget Reconciliation 
Act of 1989 (Pub. L. 101–239; 103 Stat. 
2106), in the case of a decedent dying 
after November 10, 1988, the federal es-
tate tax marital deduction is not al-
lowed for property passing to or for the 
benefit of a surviving spouse who is not 
a United States citizen at the date of 
the decedent’s death (whether or not 
the surviving spouse is a resident of 
the United States) unless— 

(1) The property passes from the de-
cedent to (or pursuant to)— 

(i) A qualified domestic trust (QDOT) 
described in section 2056A and 
§ 20.2056A–2; 

(ii) A trust that, although not meet-
ing all of the requirements for a QDOT, 
is reformed after the decedent’s death 
to meet the requirements of a QDOT 
(see § 20.2056A–4(a)); 
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(iii) The surviving spouse not in trust 
(e.g., by outright bequest or devise, by 
operation of law, or pursuant to the 
terms of an annuity or other similar 
plan or arrangement) and, prior to the 
date that the estate tax return is filed 
and on or before the last date pre-
scribed by law that the QDOT election 
may be made (no more than one year 
after the time prescribed by law, in-
cluding extensions, for filing the re-
turn), the surviving spouse either actu-
ally transfers the property to a QDOT 
or irrevocably assigns the property to a 
QDOT (see § 20.2056A–4(b)); or 

(iv) A plan or other arrangement that 
would have qualified for the marital 
deduction but for section 2056(d)(1)(A), 
and whose payments are not assignable 
or transferable to a QDOT, if the re-
quirements of § 20.2056A–4(c) are met; 
and 

(2) The executor makes a timely 
QDOT election under § 20.2056A–3. 

(b) Marital deduction allowed if resi-
dent spouse becomes citizen. For pur-
poses of section 2056(d)(1) and para-
graph (a) of this section, the surviving 
spouse is treated as a citizen of the 
United States at the date of the dece-
dent’s death if the requirements of sec-
tion 2056(d)(4) are satisfied. For pur-
poses of section 2056(d)(4)(A) and not-
withstanding § 20.2056A–3(a), a return 
filed prior to the due date (including 
extensions) is considered filed on the 
last date that the return is required to 
be filed (including extensions), and a 
late return filed at any time after the 
due date is considered filed on the date 
that it is actually filed. A surviving 
spouse is a resident only if the spouse 
is a resident under chapter 11 of the In-
ternal Revenue Code. See § 20.0–1(b)(1). 
The status of the spouse as a resident 
under section 7701(b) is not relevant to 
this determination except to the extent 
that the income tax residency of the 
spouse is pertinent in applying § 20.0– 
1(b)(1). 

(c) Special rules in the case of certain 
transfers subject to estate and gift tax 
treaties. Under section 7815(d)(14) of the 
Omnibus Budget Reconciliation Act of 
1989 (Pub. L. 101–239, 103 Stat. 2106) cer-
tain special rules apply in the case of 
transfers governed by certain estate 
and gift tax treaties to which the 
United States is a party. In the case of 

the estate of, or gift by, an individual 
who was not a citizen or resident of the 
United States but was a resident of a 
foreign country with which the United 
States has a tax treaty with respect to 
estate, inheritance, or gift taxes, the 
amendments made by section 5033 of 
the Technical and Miscellaneous Rev-
enue Act of 1988 (Pub. L. 100–647, 102 
Stat. 3342) do not apply to the extent 
such amendments would be incon-
sistent with the provisions of such 
treaty relating to estate, inheritance, 
or gift tax marital deductions. Under 
this rule, the estate may choose either 
the statutory deduction under section 
2056A or the marital deduction allowed 
under the treaty. Thus, the estate may 
not avail itself of both the marital de-
duction under the treaty and the mar-
ital deduction under the QDOT provi-
sions of section 2056A and chapter 11 of 
the Internal Revenue Code with respect 
to the remainder of the marital prop-
erty that is not deductible under the 
treaty. 

[T.D. 8612, 60 FR 43539, Aug. 22, 1995] 

§ 20.2056A–2 Requirements for quali-
fied domestic trust. 

(a) In general. In order to qualify as a 
qualified domestic trust (QDOT), the 
requirements of paragraphs (b) and (c) 
of this section, and the requirements of 
§ 20.2056A–2T(d), must be satisfied. The 
executor of the decedent’s estate and 
the U.S. Trustee shall establish in such 
manner as may be prescribed by the 
Commissioner on the estate tax return 
and applicable instructions that these 
requirements have been satisfied or are 
being complied with. In order to con-
stitute a QDOT, the trust must be 
maintained under the laws of a state of 
the United States or the District of Co-
lumbia, and the administration of the 
trust must be governed by the laws of 
a particular state of the United States 
or the District of Columbia. For pur-
poses of this paragraph (a), a trust is 
maintained under the laws of a state of 
the United States or the District of Co-
lumbia if the records of the trust (or 
copies thereof) are kept in that state 
(or the District of Columbia). The trust 
may be established pursuant to an in-
strument executed under either the 
laws of a state of the United States or 
the District of Columbia or pursuant to 
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an instrument executed under the laws 
of a foreign jurisdiction, such as a for-
eign will or trust, provided that such 
foreign instrument designates the law 
of a particular state of the United 
States or the District of Columbia as 
governing the administration of the 
trust, and such designation is effective 
under the law of the designated juris-
diction. In addition, the trust must 
constitute an ordinary trust, as defined 
in § 301.7701–4(a) of this chapter, and not 
any other type of entity. For purposes 
of this paragraph, a trust will not fail 
to constitute an ordinary trust solely 
because of the nature of the assets 
transferred to that trust, regardless of 
its classification under §§ 301.7701–2 
through 301.7701–4 of this chapter. 

(b) Qualified marital interest require-
ments—(1) Property passing to QDOT. If 
property passes from a decedent to a 
QDOT, the trust must qualify for the 
federal estate tax marital deduction 
under section 2056(b)(5) (life estate with 
power of appointment), section 
2056(b)(7) (qualified terminable interest 
property, including joint and survivor 
annuities under section 2056(b)(7)(C)), 
or section 2056(b)(8) (surviving spouse is 
the only noncharitable beneficiary of a 
charitable remainder trust), or meet 
the requirements of an estate trust as 
defined in § 20.2056(c)–2(b)(1)(i) through 
(iii). 

(2) Property passing outright to spouse. 
If property does not pass from a dece-
dent to a QDOT, but passes to a noncit-
izen surviving spouse in a form that 
meets the requirements for a marital 
deduction without regard to section 
2056(d)(1)(A), and that is not described 
in paragraph (b)(1) of this section, the 
surviving spouse must either actually 
transfer the property, or irrevocably 
assign the property, to a trust (whether 
created by the decedent, the decedent’s 
executor or by the surviving spouse) 
that meets the requirements of para-
graph (c) of this section and the re-
quirements of § 20.2056A–2T(d) (per-
taining, respectively, to statutory re-
quirements and regulatory require-
ments imposed to ensure collection of 
tax) prior to the filing of the estate tax 
return for the decedent’s estate and on 
or before the last date prescribed by 
law that the QDOT election may be 
made (see § 20.2056A–3(a)). 

(3) Property passing under a non-
transferable plan or arrangement. If prop-
erty does not pass from a decedent to a 
QDOT, but passes under a plan or other 
arrangement that meets the require-
ments for a marital deduction without 
regard to section 2056(d)(1)(A) and 
whose payments are not assignable or 
transferable (see § 20.2056A–4(c)), the 
property is treated as meeting the re-
quirements of this section, and the re-
quirements of § 20.2056A–2T(d), if the re-
quirements of § 20.2056A–4(c) are satis-
fied. In addition, where an annuity or 
similar arrangement is described above 
except that it is assignable or transfer-
able, see § 20.2056A–4(b)(7). 

(c) Statutory requirements. The re-
quirements of section 2056A(a)(1)(A) 
and (B) must be satisfied. For purposes 
of that section, a domestic corporation 
is a corporation that is created or orga-
nized under the laws of the United 
States or under the laws of any state of 
the United States or the District of Co-
lumbia. The trustee required under 
that section is referred to herein as the 
‘‘U.S. Trustee’’. 

(d) Additional requirements to ensure 
collection of the section 2056A estate tax— 
(1) Security and other arrangements for 
payment of estate tax imposed under sec-
tion 2056A(b)(1)—(i) QDOTs with assets in 
excess of $2 million. If the fair market 
value of the assets passing, treated, or 
deemed to have passed to the QDOT (or 
in the form of a QDOT), determined 
without reduction for any indebtedness 
with respect to the assets, as finally 
determined for federal estate tax pur-
poses, exceeds $2 million as of the date 
of the decedent’s death or, if applica-
ble, the alternate valuation date (ad-
justed as provided in paragraph 
(d)(1)(iii) of this section), the trust in-
strument must meet the requirements 
of either paragraph (d)(1)(i) (A), (B), or 
(C) of this section at all times during 
the term of the QDOT. The QDOT may 
alternate between any of the arrange-
ments provided in paragraphs (d)(1)(i) 
(A), (B), and (C) of this section provided 
that, at any given time, one of the ar-
rangements must be operative. See 
paragraph (d)(1)(iii) of this section for 
the definition of finally determined. 
The QDOT may provide that the trust-
ee has the discretion to use any one of 
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the security arrangements or may pro-
vide that the trustee is limited to 
using only one or two of the arrange-
ments specified in the trust instru-
ment. A trust instrument that specifi-
cally states that the trust must be ad-
ministered in compliance with para-
graph (d)(1)(i) (A), (B), or (C) of this 
section is treated as meeting the re-
quirements of paragraphs (d)(1)(i) (A), 
(B), or (C) of this section for purposes 
of paragraphs (d)(1)(i) and, if applica-
ble, (d)(1)(ii) of this section. 

(A) Bank Trustee. Except as otherwise 
provided in paragraph (d)(6) (ii) or (iii) 
of this section, the trust instrument 
must provide that whenever the Bank 
Trustee security alternative is used for 
the QDOT, at least one U.S. Trustee 
must be a bank as defined in section 
581. Alternatively, except as otherwise 
provided in paragraph (d)(6) (ii) or (iii) 
of this section, at least one trustee 
must be a United States branch of a 
foreign bank, provided that, in such 
cases, during the entire term of the 
QDOT a U.S. Trustee must act as a 
trustee with the foreign bank trustee. 

(B) Bond. Except as otherwise pro-
vided in paragraph (d)(6) (ii) or (iii) of 
this section, the trust instrument must 
provide that whenever the bond secu-
rity arrangement alternative is used 
for the QDOT, the U.S. Trustee must 
furnish a bond in favor of the Internal 
Revenue Service in an amount equal to 
65 percent of the fair market value of 
the trust assets (determined without 
regard to any indebtedness with re-
spect to the assets) as of the date of 
the decedent’s death (or alternate valu-
ation date, if applicable), as finally de-
termined for federal estate tax pur-
poses (and as further adjusted as pro-
vided in paragraph (d)(1)(iv) of this sec-
tion). If, after examination of the es-
tate tax return, the fair market value 
of the trust assets, as originally re-
ported on the estate tax return, is ad-
justed (pursuant to a judicial pro-
ceeding or otherwise) resulting in a 
final determination of the value of the 
assets as reported on the return, the 
U.S. Trustee has a reasonable period of 
time (not exceeding sixty days after 
the conclusion of the proceeding or 
other action resulting in a final deter-
mination of the value of the assets) to 
adjust the amount of the bond accord-

ingly. But see, paragraph (d)(1)(i)(D) of 
this section for a special rule in the 
case of a substantial undervaluation of 
QDOT assets. Unless an alternate ar-
rangement under paragraph (d)(1)(i) 
(A), (B), or (C) of this section, or an ar-
rangement prescribed under paragraph 
(d)(4) of this section, is provided, or the 
trust is otherwise no longer subject to 
the requirements of section 2056A pur-
suant to section 2056A(b)(12), the bond 
must remain in effect until the trust 
ceases to function as a QDOT and any 
tax liability finally determined to be 
due under section 2056A(b) is paid, or is 
finally determined to be zero. 

(1) Requirements for the bond. The 
bond must be with a satisfactory sur-
ety, as prescribed under section 7101 
and § 301.7101–1 of this chapter (Regula-
tions on Procedure and Administra-
tion), and is subject to Internal Rev-
enue Service review as may be pre-
scribed by the Commissioner. The bond 
may not be cancelled. The bond must 
be for a term of at least one year and 
must be automatically renewable at 
the end of that term, on an annual 
basis thereafter, unless notice of fail-
ure to renew is mailed to the U.S. 
Trustee and the Internal Revenue Serv-
ice at least 60 days prior to the end of 
the term, including periods of auto-
matic extensions. Any notice of failure 
to renew required to be sent to the In-
ternal Revenue Service must be sent to 
the Estate and Gift Tax Group in the 
District Office of the Internal Revenue 
Service that has examination jurisdic-
tion over the decedent’s estate (Inter-
nal Revenue Service, District Director, 
[specify location] District Office, Estate 
and Gift Tax Examination Group, 
[specify Street Address, City, State, 
Zip Code]) (or in the case of noncitizen 
decedents and United States citizens 
who die domiciled outside the United 
States, Estate Tax Group, Assistant 
Commissioner (International), 950 
L’Enfant Plaza, CP:IN:D:C:EX:HQ:1114, 
Washington, DC 20024). The Internal 
Revenue Service will not draw on the 
bond if, within 30 days of receipt of the 
notice of failure to renew, the U.S. 
Trustee notifies the Internal Revenue 
Service (at the same address to which 
notice of failure to renew is to be sent) 
that an alternate arrangement under 
paragraph (d)(1)(i) (A), (B), or (C) or 
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(d)(4) of this section, has been secured 
and that the arrangement will take ef-
fect immediately prior to or upon expi-
ration of the bond. 

(2) Form of bond. The bond must be in 
the following form (or in a form that is 
the same as the following form in all 
material respects), or in such alter-
native form as the Commissioner may 
prescribe by guidance published in the 
Internal Revenue Bulletin (see 
§ 601.601(d)(2) of this chapter): 

Bond in Favor of the Internal Revenue 
Service To Secure Payment of Section 2056A 
Estate Tax Imposed Under Section 2056A(b) 
of the Internal Revenue Code. 

KNOW ALL PERSONS BY THESE PRE-
SENTS, That the undersigned, llll, the 
SURETY, and llll, the PRINCIPAL, are 
irrevocably held and firmly bound to pay the 
Internal Revenue Service upon written de-
mand that amount of any tax up to $[amount 
determined under paragraph (d)(1)(i)(B) of this 
section], imposed under section 2056A(b)(1) of 
the Internal Revenue Code (including pen-
alties and interest on said tax) determined 
by the Internal Revenue Service to be pay-
able with respect to the principal as trustee 
for: [Identify trust and governing instrument, 
name and address of trustee], a qualified do-
mestic trust as defined in section 2056A(a) of 
the Internal Revenue Code, for the payment 
of which the said Principal and said Surety, 
bind themselves, their heirs, executors, ad-
ministrators, successors and assigns, jointly 
and severally, firmly by these presents. 

WHEREAS, The Internal Revenue Service 
may demand payment under this bond at any 
time if the Internal Revenue Service in its 
sole discretion determines that a taxable 
event with respect to the trust has occurred; 
the trust no longer qualifies as a qualified 
domestic trust as described in section 
2056A(a) of the Internal Revenue Code and 
the regulations promulgated thereunder, or a 
distribution subject to the tax imposed 
under section 2056A(b)(1) has been made. De-
mand by the Internal Revenue Service for 
payment may be made whether or not the 
tax and tax return (Form 706–QDT) with re-
spect to the taxable event is due at the time 
of such demand, or an assessment has been 
made by the Internal Revenue Service with 
respect to the tax. 

NOW THEREFORE, The condition of this 
obligation is such that it must not be can-
celled and, if payment of all tax liability fi-
nally determined to be imposed under sec-
tion 2056A(b) is made, then this obligation is 
null and void; otherwise, this obligation is to 
remain in full force and effect for one year 
from its effective date and is to be automati-
cally renewable on an annual basis unless, at 
least 60 days prior to the expiration date, in-
cluding periods of automatic renewals, the 

surety mails to the U.S. Trustee and the In-
ternal Revenue Service by Registered or Cer-
tified Mail, return receipt requested, notice 
of the failure to renew. Receipt of this notice 
of failure to renew by the Internal Revenue 
Service may be considered a taxable event. 
The Internal Revenue Service will not draw 
upon the bond if, within 30 days of receipt of 
the notice of failure to renew, the trustee no-
tifies the Internal Revenue Service that an 
alternate security arrangement has been se-
cured and that the arrangement will take ef-
fect immediately prior to or upon expiration 
of the bond. The surety remains liable for all 
taxable events occurring prior to the date of 
expiration. All notices required to be sent to 
the Internal Revenue Service under this in-
strument should be sent to District Director, 
[specify location] District Office, Estate and 
Gift Tax Examination Group, Street Ad-
dress, City, State, Zip Code. (In the case of 
nonresident noncitizen decedents and United 
States citizens who die domiciled outside the 
United States, all notices should be sent to 
Estate Tax Group, Assistant Commissioner 
(International), 950 L’Enfant Plaza, 
CP:IN:D:C:EX:HQ:1114, Washington, DC 
20024). 

This bond shall be effective as of lll. 
Principal lll Date lll Surety llll 

Date lll 

(3) Additional governing instrument re-
quirements. The trust instrument must 
provide that in the event the Internal 
Revenue Service draws on the bond, in 
accordance with its terms, neither the 
U.S. Trustee nor any other person will 
seek a return of any part of the remit-
tance until after April 15th of the cal-
endar year following the year in which 
the bond is drawn upon. After that 
date, any such remittance will be 
treated as a deposit and returned 
(without interest) upon request of the 
U.S. Trustee, unless it is determined 
that assessment or collection of the 
tax imposed by section 2056A(b)(1) is in 
jeopardy, within the meaning of sec-
tion 6861. If an assessment under sec-
tion 6861 is made, the remittance will 
first be credited to any tax liability re-
ported on the Form 706–QDT, then to 
any unpaid balance of a section 
2056A(b)(1)(A) tax liability (plus inter-
est and penalties) for any prior taxable 
years, and any balance will then be re-
turned to the U.S. Trustee. 

(4) Procedure. The bond is to be filed 
with the decedent’s federal estate tax 
return, Form 706 or 706NA (unless an 
extension for filing the bond is granted 
under § 301.9100 of this chapter). The 
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U.S. Trustee must provide a written 
statement with the bond that provides 
a list of the assets that will be used to 
fund the QDOT and the respective val-
ues of the assets. The written state-
ment must also indicate whether any 
exclusions under paragraph (d)(1)(iv) of 
this section are claimed. 

(C) Letter of credit. Except as other-
wise provided in paragraph (d)(6) (ii) or 
(iii) of this section, the trust instru-
ment must provide that whenever the 
letter of credit security arrangement is 
used for the QDOT, the U.S. Trustee 
must furnish an irrevocable letter of 
credit issued by a bank as defined in 
section 581, a United States branch of a 
foreign bank, or a foreign bank with a 
confirmation by a bank as defined in 
section 581. The letter of credit must be 
for an amount equal to 65 percent of 
the fair market value of the trust as-
sets (determined without regard to any 
indebtedness with respect to the as-
sets) as of the date of the decedent’s 
death (or alternate valuation date, if 
applicable), as finally determined for 
federal estate tax purposes (and as fur-
ther adjusted as provided in paragraph 
(d)(1)(iv) of this section). If, after ex-
amination of the estate tax return, the 
fair market value of the trust assets, 
as originally reported on the estate tax 
return, is adjusted (pursuant to a judi-
cial proceeding or otherwise) resulting 
in a final determination of the value of 
the assets as reported on the return, 
the U.S. Trustee has a reasonable pe-
riod of time (not exceeding 60 days 
after the conclusion of the proceeding 
or other action resulting in a final de-
termination of the value of the assets) 
to adjust the amount of the letter of 
credit accordingly. But see, paragraph 
(d)(1)(i)(D) of this section for a special 
rule in the case of a substantial under-
valuation of QDOT assets. Unless an al-
ternate arrangement under paragraph 
(d)(1)(i) (A), (B), or (C) of this section, 
or an arrangement prescribed under 
paragraph (d)(4) of this section, is pro-
vided, or the trust is otherwise no 
longer subject to the requirements of 
section 2056A pursuant to section 
2056A(b)(12), the letter of credit must 
remain in effect until the trust ceases 
to function as a QDOT and any tax li-
ability finally determined to be due 

under section 2056A(b) is paid or is fi-
nally determined to be zero. 

(1) Requirements for the letter of credit. 
The letter of credit must be irrevocable 
and provide for sight payment. The let-
ter of credit must have a term of at 
least one year and must be automati-
cally renewable at the end of the term, 
at least on an annual basis, unless no-
tice of failure to renew is mailed to the 
U.S. Trustee and the Internal Revenue 
Service at least sixty days prior to the 
end of the term, including periods of 
automatic renewals. If the letter of 
credit is issued by the U.S. branch of a 
foreign bank and the U.S. branch is 
closing, the branch (or foreign bank) 
must notify the U.S. Trustee and the 
Internal Revenue Service of the closure 
and the notice of closure must be 
mailed at least 60 days prior to the 
date of closure. Any notice of failure to 
renew or closure of a U.S. branch of a 
foreign bank required to be sent to the 
Internal Revenue Service must be sent 
to the Estate and Gift Tax Group in the 
District Office of the Internal Revenue 
Service that has examination jurisdic-
tion over the decedent’s estate (Inter-
nal Revenue Service, District Director, 
[specify location] District Office, Estate 
and Gift Tax Examination Group, 
[Street Address, City State, Zip Code]) 
(or in the case of noncitizen decedents 
and United States citizens who die 
domiciled outside the United States, 
Estate Tax, Assistant Commissioner 
(International), 950 L’Enfant Plaza, 
CP:IN:D:C:EX:HQ:1114, Washington, DC 
20024). The Internal Revenue Service 
will not draw on the letter of credit if, 
within 30 days of receipt of the notice 
of failure to renew or closure of the 
U.S. branch of a foreign bank, the U.S. 
Trustee notifies the Internal Revenue 
Service (at the same address to which 
notice is to be sent) that an alternate 
arrangement under paragraph (d)(1)(i) 
(A), (B), or (C), or (d)(4) of this section, 
has been secured and that the arrange-
ment will take effect immediately 
prior to or upon expiration of the letter 
of credit or closure of the U.S. branch 
of the foreign bank. 

(2) Form of letter of credit. The letter 
of credit must be made in the following 
form (or in a form that is the same as 
the following form in all material re-
spects), or an alternative form that the 
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Commissioner prescribes by guidance 
published in the Internal Revenue Bul-
letin (see § 601.601(d)(2) of this chapter): 
[Issue Date] 
To: Internal Revenue Service 
Attention: District Director, [specify location] 

District Office 
Estate and Gift Tax Examination Group 

[Street Address, City, State, ZIP Code] 
[Or in the case of nonresident noncitizen de-

cedents and United States citizens who 
die domiciled outside the United States, 

To: Estate Tax Group, Assistant Commis-
sioner (International) 950 L’Enfant Plaza 
CP:IN:D:C:EX:HQ:1114 Washington, DC 
20024]. 

Dear Sirs: We hereby establish our irrev-
ocable Letter of Credit No. ll in your favor 
for drawings up to U.S. $ [Applicant should 
provide bank with amount which Applicant de-
termined under paragraph (d)(1)(i)(C)] effective 
immediately. This Letter of Credit is issued, 
presentable and payable at our office at 
llll and expires at 3:00 p.m. [EDT, EST, 
CDT, CST, MDT, MST, PDT, PST] on ll at 
said office. 

For information and reference only, we are 
informed that this Letter of Credit relates to 
[Applicant should provide bank with the iden-
tity of qualified domestic trust and governing 
instrument], and the name, address, and iden-
tifying number of the trustee is [Applicant 
should provide bank with the trustee name, ad-
dress and the QDOT’s TIN number, if any]. 

Drawings on this Letter of Credit are 
available upon presentation of the following 
documents: 

1. Your draft drawn at sight on us bearing 
our Letter of Credit No. ll; and 

2. Your signed statement as follows: 
The amount of the accompanying draft is 

payable under [identify bank] irrevocable Let-
ter of Credit No. lll pursuant to section 
2056A of the Internal Revenue Code and the 
regulations promulgated thereunder, because 
the Internal Revenue Service in its sole dis-
cretion has determined that a ‘‘taxable 
event’’ with respect to the trust has oc-
curred; e.g., the trust no longer qualifies as 
a qualified domestic trust as described in 
section 2056A of the Internal Revenue Code 
and regulations promulgated thereunder, or 
a distribution subject to the tax imposed 
under section 2056A(b)(1) of the Internal Rev-
enue Code has been made. 

Except as expressly stated herein, this un-
dertaking is not subject to any agreement, 
requirement or qualification. The obligation 
of [Name of Issuing Bank] under this Letter of 
Credit is the individual obligation of [Name 
of Issuing Bank] and is in no way contingent 
upon reimbursement with respect thereto. 

It is a condition of this Letter of Credit 
that it is deemed to be automatically ex-
tended without amendment for a period of 

one year from the expiration date hereof, or 
any future expiration date, unless at least 60 
days prior to any expiration date, we mail to 
you and to the U.S. Trustee notice by Reg-
istered Mail or Certified Mail, return receipt 
requested, or by courier to your and the 
trustee’s address indicated above, that we 
elect not to consider this Letter of Credit re-
newed for any such additional period. Upon 
receipt of this notice, you may draw here-
under on or before the then current expira-
tion date, by presentation of your draft and 
statement as stipulated above. 

[In the case of a letter of credit issued by 
a U.S. branch of a foreign bank the following 
language must be added]. It is a further con-
dition of this Letter of Credit that if the U.S. 
branch of [name of foreign bank] is to be 
closed, that at least sixty days prior to clos-
ing, we mail to you and the U.S. Trustee no-
tice by Registered Mail or Certified Mail, re-
turn receipt requested, or by courier to your 
and the U.S. Trustee’s address indicated 
above, that this branch will be closing. This 
notice will specify the actual date of closing. 
Upon receipt of the notice, you may draw 
hereunder on or before the date of closure, 
by presentation of your draft and statement 
as stipulated above. 

Except where otherwise stated herein, this 
Letter of Credit is subject to the Uniform 
Customs and Practice for Documentary 
Credits, 1993 Revision, ICC Publication No. 
500. If we notify you of our election not to 
consider this Letter of Credit renewed and 
the expiration date occurs during an inter-
ruption of business described in Article 17 of 
said Publication 500, unless you had con-
sented to cancellation prior to the expiration 
date, the bank hereby specifically agrees to 
effect payment if this Letter of Credit is 
drawn against within 30 days after the re-
sumption of business. 

Except as stated herein, this Letter of 
Credit cannot be modified or revoked with-
out your consent. 

Authorized Signature lll Date lll 

(3) Form of confirmation. If the re-
quirements of this paragraph 
(d)(1)(i)(C) are satisfied by the issuance 
of a letter of credit by a foreign bank 
with confirmation by a bank as defined 
in section 581, the confirmation must 
be made in the following form (or in a 
form that is the same as the following 
form in all material respects), or an al-
ternative form as the Commissioner 
prescribes by guidance published in the 
Internal Revenue Bulletin (see 
§ 602.101(d)(2) of this chapter): 
[Issue Date] 
To: Internal Revenue Service 
Attention: District Director, [specify loca-

tion] District Office Estate and Gift Tax 
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Examination Group [State Address, City, 
State, ZIP Code] 

[or in the case of nonresident noncitizen de-
cedents and United States citizens who die 
domiciled outside the United States, 
To: Estate Tax Group, Assistant Commis-

sioner (International) 950 L’Enfant Plaza 
CP:IN:D:C:EX:HQ:1114, Washington, DC 
20024]. 

Dear Sirs: We hereby confirm the enclosed 
irrevocable Letter of Credit No. lll, and 
amendments thereto, if any, in your favor by 
llll [Issuing Bank] for drawings up to 
U.S. llll [same amount as in initial Let-
ter of Credit] effective immediately. This 
confirmation is issued, presentable and pay-
able at our office at llll and expires at 
3:00 p.m. [EDT, EST, CDT, CST, MDT, MST, 
PDT, PST] on lll at said office. 

For information and reference only, we are 
informed that this Confirmation relates to 
[Applicant should provide bank with the 
identity of qualified domestic trust and gov-
erning instrument], and the name, address, 
and identifying number of the trustee is [Ap-
plicant should provide bank with the trustee 
name, address and the QDOT’s TIN number, 
if any]. 

We hereby undertake to honor your sight 
draft(s) drawn as specified in the Letter of 
Credit. 

Except as expressly stated herein, this un-
dertaking is not subject to any agreement, 
condition or qualification. The obligation of 
[Name of Confirming Bank] under this Con-
firmation is the individual obligation of 
[Name of Confirming Bank] and is in no way 
contingent upon reimbursement with respect 
thereto. 

It is a condition of this Confirmation that 
it is deemed to be automatically extended 
without amendment for a period of one year 
from the expiry date hereof, or any future 
expiration date, unless at least sixty days 
prior to the expiration date, we send to you 
and to the U.S. Trustee notice by Registered 
Mail or Certified Mail, return receipt re-
quested, or by courier to your and the trust-
ee’s addresses, respectively, indicated above, 
that we elect not to consider this Confirma-
tion renewed for any additional period. Upon 
receipt of this notice by you, you may draw 
hereunder on or before the then current expi-
ration date, by presentation of your draft 
and statement as stipulated above. 

Except where otherwise stated herein, this 
Confirmation is subject to the Uniform Cus-
toms and Practice for Documentary Credits, 
1993 Revision, ICC Publication No. 500. If we 
notify you of our election not to consider 
this Confirmation renewed and the expira-
tion date occurs during an interruption of 
business described in Article 17 of said Publi-
cation 500, unless you had consented to can-
cellation prior to the expiration date, the 
bank hereby specifically agrees to effect pay-

ment if this Confirmation is drawn against 
within 30 days after the resumption of busi-
ness. 

Except as stated herein, this Confirmation 
cannot be modified or revoked without your 
consent. 

Authorized Signature llll Date lll 

(4) Additional governing instrument re-
quirements. The trust instrument must 
provide that if the Internal Revenue 
Service draws on the letter of credit (or 
confirmation) in accordance with its 
terms, neither the U.S. Trustee nor any 
other person will seek a return of any 
part of the remittance until April 15th 
of the calendar year following the year 
in which the letter of credit (or con-
firmation) is drawn upon. After that 
date, any such remittance will be 
treated as a deposit and returned 
(without interest) upon request of the 
U.S. Trustee after the date specified 
above, unless it is determined that as-
sessment or collection of the tax im-
posed by section 2056A(b)(1) is in jeop-
ardy, within the meaning of section 
6861. If an assessment under section 
6861 is made, the remittance will first 
be credited to any tax liability re-
ported on the Form 706–QDT, then to 
any unpaid balance of a section 
2056A(b)(1)(A) tax liability (plus inter-
est and penalties) for any prior taxable 
years, and any balance will then be re-
turned to the U.S. Trustee. 

(5) Procedure. The letter of credit 
(and confirmation, if applicable) is to 
be filed with the decedent’s federal es-
tate tax return, Form 706 or 706NA (un-
less an extension for filing the letter of 
credit is granted under § 301.9100 of this 
chapter). The U.S. Trustee must pro-
vide a written statement with the let-
ter of credit that provides a list of the 
assets that will be used to fund the 
QDOT and the respective values of the 
assets. The written statement must 
also indicate whether any exclusions 
under paragraph (d)(1)(iv) of this sec-
tion are claimed. 

(D) Disallowance of marital deduction 
for substantial undervaluation of QDOT 
property in certain situations. (1) If ei-
ther— 

(i) The bond or letter of credit secu-
rity arrangement under paragraph 
(d)(1)(i) (B) or (C) of this section is cho-
sen by the U.S. Trustee; or 

(ii) The QDOT property as originally 
reported on the decedent’s estate tax 
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return is valued at $2 million or less 
but, as finally determined for federal 
estate tax purposes, the QDOT prop-
erty is determined to be in excess of $2 
million, then the marital deduction 
will be disallowed in its entirety for 
failure to comply with the require-
ments of section 2056A if the value of 
the QDOT property reported on the es-
tate tax return is 50 percent or less of 
the amount finally determined to be 
the correct value of the property for 
federal estate tax purposes. 

(2) The preceding sentence does not 
apply if— 

(i) There was reasonable cause for the 
undervaluation; and 

(ii) The fiduciary of the estate acted 
in good faith with respect to the under-
valuation. For this purpose, § 1.6664–4(b) 
of this chapter applies, to the extent 
applicable, with respect to the facts 
and circumstances to be taken into ac-
count in making this determination. 

(ii) QDOTs with assets of $2 million or 
less. If the fair market value of the as-
sets passing, treated, or deemed to 
have passed to the QDOT (or in the 
form of a QDOT), determined without 
reduction for any indebtedness with re-
spect to the assets, as finally deter-
mined for federal estate tax purposes, 
is $2 million or less as of the date of 
the decedent’s death or, if applicable, 
the alternate valuation date (adjusted 
as provided in paragraph (d)(1)(iv) of 
this section), the trust instrument 
must provide that either no more than 
35 percent of the fair market value of 
the trust assets, determined annually 
on the last day of the taxable year of 
the trust (or on the last day of the cal-
endar year if the QDOT does not have a 
taxable year), will consist of real prop-
erty located outside of the United 
States, or the trust will meet the re-
quirements prescribed by paragraph 
(d)(1)(i)(A), (B), or (C) of this section. 
See paragraph (d)(1)(ii)(D) of this sec-
tion for special rules in the case of 
principal distributions from a QDOT, 
fluctuations in the value of foreign real 
property held by a QDOT due to 
changes in value of foreign currency, 
and fluctuations in the fair market 
value of assets held by the QDOT. See 
paragraph (d)(1)(iv) of this section for a 
special rule for personal residences. If 
the fair market value, as originally re-

ported on the decedent’s estate tax re-
turn, of the assets passing or deemed to 
have passed to the QDOT (determined 
without reduction for any indebtedness 
with respect to the assets) is $2 million 
or less, but the fair market value of the 
assets as finally determined for federal 
estate tax purposes is more than $2 
million, the U.S. Trustee has a reason-
able period of time (not exceeding sixty 
days after the conclusion of the pro-
ceeding or other action resulting in a 
final determination of the value of the 
assets) to meet the requirements pre-
scribed by paragraph (d)(1)(i) (A), (B), 
or (C) of this section. However, see 
paragraph (d)(1)(i)(D) of this section in 
the case of a substantial undervalu-
ation of QDOT assets. See § 20.2056A– 
2(d)(1)(iii) for the definition of finally 
determined. 

(A) Multiple QDOTs. For purposes of 
this paragraph (d)(1)(ii), if more than 
one QDOT is established for the benefit 
of the surviving spouse, the fair mar-
ket value of all the QDOTs are aggre-
gated in determining whether the $2 
million threshold under this paragraph 
(d)(1)(ii) is exceeded. 

(B) Look-through rule. For purposes of 
determining whether no more than 35 
percent of the fair market value of the 
QDOT assets consists of foreign real 
property, if the QDOT owns more than 
20% of the voting stock or value in a 
corporation with 15 or fewer share-
holders, or more than 20% of the cap-
ital interest of a partnership with 15 or 
fewer partners, then all assets owned 
by the corporation or partnership are 
deemed to be owned directly by the 
QDOT to the extent of the QDOT’s pro 
rata share of the assets of that cor-
poration or partnership. For a partner-
ship, the QDOT partner’s pro rata share 
is based on the greater of its interest in 
the capital or profits of the partner-
ship. For purposes of this paragraph, 
all stock in the corporation, or inter-
ests in the partnership, as the case 
may be, owned by or held for the ben-
efit of the surviving spouse, or any 
members of the surviving spouse’s fam-
ily (within the meaning of section 
267(c)(4)), are treated as owned by the 
QDOT solely for purposes of deter-
mining the number of partners or 
shareholders in the entity and the 
QDOT’s percentage voting interest or 
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value in the corporation or capital in-
terest in the partnership, but not for 
the purpose of determining the QDOT’s 
pro rata share of the assets of the enti-
ty. 

(C) Interests in other entities. Interests 
owned by the QDOT in other entities 
(such as an interest in a trust) are ac-
corded treatment consistent with that 
described in paragraph (d)(1)(ii)(B) of 
this section. 

(D) Special rule for foreign real prop-
erty. For purposes of this paragraph 
(d)(1)(ii), if, on the last day of any tax-
able year during the term of the QDOT 
(or the last day of the calendar year if 
the QDOT does not have a taxable 
year), the value of foreign real prop-
erty owned by the QDOT exceeds 35 
percent of the fair market value of the 
trust assets due to: distributions of 
QDOT principal during that year; fluc-
tuations in the value of the foreign 
currency in the jurisdiction where the 
real estate is located; or fluctuations 
in the fair market value of any assets 
held in the QDOT, then the QDOT will 
not be treated as failing to meet the re-
quirements of this paragraph (d)(1). Ac-
cordingly, the QDOT will not cease to 
be a QDOT within the meaning of 
§ 20.2056A–5(b)(3) if, by the end of the 
taxable year (or the last day of the cal-
endar year if the QDOT does not have a 
taxable year) of the QDOT immediately 
following the year in which the 35 per-
cent limit was exceeded, the value of 
the foreign real property held by the 
QDOT does not exceed 35 percent of the 
fair market value of the trust assets 
or, alternatively, the QDOT meets the 
requirements of either paragraph 
(d)(1)(i) (A), (B), or (C) of this section 
on or before the close of that suc-
ceeding year. 

(iii) Definition of finally determined. 
For purposes of § 20.2056A–2(d)(1) (i) and 
(ii), the fair market value of assets will 
be treated as finally determined on the 
earliest to occur of— 

(A) The entry of a decision, judg-
ment, decree, or other order by any 
court of competent jurisdiction that 
has become final; 

(B) The execution of a closing agree-
ment made under section 7121; 

(C) Any final disposition by the In-
ternal Revenue Service of a claim for 
refund; 

(D) The issuance of an estate tax 
closing letter (Form L–154 or equiva-
lent) if no claim for refund is filed; or 

(E) The expiration of the period of as-
sessment. 

(iv) Special rules for personal residence 
and related personal effects—(A) Two mil-
lion dollar threshold. For purposes of de-
termining whether the $2 million 
threshold under paragraphs (d)(1)(i) and 
(ii) of this section has been exceeded, 
the executor of the estate may elect to 
exclude up to $600,000 in value attrib-
utable to real property (and related 
furnishings) owned directly by the 
QDOT that is used by, or held for the 
use of the surviving spouse as a per-
sonal residence and that passes, or is 
treated as passing, to the QDOT under 
section 2056(d). The election may be 
made regardless of whether the real 
property is situated within or without 
the United States. The election is made 
by attaching to the estate tax return 
on which the QDOT election is made a 
written statement claiming the exclu-
sion. The statement must clearly iden-
tify the property or properties (i.e. ad-
dress and location) for which the elec-
tion is being made. 

(B) Security requirement. For purposes 
of determining the amount of the bond 
or letter of credit required when para-
graph (d)(1)(i)(B) or (C) of this section 
applies, the executor of the estate may 
elect to exclude, during the term of the 
QDOT, up to $600,000 in value attrib-
utable to real property (and related 
furnishings) owned directly by the 
QDOT that is used by, or held for the 
use of the surviving spouse as a per-
sonal residence and that passes, or is 
treated as passing, to the QDOT under 
section 2056(d). The election may be 
made regardless of whether the real 
property is situated within or without 
the United States. The election is made 
by attaching to the estate tax return 
on which the QDOT election is made a 
written statement claiming the exclu-
sion. If an election is not made on the 
decedent’s estate tax return, the elec-
tion may be made, prospectively, at 
any time, during the term of the 
QDOT, by attaching to the Form 706– 
QDT a written statement claiming the 
exclusion. A statement may also be at-
tached to the Form 706–QDT that can-
cels a prior election of the personal 
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residence exclusion that was made 
under this paragraph, either on the de-
cedent’s estate tax return or on a Form 
706–QDT. 

(C) Foreign real property limitation. 
The special rules of this paragraph 
(d)(1)(iv) do not apply for purposes of 
determining whether more than 35 per-
cent of the QDOT assets consist of for-
eign real property under paragraph 
(d)(1)(ii) of this section. 

(D) Personal residence. For purposes of 
this paragraph (d)(1)(iv), a personal resi-
dence is either the principal residence 
of the surviving spouse within the 
meaning of section 1034 or one other 
residence of the surviving spouse. In 
order to be used by or held for the use 
of the spouse as a personal residence, 
the residence must be available at all 
times for use by the surviving spouse. 
The residence may not be rented to an-
other party, even when not occupied by 
the spouse. A personal residence may 
include appurtenant structures used by 
the surviving spouse for residential 
purposes and adjacent land not in ex-
cess of that which is reasonably appro-
priate for residential purposes (taking 
into account the residence’s size and 
location). 

(E) Related furnishings. The term re-
lated furnishings means furniture and 
commonly included items such as ap-
pliances, fixtures, decorative items and 
china, that are not beyond the value 
associated with normal household and 
decorative use. Rare artwork, valuable 
antiques, and automobiles of any kind 
or class are not within the meaning of 
this term. 

(F) Required statement. If one or both 
of the exclusions provided in paragraph 
(d)(1)(iv)(A) or (B) of this section are 
elected by the executor of the estate 
and the personal residence is later sold 
or ceases to be used, or held for use as 
a personal residence, the U.S. Trustee 
must file the statement that is re-
quired under paragraph (d)(3) of this 
section at the time and in the manner 
provided in paragraphs (d)(3)(ii) and 
(iii) of this section. 

(G) Cessation of use. Except as pro-
vided in this paragraph (d)(1)(iv)(G), if 
the residence ceases to be used by, or 
held for the use of, the spouse as a per-
sonal residence of the spouse, or if the 
residence is sold during the term of the 

QDOT, the exclusions provided in para-
graphs (d)(1)(iv)(A) and (B) of this sec-
tion cease to apply. However, if the res-
idence is sold, the exclusion continues 
to apply if, within 12 months of the 
date of sale, the amount of the ad-
justed sales price (as defined in section 
1034(b)(1)) is reinvested to purchase a 
new personal residence for the spouse. 
If less than the amount of the adjusted 
sales price is reinvested, the amount of 
the exclusion equals the amount rein-
vested in the new residence plus any 
amount previously allocated to a resi-
dence that continues to qualify for the 
exclusion, up to a total of $600,000. If 
the QDOT ceases to qualify for all or 
any portion of the initially claimed ex-
clusions, paragraph (d)(1)(i) of this sec-
tion, if applicable (determined as if the 
portion of the exclusions disallowed 
had not been initially claimed by the 
QDOT), must be complied with no later 
than 120 days after the effective date of 
the cessation. In addition, if a resi-
dence ceases to be used by, or held for 
the use of the spouse as a personal resi-
dence of the spouse or if the personal 
residence is sold during the term of the 
QDOT, the personal residence exclusion 
may be allocated to another residence 
that is held in either the same QDOT 
or in another QDOT that is established 
for the surviving spouse, if the other 
residence qualifies as being used by, or 
held for the use of the spouse as a per-
sonal residence. The trustee may allo-
cate up to $600,000 to the new personal 
residence (less the amount previously 
allocated to a residence that continues 
to qualify for the exclusion) even if the 
entire $600,000 exclusion was not pre-
viously utilized with respect to the 
original personal residence(s). 

(v) Anti-abuse rule. Regardless of 
whether the QDOT designates a bank 
as the U.S. Trustee under paragraph 
(d)(1)(i)(A) of this section (or otherwise 
complies with paragraph (d)(1)(i)(A) of 
this section by naming a foreign bank 
with a United States branch as a trust-
ee to serve with the U.S. Trustee), 
complies with paragraph (d)(1)(i)(B) or 
(C) of this section, or is subject to and 
complies with the foreign real property 
requirements of paragraph (d)(1)(ii) of 
this section, the trust immediately 
ceases to qualify as a QDOT if the trust 
utilizes any device or arrangement 
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that has, as a principal purpose, the 
avoidance of liability for the estate tax 
imposed under section 2056A(b)(1), or 
the prevention of the collection of the 
tax. For example, the trust may be-
come subject to this paragraph (d)(1)(v) 
if the U.S. Trustee that is selected is a 
domestic corporation established with 
insubstantial capitalization by the sur-
viving spouse or members of the 
spouse’s family. 

(2) Individual trustees. If the U.S. 
Trustee is an individual United States 
citizen, the individual must have a tax 
home (as defined in section 911(d)(3)) in 
the United States. 

(3) Annual reporting requirements—(i) 
In general. The U.S. Trustee must file a 
written statement described in para-
graph (d)(3)(iii) of this section, if the 
QDOT satisfies any one of the following 
criteria for the applicable reporting 
years— 

(A) The QDOT directly owns any for-
eign real property on the last day of its 
taxable year (or the last day of the cal-
endar year if it has no taxable year), 
and the QDOT does not satisfy the re-
quirements of paragraph (d)(1)(i) (A), 
(B), or (C) or (d)(4) of this section by 
employing a bank as trustee or pro-
viding security; or 

(B) The personal residence previously 
subject to the exclusion under para-
graph (d)(1)(iv) of this section is sold, 
or that personal residence ceases to be 
used, or held for use, as a personal resi-
dence, during the taxable year (or dur-
ing the calendar year if the QDOT does 
not have a taxable year); or 

(C) After the application of the look- 
through rule contained in paragraph 
(d)(1)(ii)(B) of this section, the QDOT is 
treated as owning any foreign real 
property on the last day of the taxable 
year (or the last day of the calendar 
year if the QDOT has no taxable year), 
and the QDOT does not satisfy the re-
quirements of paragraph (d)(1) (A), (B), 
(C) or (d)(4) of this section by employ-
ing a bank as trustee or providing secu-
rity. 

(ii) Time and manner of filing. The 
written statement, containing the in-
formation described in paragraph 
(d)(3)(iii) of this section, is to be filed 
for the taxable year of the QDOT (cal-
endar year if the QDOT does not have a 
taxable year) for which any of the 

events or conditions requiring the fil-
ing of a statement under paragraph 
(d)(3)(i) of this section have occurred or 
have been satisfied. The written state-
ment is to be submitted to the Internal 
Revenue Service by filing a Form 706– 
QDT, with the statement attached, no 
later than April 15th of the calendar 
year following the calendar year in 
which or with which the taxable year 
of the QDOT ends (or by April 15th of 
the following year if the QDOT has no 
taxable year), unless an extension of 
time is obtained under § 20.2056A–11(a). 
The Form 706–QDT, with attached 
statement, must be filed regardless of 
whether the Form 706–QDT is otherwise 
required to be filed under the provi-
sions of this chapter. Failure to file 
timely the statement may subject the 
QDOT to the rules of paragraph 
(d)(1)(v) of this section. 

(iii) Contents of statement. The writ-
ten statement must contain the fol-
lowing information— 

(A) The name, address, and taxpayer 
identification number, if any, of the 
U.S. Trustee and the QDOT; and 

(B) A list summarizing the assets 
held by the QDOT, together with the 
fair market value of each listed QDOT 
asset, determined as of the last day of 
the taxable year (December 31 if the 
QDOT does not have a taxable year) for 
which the written statement is filed. If 
the look-through rule contained in 
paragraph (d)(1)(ii)(B) of this section 
applies, then the partnership, corpora-
tion, trust or other entity must be 
identified and the QDOT’s pro rata 
share of the foreign real property and 
other assets owned by that entity must 
be listed on the statement as if directly 
owned by the QDOT; and 

(C) If a personal residence previously 
subject to the exclusion under para-
graph (d)(1)(iv) of this section is sold 
during the taxable year (or during the 
calendar year if the QDOT does not 
have a taxable year), the statement 
must provide the date of sale, the ad-
justed sales price (as defined in section 
1034(b)(1)), the extent to which the 
amount of the adjusted sales price has 
been or will be used to purchase a new 
personal residence and, if not timely 
reinvested, the steps that will or have 
been taken to comply with paragraph 
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(d)(1)(i) of this section, if applicable; 
and 

(D) If the personal residence ceases to 
be used, or held for use, as a personal 
residence by the surviving spouse dur-
ing the taxable year (or during the cal-
endar year if the QDOT does not have a 
taxable year), the written statement 
must describe the steps that will or 
have been taken to comply with para-
graph (d)(1)(i) of this section, if appli-
cable. 

(4) Request for alternate arrangement or 
waiver. If the Commissioner provides 
guidance published in the Internal Rev-
enue Bulletin (see § 601.601(d)(2) of this 
chapter) pursuant to which a testator, 
executor, or the U.S. Trustee may 
adopt an alternate plan or arrange-
ment to assure collection of the section 
2056A estate tax, and if the alternate 
plan or arrangement is adopted in ac-
cordance with the published guidance, 
then the QDOT will be treated, subject 
to paragraph (d)(1)(v) of this section, as 
meeting the requirements of paragraph 
(d)(1) of this section. Until this guid-
ance is published in the Internal Rev-
enue Bulletin (see § 601.601(d)(2) of this 
chapter), taxpayers may submit a re-
quest for a private letter ruling for the 
approval of an alternate plan or ar-
rangement proposed to be adopted to 
assure collection of the section 2056A 
estate tax in lieu of the requirements 
prescribed in this paragraph (d)(4). 

(5) Adjustment of dollar threshold and 
exclusion. The Commissioner may in-
crease or decrease the dollar amounts 
referred to in paragraph (d)(1)(i), (ii) or 
(iv) of this section in accordance with 
guidance published in the Internal Rev-
enue Bulletin (see § 601.601(d)(2) of this 
chapter). 

(6) Effective date and special rules. (i) 
This paragraph (d) is effective for es-
tates of decedents dying after February 
19, 1996. 

(ii) Special rule in the case of incom-
petency. A revocable trust or a trust 
created under the terms of a will is 
deemed to meet the governing instru-
ment requirements of this paragraph 
(d) notwithstanding that the require-
ments are not contained in the gov-
erning instrument (or otherwise incor-
porated by reference) if the trust in-
strument (or will) was executed on or 
before November 20, 1995, and— 

(A) The testator or settlor dies after 
February 19, 1996; 

(B) The testator or settlor is, on No-
vember 20, 1995, and at all times there-
after, under a legal disability to amend 
the will or trust instrument; 

(C) The will or trust instrument does 
not provide the executor or the U.S. 
Trustee with a power to amend the in-
strument in order to meet the require-
ments of section 2056A; and 

(D) The U.S. Trustee provides a writ-
ten statement with the federal estate 
tax return (Form 706 or 706NA) that the 
trust is being administered (or will be 
administered) so as to be in actual 
compliance with the requirements of 
this paragraph (d) and will continue to 
be administered so as to be in actual 
compliance with this paragraph (d) for 
the duration of the trust. This state-
ment must be binding on all successor 
trustees. 

(iii) Special rule in the case of certain 
irrevocable trusts. An irrevocable trust 
is deemed to meet the governing in-
strument requirements of this para-
graph (d) notwithstanding that the re-
quirements are not contained in the 
governing instrument (or otherwise in-
corporated by reference) if the trust 
was executed on or before November 20, 
1995, and: 

(A) The settlor dies after February 
19, 1996; 

(B) The trust instrument does not 
provide the U.S. Trustee with a power 
to amend the trust instrument in order 
to meet the requirements of section 
2056A; and 

(C) The U.S. Trustee provides a writ-
ten statement with the decedent’s fed-
eral estate tax return (Form 706 or 
706NA) that the trust is being adminis-
tered in actual compliance with the re-
quirements of this paragraph (d) and 
will continue to be administered so as 
to be in actual compliance with this 
paragraph (d) for the duration of the 
trust. This statement must be binding 
on all successor trustees. 

[T.D. 8612, 60 FR 43540, Aug. 22, 1995, as 
amended by T.D. 8686, 61 FR 60553, Nov. 29, 
1996] 

§ 20.2056A–3 QDOT election. 
(a) General rule. Subject to the time 

period prescribed in section 2056A(d), 
the election to treat a trust as a QDOT 
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must be made on the last federal estate 
tax return filed before the due date (in-
cluding extensions of time to file actu-
ally granted) or, if a timely return is 
not filed, on the first federal estate tax 
return filed after the due date. The 
election, once made, is irrevocable. 

(b) No partial elections. An election to 
treat a trust as a QDOT may not be 
made with respect to a specific portion 
of an entire trust that would otherwise 
qualify for the marital deduction but 
for the application of section 2056(d). 
However, if the trust is actually sev-
ered in accordance with the applicable 
requirements of § 20.2056(b)–7(b)(2)(ii) 
prior to the due date for the election, a 
QDOT election may be made for any 
one or more of the severed trusts. 

(c) Protective elections. A protective 
election may be made to treat a trust 
as a QDOT only if at the time the fed-
eral estate tax return is filed, the ex-
ecutor of the decedent’s estate reason-
ably believes that there is a bona fide 
issue that concerns either the resi-
dency or citizenship of the decedent, 
the citizenship of the surviving spouse, 
whether an asset is includible in the 
decedent’s gross estate, or the amount 
or nature of the property the surviving 
spouse is entitled to receive. For exam-
ple, if at the time the federal estate tax 
return is filed either the estate is in-
volved in a bona fide will contest, there 
is uncertainty regarding the inclusion 
in the gross estate of an asset which, if 
includible, would be eligible for the 
QDOT election, or there is uncertainty 
regarding the status of the decedent as 
a resident alien or a nonresident alien 
for estate tax purposes, or a similar un-
certainty regarding the citizenship sta-
tus of the surviving spouse, a protec-
tive QDOT election may be made. The 
protective election is in addition to, 
and is not in lieu of, the requirements 
set forth in § 20.2056A–4. The protective 
QDOT election must be made on a writ-
ten statement signed by the executor 
under penalties of perjury and must be 
attached to the return described in 
paragraph (a) of this section, and must 
identify the specific assets to which 
the protective election refers and the 
specific basis for the protective elec-
tion. However, the protective election 
may otherwise be defined by means of 
a formula (such as the minimum 

amount necessary to reduce the estate 
tax to zero). Once made, the protective 
election is irrevocable. For example, if 
a protective election is made because a 
bona fide question exists as to the 
includibility of an asset in the dece-
dent’s gross estate and it is later fi-
nally determined that the asset is so 
includible, the protective election be-
comes effective with respect to the 
asset and cannot thereafter be revoked. 

(d) Manner of election. The QDOT 
election under paragraph (a) of this 
section is made in the form and man-
ner set forth in the decedent’s estate 
tax return, including applicable in-
structions. 

[T.D. 8612, 60 FR 43540, Aug. 22, 1995] 

§ 20.2056A–4 Procedures for con-
forming marital trusts and nontrust 
marital transfers to the require-
ments of a qualified domestic trust. 

(a) Marital trusts—(1) In general. If an 
interest in property passes from the de-
cedent to a trust for the benefit of a 
noncitizen surviving spouse and if the 
trust otherwise qualifies for a marital 
deduction but for the provisions of sec-
tion 2056(d)(1)(A), the property interest 
is treated as passing to the surviving 
spouse in a QDOT if the trust is re-
formed, either in accordance with the 
terms of the decedent’s will or trust 
agreement or pursuant to a judicial 
proceeding, to meet the requirements 
of a QDOT. For this purpose, the re-
quirements of a QDOT include all of 
the applicable requirements set forth 
in § 20.2056A–2, and the requirements of 
§ 20.2056A–2T(d). A reformation pursu-
ant to the terms of the decedent’s will 
or trust instrument must be completed 
by the time prescribed (including ex-
tensions) for filing the decedent’s es-
tate tax return. For purposes of this 
paragraph (a), a return filed prior to 
the due date (including extensions) is 
considered filed on the last date that 
the return is required to be filed (in-
cluding extensions), and a late return 
filed at any time after the due date is 
considered filed on the date that it is 
actually filed. 

(2) Judicial reformations. In general, a 
reformation pursuant to a judicial pro-
ceeding is permitted under this section 
if the reformation is commenced on or 
before the due date (determined with 
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regard to extensions actually granted) 
for filing the return of tax imposed by 
chapter 11 of the Internal Revenue 
Code, regardless of the date that the 
return is actually filed. The reforma-
tion (either pursuant to a judicial pro-
ceeding or otherwise) must result in a 
trust that is effective under local law. 
The reformed trust may be revocable 
by the spouse, or otherwise be subject 
to the spouse’s general power of ap-
pointment, provided that no person (in-
cluding the spouse) has the power to 
amend the trust during the continued 
existence of the trust such that it 
would no longer qualify as a QDOT. 
Prior to the time that the judicial ref-
ormation is completed, the trust must 
be treated as a QDOT. Thus, the trust-
ee of the trust is responsible for filing 
the Form 706–QDT, paying any section 
2056A estate tax that becomes due, and 
filing the annual statement required 
under § 20.2056A–2T(d)(3), if applicable. 
Failure to comply with these require-
ments may cause the trust to be sub-
ject to the anti-abuse rule under 
§ 20.2056A–2T(d)(1)(iv). In addition, if 
the judicial reformation is terminated 
prior to the time that the reformation 
is completed, the estate of the dece-
dent is required to pay the increased 
estate tax imposed on the decedent’s 
estate (plus interest and any applicable 
penalties) that becomes due at the 
time of such termination as a result of 
the failure of the trust to comply with 
section 2056(d). See section 6511 as to 
applicable time periods for credit or re-
fund of tax. 

(3) Tolling of statutory assessment pe-
riod. For the tolling of the statute of 
limitations in the case of a judicial ref-
ormation, see section 2056(d)(5)(B). 

(b) Nontrust marital transfers—(1) In 
general. Under section 2056(d)(2)(B), if 
an interest in property passes outright 
from a decedent to a noncitizen sur-
viving spouse either by testamentary 
bequest or devise, by operation of law, 
or pursuant to an annuity or other 
similar plan or arrangement, and such 
property interest otherwise qualifies 
for a marital deduction except that it 
does not pass in a QDOT, solely for pur-
poses of section 2056(d)(2)(A), the prop-
erty is treated as passing to the sur-
viving spouse in a QDOT if the prop-
erty interest is either actually trans-

ferred to a QDOT before the estate tax 
return is filed and on or before the last 
date prescribed by law that the QDOT 
election may be made, or is assigned to 
a QDOT under an enforceable and irrev-
ocable written assignment made on or 
before the date on which the return is 
filed and on or before the last date pre-
scribed by law that the QDOT election 
may be made. The transfer or assign-
ment of property to a QDOT may be 
made by the surviving spouse, the sur-
viving spouse’s legal representative (if 
the surviving spouse is incompetent), 
or the personal representative of the 
surviving spouse’s estate (if the sur-
viving spouse has died). The QDOT to 
which the property is transferred may 
be created by the decedent (during life 
or by will), by the surviving spouse, or 
by the executor. For purposes of sec-
tion 2056(d)(2)(B), if no property other 
than the property passing to the sur-
viving spouse from the decedent is 
transferred to the QDOT, the trans-
feree QDOT need not be in a form such 
that the property transferred to the 
QDOT would qualify for a marital de-
duction under section 2056(a). However, 
if other property is or has been trans-
ferred to the QDOT, 100 percent of the 
value of the transferee QDOT must 
qualify for the marital deduction under 
section 2056. For example, if the dece-
dent, a U.S. citizen, bequeaths property 
to a trust that does not satisfy the re-
quirements of section 2056(b)(5) or (7), 
or to a trust that does not qualify as an 
estate trust under § 20.2056(c)–2(b)(1)(i)– 
(iii), that trust cannot be used as a 
transferee QDOT by the surviving 
spouse, since after that trust is fully 
funded the portion of the value of the 
trust attributable to property be-
queathed to the trust by the decedent 
will not qualify for a marital deduction 
under section 2056. Similarly, if the de-
cedent, a nonresident not a citizen of 
the United States, bequeaths foreign 
situs assets to a trust created under his 
will, the surviving spouse may not 
transfer U.S. situs assets passing to the 
spouse outside of the will to that trust 
under this paragraph. See § 20.2056A– 
3(c) with respect to protective elec-
tions. See § 20.2056A–3(a) with respect 
to the time limitations for making the 
QDOT election. 
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(2) Form of transfer or assignment. A 
transfer or assignment of property to a 
QDOT must be in writing and other-
wise be in accordance with all local law 
requirements for such assignment or 
transfer. The transfer or assignment 
may be of a specific asset or a group of 
assets, or a fractional share of either, 
or may be of a pecuniary amount. A 
transfer or assignment of less than an 
entire interest in an asset or a group of 
assets may be expressed by means of a 
formula (such as the minimum amount 
necessary to reduce the estate tax to 
zero). In the case of a transfer, a copy 
of the trust instrument evidencing the 
transfer must be submitted with the 
decedent’s estate tax return. In the 
case of an assignment, a copy of the as-
signment must be submitted with the 
decedent’s estate tax return. 

(3) Assets eligible for transfer or assign-
ment. If a transfer or assignment is of a 
specific asset or group of assets, only 
assets included in the decedent’s gross 
estate and passing from the decedent 
to the spouse (or the proceeds from the 
sale, exchange or conversion of such as-
sets) may be transferred or assigned to 
the QDOT. The noncitizen surviving 
spouse may not transfer or assign to 
the QDOT property owned by the sur-
viving spouse at the time of the dece-
dent’s death in lieu of property in-
cluded in the decedent’s gross estate 
that passes to the spouse (or in lieu of 
the proceeds from the sale, exchange or 
conversion of such includible assets). 
In addition, if only a portion of an 
asset is includible in the decedent’s 
gross estate, the spouse may only 
transfer the portion that is so includ-
ible to the transferee trust under this 
paragraph (b)(3). 

(4) Pecuniary assignment—special rules. 
If the assignment is expressed in the 
form of a pecuniary amount (such as a 
fixed dollar amount or a formula de-
signed to reduce the decedent’s estate 
tax to zero), the assignment must 
specify that— 

(i) Assets actually transferred to the 
QDOT in satisfaction of the assignment 
have an aggregate fair market value on 
the date of actual transfer to the QDOT 
amounting to no less than the amount 
of the pecuniary transfer or assign-
ment; or 

(ii) The assets actually transferred to 
the QDOT be fairly representative of 
appreciation or depreciation in the 
value of all property available for 
transfer to the QDOT between the valu-
ation date and the date of actual trans-
fer to the QDOT, if the assignment is 
to be satisfied by accounting for the as-
sets on the basis of their fair market 
value as of some date before the date of 
actual transfer to the QDOT. 

(5) Transfer tax treatment of transfer or 
assignment. Property assigned or trans-
ferred to a QDOT pursuant to section 
2056(d)(2)(B) is treated as passing from 
the decedent to a QDOT solely for pur-
poses of section 2056(d)(2)(A). For all 
other purposes (e.g., income, gift, es-
tate, generation-skipping transfer tax, 
and section 1491 excise tax), the sur-
viving spouse is treated as the trans-
feror of the property to the QDOT. 
However, the spouse is not considered 
the transferor of property to a QDOT if 
the transfer by the spouse constitutes 
a transfer that satisfies the require-
ments of section 2518(c)(3). For a spe-
cial exception to the valuation rules of 
section 2702 in the case of a transfer by 
the surviving spouse to a QDOT, see 
§ 25.2702–1(c)(8) of this chapter. 

(6) Period for completion of transfer. 
Property irrevocably assigned but not 
actually transferred to the QDOT be-
fore the estate tax return is filed must 
actually be conveyed and transferred 
to the QDOT under applicable local law 
before the administration of the dece-
dent’s estate is completed. If there is 
no administration of the decedent’s es-
tate (because for example, none of the 
decedent’s assets are subject to probate 
under local law), the conveyance must 
be made on or before the date that is 
one year after the due date (including 
extensions) for filing the decedent’s es-
tate tax return. If an actual transfer to 
the QDOT is not timely made, section 
2056(d)(1)(A) applies and the marital de-
duction is not allowed. The executor of 
the decedent’s estate (or other author-
ized legal representative) may request 
a private letter ruling from the Inter-
nal Revenue Service requesting an ex-
tension of the time for completing the 
conveyance or waiving the actual con-
veyance under specified circumstances 
under § 301.9100–1(a) of this chapter. 
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(7) Retirement accounts and annuities— 
(i) In general. An assignment otherwise 
in compliance with this paragraph (b) 
of rights under annuities or other simi-
lar arrangements that are assignable 
and thus, are not described in para-
graph (c) of this section, is treated as a 
transfer of such property to the QDOT 
regardless of the method of payment 
actually elected under such annuity or 
plan. 

(ii) Individual retirement annuities. In-
dividual retirement annuities described 
in section 408(b) are not assignable pur-
suant to section 408(b)(1) and thus, do 
not come within the purview of this 
paragraph (b)(7). See the procedures 
provided in paragraph (c) of this sec-
tion. 

(iii) Individual retirement accounts. 
Unless the terms of the account pro-
vide otherwise, individual retirement 
accounts described in section 408(a) are 
assignable and subject to the provi-
sions of this paragraph (b)(7). However, 
under paragraph (c) of this section, the 
surviving spouse may treat an indi-
vidual retirement account as non-
assignable and, therefore, eligible for 
the procedures in paragraph (c) of this 
section if the spouse timely complies 
with the requirements in paragraph (c) 
of this section. 

(iv) Other effects of assignment. The 
provisions of this paragraph (b)(7) 
apply solely for purposes of qualifying 
the annuity or account under the rules 
of § 20.2056A–2 and this section. See, for 
example, section 408(d) and 4980A re-
garding the consequences of an assign-
ment for purposes other than this para-
graph (b)(7). 

(8) Protective assignment. A protective 
assignment of property to a QDOT may 
be made only if, at the time the federal 
estate tax return is filed, the executor 
of the decedent’s estate reasonably be-
lieves that there is a bona fide issue 
that concerns either the residency or 
citizenship of the decedent, the citizen-
ship of the surviving spouse, whether 
all or a portion of an asset is includible 
in the decedent’s gross estate, or the 
amount or nature of the property the 
surviving spouse is entitled to receive. 
For example, if at the time the federal 
estate tax return is filed, either the es-
tate is involved in a bona fide will con-
test, there is uncertainty regarding the 

inclusion in the gross estate of an asset 
which, if includible, would be eligible 
for the QDOT election, or there is un-
certainty regarding the status of the 
decedent as a resident alien or a non-
resident alien for estate tax purposes, 
or a similar uncertainty regarding the 
citizenship status of the surviving 
spouse, a protective assignment may be 
made. The protective assignment must 
be made on a written statement signed 
by the assignor under penalties of per-
jury on or before the date prescribed 
under paragraph (b)(1) of this section, 
and must identify the specific assets to 
which the assignment refers and the 
specific basis for the protective assign-
ment. However, the protective assign-
ment may otherwise be defined by 
means of a formula (such as the min-
imum amount necessary to reduce the 
estate tax to zero). Once made, the pro-
tective assignment cannot be revoked. 
For example, if a protective assign-
ment is made because a bona fide ques-
tion exists as to the includibility of an 
asset in the decedent’s gross estate and 
it is later finally determined that the 
asset is so includible, the protective as-
signment becomes effective with re-
spect to the asset and cannot there-
after be revoked. Protective assign-
ments are, in all events, subject to 
paragraph (b)(6) of this section. A copy 
of the protective assignment must be 
submitted with the decedent’s estate 
tax return. 

(c) Nonassignable annuities and other 
arrangements—(1) Definition and general 
rule. For purposes of this section, a 
nonassignable annuity or other arrange-
ment means a plan, annuity, or other 
arrangement (whether qualified or not 
qualified under part I of subchapter D 
of chapter 1 of subtitle A of the Inter-
nal Revenue Code) that qualifies for 
the marital deduction but for section 
2056(d)(1)(A), and whose payments are 
not assignable or transferable to the 
QDOT under either federal law (see, 
e.g., section 401(a)(13)), state law, for-
eign law, or the terms of the plan or ar-
rangement itself. For purposes of this 
paragraph (c), a surviving spouse’s in-
terest as beneficiary of an individual 
retirement annuity described in sec-
tion 408(b) is a nonassignable annuity 
or other arrangement. See section 
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408(b)(1). For purposes of this para-
graph (c), a surviving spouse’s interest 
as beneficiary of an individual retire-
ment account described in section 
408(a), although assignable under that 
section, is considered to be a non-
assignable annuity or other arrange-
ment eligible for the procedures con-
tained in this paragraph (c), at the op-
tion of the surviving spouse, if the re-
quirements of this paragraph are other-
wise satisfied. See paragraph (b)(7) of 
this section if the spouse elects to 
treat the account as assignable. In the 
case of a plan, annuity, or other ar-
rangement which is not assignable or 
transferable (or is treated as such), the 
property passing under the plan from 
the decedent is treated as meeting the 
requirements § 20.2056A–2, and the re-
quirements of § 20.2056A–2T(d) (per-
taining, respectively, to general re-
quirements, qualified marital interest 
requirements, statutory requirements, 
and requirements to ensure collection 
of the tax) if the requirements of either 
paragraph (c)(2) or (3) of this section 
are satisfied. Thus, the property will be 
treated as passing in the form of a 
QDOT, notwithstanding that the 
spouse does not irrevocably transfer or 
assign the annuity or other payment to 
the QDOT as provided in paragraph (b) 
of this section. The Commissioner will 
prescribe by administrative guidance 
the extent, if any, to which the provi-
sions of this paragraph (c) apply to a 
rollover from a qualified trust to an el-
igible retirement plan within the 
meaning of section 402(c) or a distribu-
tion from an individual retirement ac-
count or an individual retirement an-
nuity that is paid into an individual re-
tirement account or an individual re-
tirement annuity within the meaning 
of section 408(d)(3). 

(2) Agreement to remit section 2056A es-
tate tax on corpus portion of each annu-
ity payment. The requirements of this 
paragraph (c)(2) are satisfied if— 

(i) The noncitizen surviving spouse 
agrees to pay on an annual basis, as de-
scribed in paragraph (c)(6)(i) of this 
section, the estate tax imposed under 
section 2056A(b)(1) due on the corpus 
portion, as defined in paragraph (c)(4) 
of this section, of each nonassignable 
annuity or other payment received 
under the plan or arrangement. How-

ever, for purposes of this paragraph 
(c)(2), if the financial circumstances of 
the spouse are such that an amount 
equal to all or a portion of the corpus 
portion of a nonassignable annuity 
payment received by the spouse would 
be subject to a hardship exemption (as 
defined in § 20.2056A–5(c)) if paid from a 
QDOT, then all or a corresponding part 
of the corpus portion will be exempt 
from the tax payment requirement 
under this paragraph (c)(2); 

(ii) The executor of the decedent’s es-
tate files with the estate tax return the 
Information Statement described in 
paragraph (c)(5) of this section; 

(iii) The executor files with the es-
tate tax return the Agreement To Pay 
Section 2056A Estate Tax described in 
paragraph (c)(6) of this section; and 

(iv) The executor makes the election 
under § 20.2056A–3 with respect to the 
nonassignable annuity or other pay-
ment. 

(3) Agreement to roll over corpus portion 
of annuity payment to QDOT. The re-
quirements of this paragraph (c)(3) are 
satisfied if— 

(i) The noncitizen surviving spouse 
agrees to roll over and transfer, within 
the time prescribed under paragraph 
(c)(7)(i) of this section, the corpus por-
tion of each annuity payment to a 
QDOT, whether the QDOT is created by 
the decedent’s will, the executor of the 
decedent’s estate, or the surviving 
spouse. However, for purposes of this 
section, if the financial circumstances 
of the spouse are such that an amount 
equal to all or a portion of the corpus 
portion of a nonassignable annuity 
payment received by the spouse would 
be subject to a hardship exemption (as 
defined in § 20.2056A–5(c)) if paid from a 
QDOT, then all or a corresponding part 
of the corpus portion will be exempt 
from the rollover requirement under 
this paragraph (c)(3); 

(ii) A QDOT for the benefit of the sur-
viving spouse is established prior to 
the date that the estate tax return is 
filed and on or prior to the last date 
prescribed by law that the QDOT elec-
tion may be made; 

(iii) The executor of the decedent’s 
estate files with the estate tax return 
the Information Statement described 
in paragraph (c)(5) of this section; 
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(iv) The executor files with the estate 
tax return the Agreement To Roll Over 
Annuity Payments described in para-
graph (c)(7) of this section; and 

(v) The executor makes the election 
under § 20.2056A–3 with respect to the 
nonassignable annuity or other pay-
ment. See § 20.2056A–5(c)(3)(iv)(A), re-
garding distributions from the QDOT 
reimbursing the spouse for income 
taxes paid (either by actual payment or 
withholding) by the spouse with re-
spect to amounts transferred to the 

QDOT pursuant to this paragraph 
(c)(3). 

(4) Determination of corpus portion—(i) 
Corpus portion. For purposes of this 
paragraph (c), the corpus portion of 
each nonassignable annuity or other 
payment is the corpus amount of the 
annual payment divided by the total 
annual payment. 

(ii) Corpus amount. (A) The corpus 
amount of the annual payment is de-
termined in accordance with the fol-
lowing formula: 

Corpus Amount =
Total present value of annuity or other payment

nnuity termExpected a

(B) The total present value of the an-
nuity or other payment is the present 
value of the nonassignable annuity or 
other payment as of the date of the de-
cedent’s death, determined in accord-
ance with the interest rates and mor-
tality data prescribed by section 7520. 
The expected annuity term is the num-
ber of years that would be required for 
the scheduled payments to exhaust a 
hypothetical fund equal to the present 
value of the scheduled payments. This 
is determined by first dividing the 
total present value of the payments by 
the annual payment. From the 
quotient so obtained, the expected an-
nuity term is derived by identifying 
the term of years that corresponds to 
the annuity factor equal to the 
quotient. This is determined by using 
column 1 of Table B, for the applicable 
interest rate, contained in Publication 
1457, Book Aleph. A copy of this publi-
cation may be purchased from the Su-
perintendent of Documents, United 
States Government Printing Office, 
Washington, DC 20402. If the quotient 
obtained falls between two terms, the 
longer term is used. 

(5) Information Statement—(i) In gen-
eral. In order for a nonassignable annu-
ity or other payment described in this 
paragraph (c) to qualify under either 
paragraph (c) (2) or (3) of this section, 
the Information Statement described 
in paragraph (c)(5)(ii) of this section 
must be filed with the decedent’s fed-
eral estate tax return. The Information 

Statement must be signed under pen-
alties of perjury by both the executor 
of the decedent’s estate and by the sur-
viving spouse of the decedent (or by the 
legal representative of the surviving 
spouse if the surviving spouse is legally 
incompetent to sign the statement). 
The Statement must contain all of the 
information prescribed by this para-
graph (c)(5). 

(ii) Annuity source information—(A) 
Employment-related annuity. If the non-
assignable annuity or other payment is 
employment-related, the following in-
formation must be provided— 

(1) The name and address of the em-
ployer; 

(2) The date of retirement or other 
separation from employment of the de-
cedent; 

(3) The name and address of the pen-
sion fund, insurance company, or other 
obligor that is paying the annuity (or 
similar payment); and 

(4) The identification number, if any, 
that the obligor has assigned to the an-
nuity or other payment. 

(B) Annuity not employment-related. If 
the nonassignable annuity or other 
payment is not employment-related, 
the following information must be pro-
vided— 

(1) The name and address of the per-
son or entity paying the nonassignable 
annuity or other payment; 
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(2) The date of acquisition of the non-
assignable annuity contract by the de-
cedent or by the decedent and the sur-
viving spouse; and 

(3) The identification number, if any, 
that the obligor has assigned to the 
nonassignable annuity or other pay-
ment. 

(iii) The total annuity amount payable 
each year. The total amount payable 
annually under the nonassignable an-
nuity or other arrangement, including 
a description of whether the annuity is 
payable monthly, quarterly, or at some 
other interval, and a description of any 
scheduled changes in the annuity pay-
out amount. 

(iv) The duration of the annuity. A de-
scription of the term of the nonassign-
able annuity or other payment in 
years, if it is determined by a term cer-
tain, and the name, address, and 
birthdate of any measuring life if the 
nonassignable annuity or other pay-
ment is determined by one or more 
lives. 

(v) The market interest rate under sec-
tion 7520. The applicable interest rate 
as determined under section 7520. 

(vi) Determination of corpus portion of 
each payment (in accordance with para-
graph (c)(4) of this section). The fol-
lowing items are required in order to 
determine the corpus portion of each 
payment— 

(A) The present value of the non-
assignable annuity or other payment 
as of the decedent’s death; 

(B) The expected annuity term; 
(C) The corpus amount of the annual 

annuity payments (paragraph 
(c)(5)(vi)(A) of this section divided by 
paragraph (c)(5)(vi)(B) of this section); 
and 

(D) The corpus portion of the annual 
payments (paragraph (c)(5)(vi)(C) of 
this section divided by the total 
amount payable annually). 

(vii) Recipient QDOT. In the case of 
an agreement to rollover under para-
graph (c)(3) of this section, the fol-
lowing must be provided— 

(A) The name and address of the 
trustee of the QDOT who is the U.S. 
Trustee; and 

(B) The name and taxpayer identi-
fication number of the QDOT. 

(viii) Certification statement. The ex-
ecutor of the decedent’s estate and the 

surviving spouse of the decedent (or 
the legal representative of the sur-
viving spouse if the surviving spouse is 
legally incompetent to so certify) must 
each sign a Certification Statement as 
follows: 

Under penalties of perjury, I hereby certify 
that, to the best of my knowledge and belief, 
the information reported in this Information 
Statement is true, correct and complete. 

(6) Agreement to pay section 2056A es-
tate tax—(i) Payment of section 2056A es-
tate tax. The tax payable under para-
graph (c)(2) of this section is payable 
on an annual basis, commencing in the 
calendar year following the calendar 
year of the receipt by the surviving 
spouse of the spouse’s first annuity 
payment. Form 706QDT and the pay-
ment are due on April 15th of each year 
following the calendar year in which an 
annuity payment is received except 
that, in the year of the deceased 
spouse’s death, the Form 706–QDT and 
the payment are not due prior to the 
due date, including extensions, for fil-
ing the deceased spouse’s estate tax re-
turn, or if no return is filed, no later 
than 9 months from the date of the de-
ceased spouse’s death; and, in the year 
of the surviving spouse’s death, the 
Form 706–QDT must be filed and the 
payment made no later than 9 months 
from the date of the surviving spouse’s 
death. See § 20.2056A–11 for extensions 
of time for filing Form 706–QDT and 
paying the section 2056A estate tax. 

(ii) Agreement. In order for a non-
assignable annuity or other payment 
described in this paragraph (c) to qual-
ify under paragraph (c)(2) of this sec-
tion, the executor of the decedent’s es-
tate must file with the estate tax re-
turn the following Agreement To Pay 
Section 2056A Estate Tax, which must 
be signed by the surviving spouse of 
the decedent (or by the surviving 
spouse’s legal representative if the sur-
viving spouse is legally incompetent to 
sign the agreement): 

I [ name ] hereby agree that I will report 
all annuity payments received under the 
[name of plan or arrangement] on Form 706– 
QDT for the calendar year and remit, on an 
annual basis, to the Internal Revenue Serv-
ice the estate tax that is imposed under sec-
tion 2056A(b)(1) of the Internal Revenue Code 
on the corpus portion of each annuity pay-
ment (as defined in § 20.2056A–4(c)(4) of the 
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Estate Tax Regulations) received under the 
plan during the calendar year. I also agree 
that Form 706–QDT is to be filed no later 
than April 15th of the year following the cal-
endar year in which any annuity payments 
are received except that: in the case of annu-
ity payments received in the year of my 
spouse’s death, Form 706–QDT and the pay-
ment shall not be due prior to the due date, 
including extensions, for filing my spouse’s 
estate tax return or, if no return is filed, no 
later than 9 months from the date of my 
spouse’s death (except if I am granted an ex-
tension of time to file Form 706–QDT under 
the provisions of § 20.2056A–11); and in the 
year of my death, the Form 706–QDT must be 
filed and the payment made no later than 
the date my estate tax return is filed (or if 
no return is filed, no later than 9 months 
from the date of my death). I further agree 
that if I fail to timely file Form 706–QDT or 
to timely pay the tax imposed on the corpus 
portion of any annuity payment (determined 
after any extensions of time to pay granted 
to me under the provisions of § 20.2056A- 11), 
I may become immediately liable to pay the 
amount of the tax determined by application 
of section 2056A(b)(1) on the entire remaining 
present value of the annuity, calculated as of 
the beginning of the year in which the pay-
ment was received with respect to which I 
failed to timely pay the tax or failed to 
timely file the return. However, I may make 
an application for relief under § 301.9100–1 of 
the Procedure and Administration Regula-
tions, from the consequences of failing to 
timely file the Form 706–QDT or failing to 
timely pay the tax on the corpus portion. 
[The following sentence is applicable only in 
cases where the plan or arrangement is es-
tablished and administered by a person or an 
entity that is located outside of the United 
States.] I agree, at the request of the Dis-
trict Director, [or the Assistant Commis-
sioner (International) in the case of a sur-
viving spouse of a nonresident noncitizen de-
cedent or a surviving spouse of a United 
States citizen who died domiciled outside 
the United States] to enter into a security 
agreement to secure my undertakings under 
this agreement. 

(7) Agreement to roll over annuity pay-
ments—(i) Roll over of corpus portion. Be-
ginning in the calendar year of the re-
ceipt by the surviving spouse of the 
spouse’s first annuity payment, the 
corpus portion of each annuity pay-
ment, as determined under paragraph 
(c)(4) of this section, must, within 60 
days of receipt, be transferred to a 
QDOT. In addition, all annuity pay-
ments received during the calendar 
year must be reported on Form 706– 
QDT no later than April 15th of the 
year following the year in which the 

annuity payments are received, except 
that in the year of the surviving 
spouse’s death, the Form 706–QDT must 
be filed no later than the date the es-
tate tax return is filed (or if no return 
is filed, no later than 9 months from 
the date of the surviving spouse’s 
death). See § 20.2056A–11 for extensions 
of time for filing Form 706–QDT. 

(ii) Agreement. In order for a non-
assignable annuity or other payment 
described in this paragraph (c) to qual-
ify under paragraph (c)(3) of this sec-
tion, the executor of the decedent’s es-
tate must file with the estate tax re-
turn the following Agreement To Roll 
Over Annuity Payments, which must 
be signed by the surviving spouse of 
the decedent (or by the legal represent-
ative of the surviving spouse if the sur-
viving spouse is legally incompetent to 
sign the agreement): 

I [ name ] hereby agree that within 60 
days of receipt of each annuity payment paid 
under the [name of plan or arrangement], I 
will transfer an amount equal to lll per-
cent (the corpus portion determined under 
§ 20.2056A–4(c)(4) of the Estate Tax Regula-
tions) of each annuity payment to [identify 
the QDOT]. Further, I will report all annuity 
payments received during the calendar year 
under the [name of plan or arrangement] on 
Form 706–QDT including a schedule of trans-
fers to the [identify the QDOT]. I also agree 
that Form 706–QDT is to be filed no later 
than April 15th of the year following the 
year in which any annuity payments are re-
ceived except that: in the case of annuity 
payments received in the year of my spouse’s 
death, Form 706–QDT shall not be due prior 
to the due date, including extensions, for fil-
ing my spouse’s estate tax return, or, if no 
return is filed, no later than 9 months from 
the date of my spouse’s death (except if I am 
granted an extension of time to file Form 
706–QDT under the provisions of § 20.2056A– 
11); and in the year of my death, the Form 
706–QDT must be filed no later than the date 
my estate tax return is filed (or if no return 
is filed, no later than 9 months from the date 
of my death), and except if I am granted an 
extension of time to file Form 706–QDT 
under the provisions of § 20.2056A–11. I further 
agree that if I fail to timely transfer any re-
quired amount with respect to any annuity 
payment, or fail to timely file Form 706–QDT 
reporting the transfers for any year, I may 
become immediately liable to pay the 
amount of the tax determined by application 
of section 2056A(b)(1) on the entire remaining 
present value of the annuity, calculated as of 
the beginning of the year in which the pay-
ment was received with respect to which I 
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failed to make the timely transfer or timely 
file a return. However, I may make an appli-
cation for relief under § 301.9100–1 of the Pro-
cedure and Administration Regulations, 
from the consequences of failing to timely 
file Form 706–QDT or failing to timely trans-
fer the corpus portion of any annuity pay-
ment to the QDOT. [The following sentence 
is applicable only in cases where the plan or 
arrangement is established and administered 
by a person or an entity that is located out-
side of the United States.] I agree, at the re-
quest of the District Director [or the Assist-
ant Commissioner (International) in the case 
of a surviving spouse of a nonresident non-
citizen decedent or a surviving spouse of a 
United States citizen who died domiciled 
outside the United States] to enter into a se-
curity agreement to secure my undertakings 
under this agreement. 

(d) Examples. The provisions of this 
section are illustrated by the following 
examples. In each of the following ex-
amples the decedent, D, a citizen of the 
United States, died after August 22, 
1995, and D’s surviving spouse, S, is not 
a United States citizen at the time of 
D’s death. 

Example 1. Transfer and assignment of pro-
bate and nonprobate property to QDOT. (i) S is 
the beneficiary of the following probate and 
nonprobate assets included in D’s gross es-
tate: 

Pecuniary bequest under will ...... $400,000 
Proceeds of life insurance ........... 200,000 
D’s interest in property owned 

jointly with S includible in the 
gross estate under § 2040(a) ....... 300,000 

Devise of real property under will 100,000 

Total ............................... $1,000,000 

(ii) Before the estate tax return for D’s es-
tate is filed and before the date that the 
QDOT election must be made, S creates a 
QDOT pursuant to which all income is pay-
able to S for life and the remainder is distrib-
utable to S’s children. S retains a power of 
appointment over the disposition of the re-
mainder to ensure that S does not make an 
immediate gift of the remainder of the trust. 
Also, before the estate tax return is filed and 
before the date that the QDOT election must 
be made, S transfers the life insurance pro-
ceeds and the specifically devised real prop-
erty to the QDOT. S decides not to transfer 
the property that had been jointly owned to 
the QDOT. Because S has not received dis-
tribution of the pecuniary bequest before D’s 
estate tax return is filed and before the date 
that the QDOT election must be made, S ir-
revocably assigns the interest in the pecu-
niary bequest to the QDOT. Assume that the 

pecuniary bequest is in fact transferred by S 
to the QDOT before the estate administra-
tion is concluded. D’s executor makes a 
QDOT election on the estate tax return for 
the $700,000 in property that S has trans-
ferred and assigned to the QDOT. A marital 
deduction of $700,000 is allowed to D’s estate 
assuming the estate tax return is filed and 
the QDOT election is made within the time 
limitation prescribed in § 20.2056A–3(a). No 
marital deduction is allowed for the $300,000 
interest in jointly-owned property not trans-
ferred to the QDOT. 

Example 2. Formula assignment. Under the 
terms of D’s will, the entire probate estate 
passes outright to S. Prior to the date D’s es-
tate tax return is filed and before the date 
that the QDOT election must be made, S es-
tablishes a QDOT and S executes an irrev-
ocable assignment in which S assigns to the 
QDOT, ‘‘that portion of the gross estate nec-
essary to reduce the estate tax to zero, tak-
ing into account all available credits and de-
ductions.’’ The assignment meets the re-
quirements of paragraph (b) of this section, 
assuming that the QDOT is funded by the 
time that administration of D’s estate is 
completed. 

Example 3. Jointly owned property. At the 
time of D’s death, D and S hold real property 
as joint tenants with right of survivorship. 
In accordance with section 2056(d)(1)(B), sec-
tion 2040(a), and § 20.2056A–8(a), 60 percent of 
the value of the property is included in D’s 
gross estate. S establishes a QDOT and, prior 
to the date the estate tax return is filed and 
before the date that the QDOT election must 
be made, S transfers a 60 percent interest in 
the real property to the QDOT. The transfer 
satisfies the requirements of paragraph (b) of 
this section. 

Example 4. Computation of corpus portion of 
annuity payment. (i) At the time of D’s death, 
D is a participant in an employees’ pension 
plan described in section 401(a). On D’s 
death, D’s spouse S, a resident of the United 
States, becomes entitled to receive a sur-
vivor’s annuity of $72,000 per year, payable 
monthly, for life. At the time of D’s death, S 
is age 60. Assume that under section 7520, the 
appropriate discount rate to be used for val-
uing annuities in the case of this decedent is 
9 percent. The annuity factor at 9 percent for 
a person age 60 is 8.3031. The adjustment fac-
tor at 9 percent for monthly payments is 
1.0406. Accordingly, the right to receive 
$72,000 a year on a monthly basis is equal to 
the right to receive $74,923 ($72,000 × 1.0406) 
on an annual basis. 

(ii) The corpus portion of each annuity 
payment received by S is determined as fol-
lows. The first step is to determine the annu-
ity factor for the number of years that would 
be required to exhaust a hypothetical fund 
that has a present value and a payout cor-
responding to S’s interest in the payments 
under the plan, determined as follows: 
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(A) Present value of S’s annuity: 
$74,923×8.3031 = $622,093 

(B) Annuity Factor for Expected Annuity 
Term: $622,093/$74,923 = 8.3031 
(iii) The second step is to determine the 

number of years that would be required for 
S’s annuity to exhaust a hypothetical fund of 
$622,093. The term certain annuity factor of 
8.3031 falls between the annuity factors for 15 
and 16 years in a 9 percent term certain an-
nuity table (Column 1 of Table B, Publica-
tion 1457 Book Aleph which may be purchased 
from the Superintendent of Documents, 
United States Government Printing Office, 
Washington, DC 20402). Accordingly, the ex-
pected annuity term is 16 years. 

(iv) The third step is to determine the cor-
pus amount by dividing the expected term of 
16 years into the present value of the hypo-
thetical fund as follows: 
Corpus amount of annual payment: $622,093/ 

16 = $38,881 
(v) In the fourth step, the corpus portion of 

each annuity payment is determined by di-
viding the corpus amount of each annual 
payment by the annual annuity payment as 
follows: 
Corpus portion of each annuity payment: 

$38,881/$74,923 = .52 
(vi) Accordingly, 52 percent of each pay-

ment to S is deemed to be a distribution of 
corpus. A marital deduction is allowed for 
$622,093, the present value of the annuity as 
of D’s date of death, if either: S agrees to roll 
over the corpus portion of each payment to 
a QDOT and the executor files the Informa-
tion Statement described in paragraph (c)(5) 
of this section and the Roll Over Agreement 
described in paragraph (c)(7) of this section; 
or S agrees to pay the tax due on the corpus 
portion of each payment and the executor 
files the Information Statement described in 
paragraph (c)(5) of this section and the Pay-
ment Agreement described in paragraph 
(c)(6) of this section. 

Example 5. Transfer to QDOT subject to gift 
tax. D’s will bequeaths $700,000 outright to S. 
The bequest qualifies for a marital deduction 
under section 2056(a) except that it does not 
pass in a QDOT. S creates an irrevocable 
trust that meets the requirements for a 
QDOT and transfers the $700,000 to the 
QDOT. The QDOT instrument provides that S 
is entitled to all the income from the QDOT 
payable at least annually and that, upon the 
death of S, the property remaining in the 
QDOT is to be distributed to the grand-
children of D and S in equal shares. The trust 
instrument contains all other provisions re-
quired to qualify as a QDOT. On D’s estate 
tax return, D’s executor makes a QDOT elec-
tion under section 2056A(a)(3). Solely for pur-
poses of the marital deduction, the property 
is deemed to pass from D to the QDOT. D’s 
estate is entitled to a marital deduction for 
the $700,000 value of the property passing 

from D to S. S’s transfer of property to the 
QDOT is treated as a gift of the remainder 
interest for gift tax purposes because S’s 
transfer creates a vested remainder interest 
in the grandchildren of D and S. Accordingly, 
as of the date that S transfers the property 
to the QDOT, a gift tax is imposed on the 
present value of the remainder interest. See 
§ 25.2702–1(c)(8) of this chapter exempting S’s 
transfer from the special valuation rules 
contained in section 2702. At S’s death, S is 
treated as the transferor of the property into 
the trust for estate tax and generation-skip-
ping transfer tax purposes. See, e.g., sections 
2036 and 2652(a)(1). The trust is not eligible 
for a reverse QTIP election by D’s estate 
under section 2652(a)(3) because a QTIP elec-
tion cannot be made for the QDOT. This is so 
because the marital deduction is allowed 
under section 2056(a) for the outright bequest 
to the spouse and the spouse is then sepa-
rately treated as the transferor of the prop-
erty to the QDOT. 

[T.D. 8612, 60 FR 43541, Aug. 22, 1995, as 
amended by T.D. 8819, 64 FR 23229, Apr. 30, 
1999; 64 FR 33196, June 22, 1999] 

§ 20.2056A–5 Imposition of section 
2056A estate tax. 

(a) In general. An estate tax is im-
posed under section 2056A(b)(1) on the 
occurrence of a taxable event, as de-
fined in section 2056A(b)(9). The tax is 
generally equal to the amount of estate 
tax that would have been imposed if 
the amount involved in the taxable 
event had been included in the dece-
dent’s taxable estate and had not been 
deductible under section 2056. See sec-
tion 2056A(b)(3) and paragraph (c) of 
this section for certain exceptions from 
taxable events. 

(b) Amounts subject to tax—(1) Dis-
tribution of principal during the spouse’s 
lifetime. If a taxable event occurs dur-
ing the noncitizen surviving spouse’s 
lifetime, the amount on which the sec-
tion 2056A estate tax is imposed is the 
amount of money and the fair market 
value of the property that is the sub-
ject of the distribution (including prop-
erty distributed from the trust pursu-
ant to the exercise of a power of ap-
pointment), including any amount 
withheld from the distribution by the 
U.S. Trustee to pay the tax. If, how-
ever, the tax is not withheld by the 
U.S. Trustee but is paid by the U.S. 
Trustee out of other assets of the 
QDOT, an amount equal to the tax so 
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paid is treated as an additional dis-
tribution to the spouse in the year that 
the tax is paid. 

(2) Death of surviving spouse. If a tax-
able event occurs as a result of the 
death of the surviving spouse, the 
amount subject to tax is the fair mar-
ket value of the trust assets on the 
date of the spouse’s death (or alternate 
valuation date if applicable). See also 
section 2032A. Any corpus portion 
amounts, within the meaning of 
§ 20.2056A–4(c)(4)(i), remaining in a 
QDOT upon the surviving spouse’s 
death, are subject to tax under section 
2056A(b)(1)(B), as well as any residual 
payments resulting from a nonassign-
able plan or arrangement that, upon 
the surviving spouse’s death, are pay-
able to the spouse’s estate or to suc-
cessor beneficiaries. 

(3) Trust ceases to qualify as QDOT. If 
a taxable event occurs as a result of 
the trust ceasing to qualify as a QDOT 
(for example, the trust ceases to have 
at least one U.S. Trustee), the amount 
subject to tax is the fair market value 
of the trust assets on the date of dis-
qualification. 

(c) Distributions and dispositions not 
subject to tax—(1) Distributions of prin-
cipal on account of hardship. Section 
2056A(b)(3)(B) provides an exemption 
from the section 2056A estate tax for 
distributions to the surviving spouse 
on account of hardship. A distribution 
of principal is treated as made on ac-
count of hardship if the distribution is 
made to the spouse from the QDOT in 
response to an immediate and substan-
tial financial need relating to the 
spouse’s health, maintenance, edu-
cation, or support, or the health, main-
tenance, education, or support of any 
person that the surviving spouse is le-
gally obligated to support. A distribu-
tion is not treated as made on account 
of hardship if the amount distributed 
may be obtained from other sources 
that are reasonably available to the 
surviving spouse; e.g., the sale by the 
surviving spouse of personally owned, 
publicly traded stock or the cashing in 
of a certificate of deposit owned by the 
surviving spouse. Assets such as close-
ly held business interests, real estate 
and tangible personalty are not consid-
ered sources that are reasonably avail-
able to the surviving spouse. Although 

a hardship distribution of principal is 
exempt from the section 2056A estate 
tax, it must be reported on Form 706– 
QDT even if it is the only distribution 
that occurred during the filing period. 
See § 20.2056A–11 regarding filing re-
quirements for Form 706–QDT. 

(2) Distributions of income to the sur-
viving spouse. Section 2056A(b)(3)(A) 
provides an exemption from the section 
2056A estate tax for distributions of in-
come to the surviving spouse. In gen-
eral, for purposes of section 
2056A(b)(3)(A), the term income has the 
same meaning as is provided in section 
643(b), except that income does not in-
clude capital gains. In addition, income 
does not include any other item that 
would be allocated to corpus under ap-
plicable local law governing the admin-
istration of trusts irrespective of any 
specific trust provision to the con-
trary. However, distributions made to 
the surviving spouse as the income 
beneficiary in conformance with appli-
cable local law that defines the term 
income as a unitrust amount (or per-
mits a right to income to be satisfied 
by such an amount), or that permits 
the trustee to adjust between principal 
and income to fulfill the trustee’s duty 
of impartiality between income and 
principal beneficiaries, will be consid-
ered distributions of trust income if ap-
plicable local law provides for a reason-
able apportionment between the in-
come and remainder beneficiaries of 
the total return of the trust and meets 
the requirements of § 1.643(b)–1 of this 
chapter. In cases where there is no spe-
cific statutory or case law regarding 
the allocation of such items under the 
law governing the administration of 
the QDOT, the allocation under this 
paragraph (c)(2) will be governed by 
general principles of law (including but 
not limited to any uniform state acts, 
such as the Uniform Principal and In-
come Act, or any Restatements of ap-
plicable law). Further, except as pro-
vided in this paragraph (c)(2) or in ad-
ministrative guidance published by the 
Internal Revenue Service, income does 
not include items constituting income 
in respect of a decedent (IRD) under 
section 691. However, in cases where a 
QDOT is designated by the decedent as 
a beneficiary of a pension or profit 
sharing plan described in section 401(a) 
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or an individual retirement account or 
annuity described in section 408, the 
proceeds of which are payable to the 
QDOT in the form of an annuity, any 
payments received by the QDOT may 
be allocated between income and cor-
pus using the method prescribed under 
§ 20.2056A–4(c) for determining the cor-
pus and income portion of an annuity 
payment. 

(3) Certain miscellaneous distributions 
and dispositions. Certain miscellaneous 
distributions and dispositions of trust 
assets are exempt from the section 
2056A estate tax, including but not lim-
ited to the following— 

(i) Payments for ordinary and nec-
essary expenses of the QDOT (including 
bond premiums and letter of credit 
fees); 

(ii) Payments to applicable govern-
mental authorities for income tax or 
any other applicable tax imposed on 
the QDOT (other than a payment of the 
section 2056A estate tax due on the oc-
currence of a taxable event as de-
scribed in paragraph (b) of this sec-
tion); 

(iii) Dispositions of trust assets by 
the trustees (such as sales, exchanges, 
or pledging as collateral) for full and 
adequate consideration in money or 
money’s worth; and 

(iv) Pursuant to section 2056A(b)(15), 
amounts paid from the QDOT to reim-
burse the surviving spouse for any tax 
imposed on the spouse under Subtitle A 
of the Internal Revenue Code on any 
item of income of the QDOT to which 
the surviving spouse is not entitled 
under the terms of the trust. Such dis-
tributions include (but are not limited 
to) amounts paid from the QDOT to re-
imburse the spouse for income taxes 
paid by the spouse (either by actual 
payment or through withholding) with 
respect to amounts received from a 
nonassignable annuity or other ar-
rangement that are transferred by the 
spouse to a QDOT pursuant to 
§ 20.2056A– 4(c)(3); and income taxes 
paid by the spouse (either by actual 
payment or through withholding) with 
respect to amounts received in a lump 
sum distribution from a qualified plan 
if the lump sum distribution is as-
signed by the surviving spouse to a 
QDOT. For purposes of this paragraph 
(c)(3)(iv), the amount of attributable 

tax eligible for reimbursement is the 
difference between the actual income 
tax liability of the spouse and the 
spouse’s income tax liability deter-
mined as if the item had not been in-
cluded in the spouse’s gross income in 
the applicable taxable year. 

[T.D. 8612, 60 FR 43546, Aug. 22, 1995, as 
amended by T.D. 9102, 69 FR 21, Jan. 2, 2004] 

§ 20.2056A–6 Amount of tax. 
(a) Definition of tax. Section 

2056A(b)(2) provides for the computa-
tion of the section 2056A estate tax. 
For purposes of sections 2056A(b)(2)(A) 
(i) and (ii), in determining the tax that 
would have been imposed under section 
2001 on the estate of the first decedent, 
the rates in effect on the date of the 
first decedent’s death are used. For 
this purpose, the provisions of section 
2001(c)(2) (pertaining to phaseout of 
graduated rates and unified credit) 
apply. In addition, for purposes of sec-
tions 2056A(b)(2)(A) (i) and (ii), the tax 
which would have been imposed by sec-
tion 2001 on the estate of the decedent 
means the net tax determined under 
section 2001 or 2101, as the case may be, 
after allowance of any allowable cred-
its, including the unified credit allow-
able under section 2010, the credit for 
state death taxes under section 2011, 
the credit for tax on prior transfers 
under section 2013, and the credit for 
foreign death taxes under section 2014. 
See paragraph (b)(4) of this section re-
garding the application of the credits 
under sections 2011 and 2014. In the case 
of a decedent nonresident not a citizen 
of the United States, the applicable 
credits are determined under section 
2102. The estate tax (net of any applica-
ble credits) imposed under section 
2056A(b)(1) constitutes an estate tax for 
purposes of section 691(c)(2)(A). 

(b) Benefits allowed in determining 
amount of section 2056A estate tax—(1) 
General rule. Section 2056A(b)(10) pro-
vides for the allowance of certain bene-
fits in computing the section 2056A es-
tate tax. Except as provided in this sec-
tion, the rules of each of the credit, de-
duction and deferral provisions, as pro-
vided in the Internal Revenue Code 
must be complied with. 

(2) Treatment as resident. For purposes 
of section 2056A(b)(10)(A), a noncitizen 
spouse is treated as a resident of the 
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United States for purposes of deter-
mining whether the QDOT property is 
includible in the spouse’s gross estate 
under chapter 11 of the Internal Rev-
enue Code, and for purposes of deter-
mining whether any of the credits, de-
ductions or deferral provisions are al-
lowable with respect to the QDOT prop-
erty to the estate of the spouse. 

(3) Special rule in the case of trusts de-
scribed in section 2056(b)(8). In the case 
of a QDOT in which the spouse’s inter-
est qualifies for a marital deduction 
under section 2056(b)(8), the provisions 
of section 2056A(b)(10)(A) apply in de-
termining the allowance of a chari-
table deduction in computing the sec-
tion 2056A estate tax, notwithstanding 
that the QDOT is not includible in the 
spouse’s gross estate. 

(4) Credit for state and foreign death 
taxes. If the assets of the QDOT are in-
cluded in the surviving spouse’s gross 
estate for federal estate tax purposes, 
or would have been so includible if the 
spouse had been a United States resi-
dent, and state or foreign death taxes 
are paid by the spouse’s estate with re-
spect to the QDOT, the taxes paid by 
the spouse’s estate with respect to the 
QDOT are creditable, to the extent al-
lowable under section 2011 or 2014, as 
applicable, in computing the section 
2056A estate tax. In addition, state or 
foreign death taxes previously paid by 
the decedent/transferor’s estate are 
also creditable in computing the sec-
tion 2056A estate tax to the extent al-
lowable under sections 2011 and 2014. 
Specifically, the tax that would have 
been imposed on the decedent’s estate 
if the taxable estate had been increased 
by the value of the QDOT assets on the 
spouse’s death plus the amount in-
volved in prior taxable events (section 
2056A(b)(2)(A)(i)), is determined after 
allowance of a credit equal to the less-
er of the state or foreign death tax pre-
viously paid by the decedent’s estate, 
or the amount prescribed under section 
2011(b) or 2014(b) computed based on a 
taxable estate increased by such 
amounts. Similarly, the tax that would 
have been imposed on the decedent’s 
estate if the taxable estate had been in-
creased only by the amount involved in 
prior taxable events (section 
2056A(b)(2)(A)(ii)) is determined after 
allowance of a credit equal to the less-

er of the state or foreign death tax pre-
viously paid by the decedent’s estate, 
or the amount prescribed under section 
2011(b) or 2014(b) computed based on a 
taxable estate increased by the amount 
involved in such prior taxable events. 
See paragraph (d), Example 2, of this 
section. 

(5) Alternate valuation and special use 
valuation—(i) In general. In order to 
claim the benefits of alternate valu-
ation under section 2032, or special use 
valuation under section 2032A, for pur-
poses of computing the section 2056A 
estate tax, an election must be made 
on the Form 706–QDT that is filed with 
respect to the balance remaining in the 
QDOT upon the death of the surviving 
spouse. In addition, the separate re-
quirements for making the section 2032 
and/or section 2032A elections under 
those sections and the regulations 
thereunder must be complied with ex-
cept that, for this purpose, the sur-
viving spouse is treated as a resident of 
the United States regardless of the sur-
viving spouse’s actual residency status. 
Solely for purposes of this paragraph 
(b)(5), the citizenship of the first dece-
dent is immaterial. 

(ii) Alternate valuation. For purposes 
of the alternate valuation election 
under section 2032, the election may 
not be made unless the election de-
creases both the value of the property 
remaining in the QDOT upon the death 
of the surviving spouse and the net 
amount of section 2056A estate tax due. 
Once made, the election is irrevocable. 

(iii) Special use valuation. For pur-
poses of section 2032A, the Designated 
Filer (in the case of multiple QDOTs) 
or the U.S. Trustee may elect to value 
certain farm and closely held business 
real property at its farm or business 
use value, rather than its fair market 
value, if all of the requirements under 
section 2032A and the applicable regu-
lations are met, except that, for this 
purpose, the surviving spouse is treated 
as a resident of the United States re-
gardless of the spouse’s actual resi-
dency status. The total value of prop-
erty valued under section 2032A in the 
QDOT cannot be decreased from fair 
market value by more than $750,000. 

(c) Miscellaneous rules. See sections 
2056A(b)(2)(B)(i) and 2056A(b)(2)(C) for 
special rules regarding the appropriate 
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rate of tax. See section 
2056A(b)(2)(B)(ii) for provisions regard-
ing a credit or refund with respect to 
the section 2056A estate tax. 

(d) Examples. The rules of this section 
are illustrated by the following exam-
ples. 

Example 1. (i) D, a United States citizen, 
dies in 1995 a resident of State X, with a 
gross estate of $1,200,000. Under D’s will, a pe-
cuniary bequest of $700,000 passes to a QDOT 
for the benefit of D’s spouse S, who is a resi-
dent but not a citizen of the United States. 
D’s estate tax is computed as follows: 

Gross estate ..... $1,200,000 ...................
Marital Deduc-

tion ............... (700,000 ) ...................

Taxable Es-
tate ......... $500,000 ...................

Gross Tax ......... ................... $155,800 
Less: Unified 

Credit ............ ................... (155,800 ) 

Net Tax ...... ................... 0 

(ii) S dies in 1997 at which time S is still a 
resident of the United States and the value 

of the assets of the QDOT is $700,000. Assum-
ing there were no taxable events during S’s 
lifetime with respect to the QDOT, the es-
tate tax imposed under section 2056A(b)(1)(B) 
is $235,000, computed as follows: 

D’s actual taxable 
estate ................ $500,000 ..................

QDOT property ..... 700,000 ..................

Total .............. $1,200,000 ..................
Gross Tax ............. ................ $427,800 
Less: Unified Cred-

it ........................ ................ (192,800 ) 

Net Tax .......... ................ § 235,000 
Less: Tax that 

would have been 
imposed on D’s 
actual taxable 
estate of $500,000 ................ 0 

Section 2056A Es-
tate Tax ............. ................ $235,000 

Example 2. (i) The facts are the same as in 
Example 1, except that D’s gross estate was 
$2,000,000 and D’s estate paid $70,000 in state 
death taxes to State X. D’s estate tax is 
computed as follows: 

Gross Estate ....................................................................... $2,000,000 .......... ..................
Marital Deduction .............................................................. (700,000 ) .......... ..................

Taxable Estate ............................................................. $1,300,000 .......... ..................
Gross Tax ........................................................................... .................. .......... $469,800 
Less: Unified Credit ............................................................ .................. 192,800 ..................
State Death Tax Credit Limitation (lesser of $51,600 or 

$70,000 tax paid) ............................................................... .................. 51,600 (244,400 ) 

Estate Tax .................................................................... .................. .......... $225,400 

(ii) S dies in 1997 at which time S is still a 
resident of the United States and the value 
of the assets of the QDOT is $800,000. S’s es-
tate pays $40,000 in State X death taxes with 
respect to the inclusion of the QDOT in S’s 

gross estate for state death tax purposes. As-
suming there were no taxable events during 
S’s lifetime with respect to the QDOT, the 
estate tax imposed under section 
2056A(b)(1)(B) is $304,800 computed as follows: 

D’s Actual Taxable Estate ................................................................. $1,300,000 ..................
QDOT Property .................................................................................. 800,000 ..................

Total ............................................................................................ $2,100,000 ..................
Gross Tax ........................................................................................... ................ $829,800 
Less: Unified Credit ........................................................................... ................ (192,800 ) 

Pre-2011 section 2056A estate tax ................................................. ................ $637,000 
(A) State Death Tax Credit Computation: 

(1) State death tax paid by S’s estate with respect to the QDOT 
[$40,000] plus state death tax previously paid by D’s estate 
[$70,000] = $110,000. ..................................................................... ................ ..................
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(2) Credit limit under section 2011(b) (based on D’s adjusted tax-
able estate of $2,040,000 under sections 2056A(b)(2)(A) and 
2011(b)) = $106,800. ..................................................................... ................ ..................

(B) State death tax credit allowable against section 2056A estate 
tax (lesser of paragraph (ii)(A)(1) or (2) of this Example 2 ................ (106,800 ) 

Net Tax .................................................................................. ................ $530,200 
Less: Tax that would have been imposed on D’s taxable estate of 

$1,300,000 ......................................................................................... ................ 225,400 

Section 2056A Estate Tax ............................................................ ................ $304,800 

[T.D. 8612, 60 FR 43547, Aug. 22, 1995] 

§ 20.2056A–7 Allowance of prior trans-
fer credit under section 2013. 

(a) Property subject to QDOT election. 
Section 2056(d)(3) provides special rules 
for computing the section 2013 credit 
allowed with respect to property sub-
ject to a QDOT election. In computing 
the credit under section 2013, the 
amount of the credit is determined 
under section 2013 and the regulations 
thereunder, except that— 

(1) The first limitation as described 
in section 2013(b) and § 20.2013–2 is the 
amount of the estate tax imposed 
under section 2056A(b)(1)(A), with re-
spect to distributions during the 
spouse’s life, and under section 
2056A(b)(1)(B), with respect to the value 
of the QDOT assets on the spouse’s 
death; 

(2) In computing the second limita-
tion as described in section 2013(c) and 
§ 20.2013–3, the value of the property 
transferred to the decedent (as defined 
in section 2013(d) and § 20.2013–4) is 
deemed to be the value of the QDOT as-
sets on the date of death of the sur-
viving spouse. The value as so deter-
mined is not reduced by the section 
2056A estate tax imposed at the time of 
the spouse’s death; and 

(3) The amount of the credit is deter-
mined without regard to the percent-
age limitations contained in section 
2013(a). 

(b) Property not subject to QDOT elec-
tion. If property includible in a dece-
dent’s gross estate passes to a noncit-
izen surviving spouse (the transferee) 
and no deduction is allowed to the de-
cedent’s estate for that interest in 
property under section 2056(a) solely 
because the requirements of section 
2056(d)(2) are not satisfied, and the 

transferee spouse dies with an estate 
that is subject to tax under section 2001 
or 2101, as the case may be, any credit 
for tax on prior transfers allowable to 
the estate of the transferee spouse 
under section 2013 with respect to such 
interest in property is determined in 
accordance with the rules of section 
2013 and the regulations thereunder, 
except that the amount of the credit is 
determined without regard to the per-
centage limitations contained in sec-
tion 2013(a). 

(c) Example. The application of this 
section may be illustrated by the fol-
lowing example: 

Example. The facts are the same as in 
§ 20.2056A–6, Example 2(ii). D, a United States 
citizen, dies in 1994, a resident of State X, 
with a gross estate of $2,000,000. Under D’s 
will, a pecuniary bequest of $700,000 passes to 
a QDOT for the benefit of D’s spouse S, who 
is a resident but not a citizen of the United 
States. S dies in 1997 at which time S is still 
a resident of the United States and the value 
of the assets of the QDOT is $800,000. There 
were no taxable events during S’s lifetime. 
An estate tax of $304,800 is imposed under 
section 2056A(b)(1)(B). S’s taxable estate, in-
cluding the value of the QDOT ($800,000), is 
$1,500,000. 

(i) Under paragraph (a)(1) of this section, 
the first limitation for purposes of section 
2013(b) is $304,800, the amount of the section 
2056A estate tax. 

(ii) Under paragraph (a)(2) of this section, 
the second limitation for purposes of section 
2013(c) is computed as follows: 

(A) S’s net estate tax payable under 
§ 20.2013–3(a)(1), as modified under paragraph 
(a)(2) of this section, is computed as follows: 

Taxable estate .......... ............... $1,500,000 
Gross estate tax ........ ............... 555,800 
Less: Unified credit ... $192,800 ...............
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Credit for state death 
taxes ...................... 64,400 257,200 

Pre-2013 net es-
tate tax payable ............... $298,600 

(B) S’s net estate tax payable under 
§ 20.2013–3(a)(2), as modified under paragraph 
(a)(2) of this section, is computed as follows: 

Taxable estate .......... ............... $700,000 
Gross estate tax ........ ............... 229,800 
Less: Unified credit ... $192,800 ...............
Credit for state death 

taxes ...................... 18,000 210,800 

Net tax payable ... ............... $19,000 
(C) Second Limitation: 

Paragraph (ii)(A) 
of this Example $298,600 ...............

Less: Paragraph 
(ii)(B) of this 
Example ............ 19,000 

$279,600 

(iii) Credit for tax on prior transfers = 
$279,600 (lesser of paragraphs (i) or (ii) of this 
Example. 

[T.D. 8612, 60 FR 43549, Aug. 22, 1995] 

§ 20.2056A–8 Special rules for joint 
property. 

(a) Inclusion in gross estate—(1) Gen-
eral rule. If property is held by the de-
cedent and the surviving spouse of the 
decedent as joint tenants with right of 
survivorship, or as tenants by the en-
tirety, and the surviving spouse is not 
a United States citizen (or treated as a 
United States citizen) at the time of 
the decedent’s death, the property is 
subject to inclusion in the decedent’s 
gross estate in accordance with the 
rules of section 2040(a) (general rule for 
includibility of joint interests), and 
section 2040(b) (special rule for 
includibility of certain joint interests 
of husbands and wives) does not apply. 
Accordingly, the rules contained in 
section 2040(a) and § 20.2040–1 govern 
the extent to which such joint inter-
ests are includible in the gross estate 
of a decedent who was a citizen or resi-
dent of the United States. Under 
§ 20.2040–1(a)(2), the entire value of 
jointly held property is included in the 
decedent’s gross estate unless the ex-
ecutor submits facts sufficient to show 
that property was not entirely ac-

quired with consideration furnished by 
the decedent, or was acquired by the 
decedent and the other joint owner by 
gift, bequest, devise or inheritance. If 
the decedent is a nonresident not a cit-
izen of the United States, the rules of 
this paragraph (a)(1) apply pursuant to 
sections 2103, 2031, 2040(a), and 
2056(d)(1)(B). 

(2) Consideration furnished by surviving 
spouse. For purposes of applying sec-
tion 2040(a), in determining the amount 
of consideration furnished by the sur-
viving spouse, any consideration fur-
nished by the decedent with respect to 
the property before July 14, 1988, is 
treated as consideration furnished by 
the surviving spouse to the extent that 
the consideration was treated as a gift 
to the spouse under section 2511, or to 
the extent that the decedent elected to 
treat the transfer as a gift to the 
spouse under section 2515 (to the extent 
applicable). For purposes of deter-
mining whether the consideration was 
a gift by the decedent under section 
2511, it is presumed that the decedent 
was a citizen of the United States at 
the time the consideration was so fur-
nished to the spouse. The special rule 
of this paragraph (a)(2) is applicable 
only if the donor spouse predeceases 
the donee spouse and not if the donee 
spouse predeceases the donor spouse. In 
cases where the donee spouse 
predeceases the donor spouse, any por-
tion of the consideration treated as a 
gift to the donee spouse/decedent on 
the creation of the tenancy (or subse-
quently thereafter), regardless of the 
date the tenancy was created, is not 
treated as consideration furnished by 
the donee spouse/decedent for purposes 
of section 2040(a). 

(3) Amount allowed to be transferred to 
QDOT. If, as a result of the application 
of the rules described above, only a 
portion of the value of a jointly-held 
property interest is includible in a de-
cedent’s gross estate, only that portion 
that is so includible may be transferred 
to a QDOT under section 2056(d)(2). See 
§ 20.2056A–4(b)(1) and (d), Example 3. 

(b) Surviving spouse becomes citizen. 
Paragraph (a) of this section does not 
apply if the surviving spouse meets the 
requirements of section 2056(d)(4). For 
the definition of resident in applying 
section 2056(d)(4), see § 20.0–1(b). 
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(c) Examples. The provisions of this 
section are illustrated by the following 
examples: 

Example 1. In 1987, D, a United States cit-
izen, purchases real property and takes title 
in the names of D and S, D’s spouse (a non-
citizen, but a United States resident), as 
joint tenants with right of survivorship. In 
accordance with § 25.2511–1(h)(5) of this chap-
ter, one-half of the value of the property is a 
gift to S. D dies in 1995. Because S is not a 
United States citizen, the provisions of sec-
tion 2040(a) are determinative of the extent 
to which the real property is includible in 
D’s gross estate. Because the joint tenancy 
was established before July 14, 1988, and 
under the applicable provisions of the Inter-
nal Revenue Code and regulations the trans-
fer was treated as a gift of one-half of the 
property, one-half of the value of the prop-
erty is deemed attributable to consideration 
furnished by S for purposes of section 2040(a). 
Accordingly, only one-half of the value of 
the property is includible in D’s gross estate 
under section 2040(a). 

Example 2. The facts are the same as in Ex-
ample 1, except that S dies in 1995 survived by 
D who is not a citizen of the United States. 
For purposes of applying section 2040(a), D’s 
gift to S on the creation of the tenancy is not 
treated as consideration furnished by S to-
ward the acquisition of the property. Accord-
ingly, since S made no other contributions 
with respect to the property, no portion of 
the property is includible in S’s gross estate. 

Example 3. The facts are the same as in Ex-
ample 1, except that D and S purchase real 
property in 1990 making the down payment 
with funds from a joint bank account. All 
subsequent mortgage payments and improve-
ments are paid from the joint bank account. 
The only funds deposited in the joint bank 
account are the earnings of D and S. It is es-
tablished that D earned approximately 60% 
of the funds and S earned approximately 40% 
of the funds. D dies in 1995. The establish-
ment of S’s contribution to the joint bank 
account is sufficient to show that S contrib-
uted 40% of the consideration for the prop-
erty. Thus, under paragraph § 20.2040–1(a)(2), 
60% of the value of the property is includible 
in D’s gross estate. 

[T.D. 8612, 60 FR 43549, Aug. 22, 1995] 

§ 20.2056A–9 Designated Filer. 
Section 2056A(b)(2)(C) provides spe-

cial rules where more than one QDOT 
is established with respect to a dece-
dent. The designation of a person re-
sponsible for filing a return under sec-
tion 2056A(b)(2)(C)(i) (the Designated 
Filer) must be made on the decedent’s 
federal estate tax return, or on the 
first Form 706–QDT that is due and is 

filed by its prescribed date, including 
extensions. The Designated Filer must 
be a U.S. Trustee. If the U.S. Trustee is 
an individual, that individual must 
have a tax home (as defined in section 
911(d)(3)) in the United States. At least 
sixty days before the due date for filing 
the tax returns for all of the QDOTs, 
the U.S. Trustee(s) of each of the 
QDOTs must provide to the Designated 
Filer all of the necessary information 
relating to distributions from their re-
spective QDOTs. The section 2056A es-
tate tax due from each QDOT is allo-
cated on a pro rata basis (based on the 
ratio of the amount of each respective 
distribution constituting a taxable 
event to the amount of all such dis-
tributions), unless a different alloca-
tion is required under the terms of the 
governing instrument or under local 
law. Unless the decedent has provided 
for a successor Designated Filer, if the 
Designated Filer ceases to qualify as a 
U.S. Trustee, or otherwise becomes un-
able to serve as the Designated Filer, 
the remaining trustees of each QDOT 
must select a qualifying successor Des-
ignated Filer (who is also a U.S. Trust-
ee) prior to the due date for the filing 
of Form 706–QDT (including exten-
sions). The selection is to be indicated 
on the Form 706–QDT. Failure to select 
a successor Designated Filer will result 
in the application of section 
2056A(b)(2)(C). 

[T.D. 8612, 60 FR 43550, Aug. 22, 1995] 

§ 20.2056A–10 Surviving spouse be-
comes citizen after QDOT estab-
lished. 

(a) Section 2056A estate tax no longer 
imposed under certain circumstances. 
Section 2056A(b)(12) provides that a 
QDOT is no longer subject to the impo-
sition of the section 2056A estate tax if 
the surviving spouse becomes a citizen 
of the United States and the following 
conditions are satisfied— 

(1) The spouse either was a United 
States resident (for the definition of 
resident for this purpose, see § 20.2056A– 
1(b)) at all times after the death of the 
decedent and before becoming a United 
States citizen, or no taxable distribu-
tions are made from the QDOT before 
the spouse becomes a United States 
citizen (regardless of the residency sta-
tus of the spouse); and 
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(2) The U.S. Trustee(s) of the QDOT 
notifies the Internal Revenue Service 
and certifies in writing that the sur-
viving spouse has become a United 
States citizen. Notice is to be made by 
filing a final Form 706–QDT on or be-
fore April 15th of the calendar year fol-
lowing the year in which the surviving 
spouse becomes a United States cit-
izen, unless an extension of time for fil-
ing is granted under section 6081. 

(b) Special election by spouse. If the 
surviving spouse becomes a United 
States citizen and the spouse is not a 
United States resident at all times 
after the death of the decedent and be-
fore becoming a United States citizen, 
and a tax was previously imposed 
under section 2056A(b)(1)(A) with re-
spect to any distribution from the 
QDOT before the surviving spouse be-
comes a United States citizen, the es-
tate tax imposed under section 
2056A(b)(1) does not apply to distribu-
tions after the spouse becomes a cit-
izen if— 

(1) The spouse elects to treat any 
taxable distribution from the QDOT 
prior to the spouse’s election as a tax-
able gift made by the spouse for pur-
poses of section 2001(b)(1)(B) (referring 
to adjusted taxable gifts), and for pur-
poses of determining the amount of the 
tax imposed by section 2501 on actual 
taxable gifts made by the spouse dur-
ing the year in which the spouse be-
comes a citizen or in any subsequent 
year; 

(2) The spouse elects to treat any pre-
vious reduction in the section 2056A es-
tate tax by reason of the decedent’s 
unified credit (under either section 2010 
or section 2102(c)) as a reduction in the 
spouse’s unified credit under section 
2505 for purposes of determining the 
amount of the credit allowable with re-
spect to taxable gifts made by the sur-
viving spouse during the taxable year 
in which the spouse becomes a citizen, 
or in any subsequent year; and 

(3) The elections referred to in this 
paragraph (b) are made by timely filing 
a Form 706–QDT on or before April 15th 
of the year following the year in which 
the surviving spouse becomes a citizen 
(unless an extension of time for filing 
is granted under section 6081) and at-

taching notification of the election to 
the return. 

[T.D. 8612, 60 FR 43550, Aug. 22, 1995] 

§ 20.2056A–11 Filing requirements and 
payment of the section 2056A estate 
tax. 

(a) Distributions during surviving 
spouse’s life. Section 2056A(b)(5)(A) pro-
vides the due date for payment of the 
section 2056A estate tax imposed on 
distributions during the spouse’s life-
time. An extension of not more than 6 
months may be obtained for the filing 
of Form 706–QDT under section 6081(a) 
if the conditions specified therein are 
satisfied. See also § 20.2056A- 5(c)(1) re-
garding the requirements for filing a 
Form 706–QDT in the case of a distribu-
tion to the surviving spouse on account 
of hardship, and § 20.2056A–2T(d)(3) re-
garding the requirements for filing 
Form 706–QDT in the case of the re-
quired annual statement. 

(b) Tax at death of surviving spouse. 
Section 2056A(b)(5)(B) provides the due 
date for payment of the section 2056A 
estate tax imposed on the death of the 
spouse under section 2056A(b)(1)(B). An 
extension of not more than 6 months 
may be obtained for the filing of the 
Form 706–QDT under section 6081(a), if 
the conditions specified therein are 
satisfied. The obtaining of an extension 
of time to file under section 6081(a) 
does not extend the time to pay the 
section 2056A estate tax as prescribed 
under section 2056A(b)(5)(B). 

(c) Extension of time for paying section 
2056A estate tax—(1) Extension of time for 
paying tax under section 6161(a)(2). Pur-
suant to sections 2056A(b)(10)(C) and 
6161(a)(2), upon a showing of reasonable 
cause, an extension of time for a rea-
sonable period beyond the due date 
may be granted to pay any part of the 
estate tax that is imposed upon the 
surviving spouse’s death under section 
2056A(b)(1)(B) and shown on the final 
Form 706–QDT, or any part of any in-
stallments of such tax payable under 
section 6166 (including any part of a de-
ficiency prorated to any installment 
under such section). The extension may 
not exceed 10 years from the date pre-
scribed for payment of the tax (or in 
the case of an installment or part of a 
deficiency prorated to an installment, 
if later, not beyond the date that is 12 
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months after the due date for the last 
installment). Such extension may be 
granted by the district director or the 
director of the service center where the 
Form 706–QDT is filed. 

(2) Extension of time for paying tax 
under section 6161(a)(1). An extension of 
time beyond the due date to pay any 
part of the estate tax imposed on life-
time distributions under section 
2056A(b)(1)(A), or imposed at the death 
of the surviving spouse under section 
2056A(b)(1)(B), may be granted for a 
reasonable period of time, not to ex-
ceed 6 months (12 months in the case of 
the estate tax imposed under section 
2056A(b)(1)(B) at the surviving spouse’s 
death), by the district director or the 
director of the service center where the 
Form 706–QDT is filed. 

(d) Liability for tax. Under section 
2056A(b)(6), each trustee (and not solely 
the U.S. Trustee(s)) of a QDOT is per-
sonally liable for the amount of the es-
tate tax imposed in the case of any tax-
able event under section 2056A(b)(1). In 
the case of multiple QDOTs with re-
spect to the same decedent, each trust-
ee of a QDOT is personally liable for 
the amount of the section 2056A estate 
tax imposed on any taxable event with 
respect to that trustee’s QDOT, but is 
not personally liable for tax imposed 
with respect to taxable events involv-
ing QDOTs of which that person is not 
a trustee. However, the assets of any 
QDOT are subject to collection by the 
Internal Revenue Service for any tax 
resulting from a taxable event with re-
spect to any other QDOT established 
with respect to the same decedent. The 
trustee may also be personally liable as 
a withholding agent under section 1461 
or other applicable provisions of the In-
ternal Revenue Code. 

[T.D. 8612, 60 FR 43551, Aug. 22, 1995] 

§ 20.2056A–12 Increased basis for sec-
tion 2056A estate tax paid with re-
spect to distribution from a QDOT. 

Under section 2056A(b)(13), in the 
case of any distribution from a QDOT 
on which an estate tax is imposed 
under section 2056A(b)(1)(A), the dis-
tribution is treated as a transfer by 
gift for purposes of section 1015, and 
any estate tax paid under section 
2056A(b)(1)(A) is treated as a gift tax. 
See § 1.1015–5(c)(4) and (5) of this chap-

ter for rules for determining the 
amount by which the basis of the dis-
tributed property is increased. 

[T.D. 8612, 60 FR 43551, Aug. 22, 1995] 

§ 20.2056A–13 Effective dates. 

Except as provided in this section, 
the provisions of §§ 20.2056A–1 through 
20.2056A–12 are applicable with respect 
to estates of decedents dying after Au-
gust 22, 1995. The rule in the fourth sen-
tence of § 20.2056A–5(c)(2) regarding 
unitrusts and distributions of income 
to the surviving spouse in conformance 
with applicable local law is applicable 
to trusts for taxable years ending after 
January 2, 2004. 

[T.D. 9102, 69 FR 21, Jan. 2, 2004] 

ESTATES OF NONRESIDENTS NOT 
CITIZENS 

§ 20.2101–1 Estates of nonresidents not 
citizens; tax imposed. 

(a) Imposition of tax. Section 2101 im-
poses a tax on the transfer of the tax-
able estate of a nonresident who is not 
a citizen of the United States at the 
time of death. In the case of estates of 
decedents dying after November 10, 
1988, the tax is computed at the same 
rates as the tax that is imposed on the 
transfer of the taxable estate of a cit-
izen or resident of the United States in 
accordance with the provisions of sec-
tions 2101(b) and (c). For the meaning 
of the terms resident, nonresident, and 
United States, as applied to a decedent 
for purposes of the estate tax, see 
§ 20.0–1(b)(1) and (2). For the liability of 
the executor for the payment of the 
tax, see section 2002. For special rules 
as to the phaseout of the graduated 
rates and unified credit, see sections 
2001(c)(2) and 2101(b). 

(b) Special rates in the case of certain 
decedents. In the case of an estate of a 
nonresident who was not a citizen of 
the United States and who died after 
December 31, 1976, and on or before No-
vember 10, 1988, the tax on the non-
resident’s taxable estate is computed 
using the formula provided under sec-
tion 2101(b), except that the rate sched-
ule in paragraph (c) of this section is to 
be used in lieu of the rate schedule in 
section 2001(c). 
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(c) Rate schedule for decedents dying 
after December 31, 1976 and on or before 
November 10, 1988. 

If the amount for which the tentative tax to be com-
puted is: The tentative tax is: 

Not over $100,000 ................................. 6% of such amount. 
Over $100,000 but not over $500,000 ....... $6,000, plus 12% of excess over $100,000. 
Over $500,000 but not over $1,000,000 .... $54,000, plus 18% of excess over $500,000. 
Over $1,000,000 but not over $2,000,000 .. $144,000, plus 24% of excess over $1,000,000. 
Over $2,000,000 ..................................... $384,000, plus 30% of excess over $2,000,000. 

[T.D. 8612, 60 FR 43551, Aug. 22, 1995] 

§ 20.2102–1 Estates of nonresidents not 
citizens; credits against tax. 

(a) In general. In arriving at the net 
estate tax payable with respect to the 
transfer of an estate of a nonresident 
who was not a citizen of the United 
States at the time of his death, the fol-
lowing credits are subtracted from the 
tax imposed by section 2101: 

(1) The State death tax credit under 
section 2011, to the extent permitted by 
section 2102(b) and paragraph (b) of this 
section; 

(2) The gift tax credit under section 
2012; and 

(3) The credit under section 2013 for 
tax on prior transfers. 
Except as provided in section 2102(b) 
and paragraph (b) of this section (relat-
ing to a special limitation on the 
amount of the credit for State death 
taxes), the amount of each of these 
credits is determined in the same man-
ner as that prescribed for its deter-
mination in the case of estates of citi-
zens or residents of the United States. 
See §§ 20.2011–1 through 20.2013–6. Sub-
ject to the additional special limita-
tion contained in section 2102(b) in the 
case of section 2015, the provisions of 
sections 2015 and 2016, relating respec-
tively to the credit for death taxes on 
remainders and the recovery of taxes 
claimed as a credit, are applicable with 
respect to the credit for State death 
taxes in the case of the estates of non-
residents not citizens. However, no 
credit is allowed under section 2014 for 
foreign death taxes. 

(b) Special limitation—(1) In general. In 
the case of estates of decedents dying 
on or after November 14, 1966, other 
than estates the estate tax treatment 
of which is subject to a Presidential 

proclamation made pursuant to section 
2108(a), the maximum credit allowable 
under section 2011 for State death taxes 
against the tax imposed by section 2101 
on the transfer of estates of non-
residents not citizens of the United 
States is an amount which bears the 
same ratio to the maximum credit 
computed as provided in section 2011(b) 
(and without regard to this special lim-
itation) as the value of the property 
(determined in the same manner as 
that prescribed in paragraph (b) of 
§ 20.2031–1 for the estates of citizens or 
residents of the United States) in re-
spect of which a State death tax was 
actually paid and which is included in 
the gross estate under section 2103 or, 
if applicable, section 2107(b) bears to 
the value (as so determined) of the 
total gross estate under section 2103 or 
2107(b). For purposes of this special 
limitation, the term ‘‘State death 
taxes’’ means the taxes described in 
section 2011(a) and paragraph (a) of 
§ 20.2011–1. 

(2) Illustrations. The application of 
this paragraph may be illustrated by 
the following examples: 

Example (1). A, a nonresident not a citizen 
of the United States, died on February 15, 
1967, owning real property in State Z valued 
at $50,000 and stock in various domestic cor-
porations valued at $100,000 and not subject 
to death taxes in any State. State Z’s inher-
itance tax actually paid with respect to the 
real property in State Z is $2,000. A’s taxable 
estate for Federal estate tax purposes is 
$110,000, in respect of which the maximum 
credit under section 2011 would be $720 in the 
absence of the special limitation contained 
in section 2102(b). However, under section 
2102(b) and this paragraph the amount of the 
maximum credit allowable in respect to A’s 
estate for State death taxes is limited to the 
amount which bears the same ratio to $720 
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(the maximum credit computed as provided 
in section 2011(b)) as $50,000 (the value of the 
property in respect of which a State death 
tax was actually paid and which is included 
in A’s gross estate under section 2103) bears 
to $150,000 (the value of A’s total gross estate 
under section 2103). Accordingly, the max-
imum credit allowable under section 2102 and 
this section for all State death taxes actu-
ally paid is $240 ($720×$50,000/$150,000). 

Example (2). B, a nonresident not a citizen 
of the United States, died on January 15, 
1967, owning real property in State X valued 
at $100,000, real property in State Y valued at 
$200,000, and stock in various domestic cor-
porations valued at $300,000 and not subject 
to death taxes in any State. States X and Y 
both imposed inheritance taxes. State X has, 
in addition to its inheritance tax, an estate 
tax equal to the amount by which the max-
imum State death tax credit allowable to an 
estate against its Federal estate tax exceeds 
the amount of the inheritance tax imposed 
by State X plus the amount of death taxes 
paid to other States. State Y has no estate 
tax. The amount of the inheritance tax actu-
ally paid to State X with respect to the real 
property situated in State X is $4,000; the 
amount of the inheritance tax actually paid 
to State Y with respect to the real property 
situated in State Y is $9,000. B’s taxable es-
tate for Federal estate tax purposes is 
$550,000, in respect of which the maximum 
credit under section 2011 would be $14,400 in 
the absence of the special limitation con-
tained in section 2102(b). However, under sec-
tion 2102(b) and this paragraph the amount 
of the maximum credit allowable in respect 
of B’s estate for State death taxes is limited 
to the amount which bears the same ratio to 
$14,400 (the maximum credit computed as 
provided in section 2011(b)) as $300,000 (the 
value of the property in respect of which a 
State death tax was actually paid and which 
is included in B’s gross estate under section 
2103) bears to $600,000 (the value of B’s total 
gross estate under section 2103). Accordingly, 
the maximum credit allowable under section 
2102 and this section for all State death taxes 
actually paid is $7,200 ($14,400×$300,000/ 
$600,000), and the estate tax of State X is not 
applicable to B’s estate. 

(c) Unified credit—(1) In general. Sub-
ject to paragraph (c)(2) of this section, 
in the case of estates of decedents 
dying after November 10, 1988, a unified 
credit of $13,000 is allowed against the 
tax imposed by section 2101 subject to 
the limitations of section 2102(c). 

(2) When treaty is applicable. To the 
extent required under any treaty obli-
gation of the United States, the estate 
of a nonresident not a citizen of the 
United States is allowed the unified 
credit permitted to a United States cit-

izen or resident of $192,800, multiplied 
by the proportion that the total gross 
estate of the decedent situated in the 
United States bears to the decedent’s 
total gross estate wherever situated. 

(3) Certain residents of possessions. In 
the case of a decedent who is consid-
ered to be a nonresident not a citizen 
of the United States under section 2209, 
there is allowed a unified credit equal 
to the greater of $13,000, or $46,800 mul-
tiplied by the proportion that the dece-
dent’s gross estate situated in the 
United States bears to the total gross 
estate of the decedent wherever situ-
ated. 

[T.D. 7296, 38 FR 34194, Dec. 12, 1973, as 
amended at T.D. 8612, 60 FR 43552, Aug. 22, 
1995] 

§ 20.2103–1 Estates of nonresidents not 
citizens; ‘‘entire gross estate’’. 

The ‘‘entire gross estate’’ wherever 
situated of a nonresident who was not 
a citizen of the United States at the 
time of his death is made up in the 
same way as the ‘‘gross estate’’ of a 
citizen or resident of the United 
States. See §§ 20.2031–1 through 20.2044– 
1. See paragraphs (a) and (c) of § 20.2031– 
1 for the circumstances under which 
real property situated outside the 
United States is excluded from the 
gross estate of a citizen or resident of 
the United States. However, except as 
provided in section 2107(b) with respect 
to the estates of certain expatriates, in 
the case of a nonresident not a citizen, 
only that part of the entire gross es-
tate which on the date of the dece-
dent’s death is situated in the United 
States is included in his taxable estate. 
In fact, property situated outside the 
United States need not be disclosed on 
the return unless section 2107 is appli-
cable, certain deductions are claimed, 
or information is specifically re-
quested. See §§ 20.2106–1, 20.2106–2, and 
20.2107–1. For a description of property 
considered to be situated in the United 
States, see § 20.2104–1. For a description 
of property considered to be situated 
outside the United States, see § 20.2105– 
1. 

[T.D. 7296, 38 FR 34195, Dec. 12, 1973] 
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§ 20.2104–1 Estates of nonresidents not 
citizens; property within the United 
States. 

(a) In general. Property of a non-
resident who was not a citizen of the 
United States at the time of his death 
is considered to be situated in the 
United States if it is— 

(1) Real property located in the 
United States. 

(2) Tangible personal property lo-
cated in the United States, except cer-
tain works of art on loan for exhibition 
(see paragraph (b) of § 20.2105–1). 

(3) In the case of an estate of a dece-
dent dying before November 14, 1966, 
written evidence of intangible personal 
property which is treated as being the 
property itself, such as a bond for the 
payment of money, if it is physically 
located in the United States; except 
that this subparagraph shall not apply 
to obligations of the United States (but 
not its instrumentalities) issued before 
March 1, 1941, if the decedent was not 
engaged in business in the United 
States at the time of his death. See 
section 2106(c). 

(4) Except as specifically provided 
otherwise in this section or in § 20.2105– 
1 (which specific exceptions, in the case 
of estates of decedents dying on or 
after November 14, 1966, cause this sub-
paragraph to have relatively limited 
applicability), intangible personal 
property the written evidence of which 
is not treated as being the property 
itself, if it is issued by or enforceable 
against a resident of the United States 
or a domestic corporation or govern-
mental unit. 

(5) Shares of stock issued by a domes-
tic corporation, irrespective of the lo-
cation of the certificates (see, however, 
paragraph (i) of § 20.2105–1 for a special 
rule with respect to certain 
withdrawable accounts in savings and 
loan or similar associations). 

(6) In the case of an estate of a dece-
dent dying before November 14, 1966, 
moneys deposited in the United States 
by or for the decedent with any person 
carrying on the banking business, if 
the decedent was engaged in business 
in the United States at the time of his 
death. 

(7) In the case of an estate of a dece-
dent dying on or after November 14, 
1966, except as specifically provided 

otherwise in paragraph (d), (i), (j), (l), 
or (m) of § 20.2105–1, any debt obliga-
tion, including a bank deposit, the pri-
mary obligor of which is— 

(i) A United States person (as defined 
in section 7701(a)(30)), or 

(ii) The United States, a State or any 
political subdivision thereof, the Dis-
trict of Columbia, or any agency or in-
strumentality of any such government. 
This paragraph applies irrespective of 
whether the written evidence of the 
debt obligation is treated as being the 
property itself or whether the decedent 
was engaged in business in the United 
States at the time of his death. For 
purposes of this subparagraph and 
paragraphs (k), (l), and (m) of § 20.2105– 
1, a debt obligation on which there are 
two or more primary obligors shall be 
apportioned among such obligors, tak-
ing into account to the extent appro-
priate under all the facts and cir-
cumstances any choate or inchoate 
rights of contribution existing among 
such obligors with respect to the in-
debtedness. The term ‘‘agency or in-
strumentality,’’ as used in paragraph 
(a)(7)(ii) of this section does not in-
clude a possession of the United States 
or an agency or instrumentality of a 
possession. Currency is not a debt obli-
gation for purposes of this subpara-
graph. 

(8) In the case of an estate of a dece-
dent dying on or after January 1, 1970, 
except as specifically provided other-
wise in paragraph (i) or (l) of § 20.2105– 
1, deposits with a branch in the United 
States of a foreign corporation, if the 
branch is engaged in the commercial 
banking business, whether or not the 
decedent was engaged in business in 
the United States at the time of his 
death. 

(b) Transfers. Property of which the 
decedent has made a transfer taxable 
under sections 2035 through 2038 is 
deemed to be situated in the United 
States if it is determined, under the 
provisions of paragraph (a) of this sec-
tion, to be so situated either at the 
time of the transfer or at the time of 
the decedent’s death. See §§ 20.2035–1 
through 20.2038–1. 

(c) Death tax convention. It should be 
noted that the situs rules described in 
this section may be modified for var-
ious purposes under the provisions of 
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an applicable death tax convention 
with a foreign country. 

[T.D. 6296, 23 FR 4529, June 24, 1958; 25 FR 
14021, Dec. 31, 1960, as amended by T.D. 7296, 
38 FR 34195, Dec. 12, 1973; T.D. 7321, 39 FR 
29597, Aug. 16, 1974] 

§ 20.2105–1 Estates of nonresidents not 
citizens; property without the 
United States. 

Property of a nonresident who was 
not a citizen of the United States at 
the time of his death is considered to 
be situated outside the United States if 
it is— 

(a)(1) Real property located outside 
the United States, except to the extent 
excludable from the entire gross estate 
wherever situated under § 20.2103–1. 

(2) Tangible personal property lo-
cated outside the United States. 

(b) Works of art owned by the dece-
dent if they were— 

(1) Imported into the United States 
solely for exhibition purposes, 

(2) Loaned for those purposes to a 
public gallery or museum, no part of 
the net earnings of which inures to the 
benefit of any private shareholder or 
individual, and 

(3) At the time of the death of the 
owner, on exhibition, or en route to or 
from exhibition, in such a public gal-
lery or museum. 

(c) In the case of an estate of a dece-
dent dying before November 14, 1966, 
written evidence of intangible personal 
property which is treated as being the 
property itself, such as a bond for the 
payment of money, if it is not phys-
ically located in the United States. 

(d) Obligations of the United States 
issued before March 1, 1941, even 
though physically located in the 
United States, if the decedent was not 
engaged in business in the United 
States at the time of his death. 

(e) Except as specifically provided 
otherwise in this section or in § 20.2104– 
1, intangible personal property the 
written evidence of which is not treat-
ed as being the property itself, if it is 
not issued by or enforceable against a 
resident of the United States or a do-
mestic corporation or governmental 
unit. 

(f) Shares of stock issued by a cor-
poration which is not a domestic cor-

poration, regardless of the location of 
the certificates. 

(g) Amounts receivable as insurance 
on the decedent’s life. 

(h) In the case of an estate of a dece-
dent dying before November 14, 1966, 
moneys deposited in the United States 
by or for the decedent with any person 
carrying on the banking business, if 
the decedent was not engaged in busi-
ness in the United States at the time of 
his death. 

(i) In the case of an estate of a dece-
dent dying on or after November 14, 
1966, and before January 1, 1976, any 
amount deposited in the United States 
which is described in section 861(c) (re-
lating to certain bank deposits, 
withdrawable accounts, and amounts 
held by an insurance company under an 
agreement to pay interest), if any in-
terest thereon, were such interest re-
ceived by the decedent at the time of 
his death, would be treated under sec-
tion 862(a)(1) as income from sources 
without the United States by reason of 
section 861(a)(1)(A) (relating to interest 
on amounts described in section 861(c) 
which is not effectively connected with 
the conduct of a trade or business with-
in the United States) and the regula-
tions thereunder. If such interest 
would be treated by reason of those 
provisions as income from sources 
without the United States only in part, 
the amount described in section 861(c) 
shall be considered situated outside the 
United States in the same proportion 
as the part of the interest which would 
be treated as income from sources 
without the United States bears to the 
total amount of the interest. This 
paragraph applies whether or not the 
decedent was engaged in business in 
the United States at the time of his 
death, and, except with respect to 
amounts described in section 861(c)(3) 
(relating to amounts held by an insur-
ance company under an agreement to 
pay interest), whether or not the de-
posit or other amount is in fact inter-
est bearing. 

(j) In the case of an estate of a dece-
dent dying on or after November 14, 
1966, deposits with a branch outside of 
the United States of a domestic cor-
poration or domestic partnership, if 
the branch is engaged in the commer-
cial banking business. This paragraph 
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applies whether or not the decedent 
was engaged in business in the United 
States at the time of his death, and 
whether or not the deposits, upon with-
drawal, are payable in currency of the 
United States. 

(k) In the case of an estate of a dece-
dent dying on or after November 14, 
1966, except as specifically provided 
otherwise in paragraph (a)(8) of 
§ 20.2104–1 with respect to estates of de-
cedents dying on or after January 1, 
1970, any debt obligation, including a 
bank deposit, the primary obligor of 
which is neither— 

(1) A United States person (as defined 
in section 7701(a)(30)), nor 

(2) The United States, a State or any 
political subdivision thereof, the Dis-
trict of Columbia, or any agency or in-
strumentality of any such government. 
This paragraph applies irrespective of 
whether the written evidence of the 
debt obligation is treated as being the 
property itself or whether the decedent 
was engaged in business in the United 
States at the time of his death. See 
paragraph (a)(7) of § 20.2104–1 for the 
treatment of a debt obligation on 
which there are two or more primary 
obligors. The term ‘‘agency or instru-
mentality,’’ as used in subparagraph (2) 
of this paragraph, does not include a 
possession of the United States or an 
agency or instrumentality of a posses-
sion. Currency is not a debt obligation 
for purposes of this paragraph. 

(l) In the case of an estate of a dece-
dent dying on or after November 14, 
1966, any debt obligation to the extent 
that the primary obligor on the debt 
obligation is a domestic corporation, if 
any interest thereon, were the interest 
received from such obligor by the dece-
dent at the time of his death, would be 
treated under section 862(a)(1) as in-
come from sources without the United 
States by reason of section 861(a)(1)(B) 
(relating to interest received from a 
domestic corporation less than 20 per-
cent of whose gross income for a 3-year 
period was derived from sources within 
the United States) and the regulations 
thereunder. For such purposes the 3- 
year period referred to in section 
861(a)(1)(B) is the period of 3 years end-
ing with the close of the domestic cor-
poration’s last taxable year termi-
nating before the decedent’s death. 

This paragraph applies whether or not 
(1) the obligation is in fact interest 
bearing, (2) the written evidence of the 
debt obligation is treated as being the 
property itself, or (3) the decedent was 
engaged in business in the United 
States at the time of his death. See 
paragraph (a)(7) of § 20.2104–1 for the 
treatment of a debt obligation on 
which there are two or more primary 
obligors. 

(m)(1) In the case of an estate of a de-
cedent dying after December 31, 1972, 
except as otherwise provided in para-
graph (m)(2) of this section any debt 
obligation to the extent that the pri-
mary obligor on the debt obligation is 
a domestic corporation or domestic 
partnership, if any interest thereon, 
were the interest received from such 
obligor by the decedent at the time of 
his death, would be treated under sec-
tion 862(a)(1) as income from sources 
without the United States by reason of 
section 861(a)(1)(G) (relating to interest 
received on certain debt obligations 
with respect to which elections have 
been made under section 4912(c)) and 
the regulations thereunder. This para-
graph applies whether or not (i) the ob-
ligation is in fact interest bearing, (ii) 
the written evidence of the debt obliga-
tion is treated as being the property 
itself, or (iii) the decedent was engaged 
in business in the United States at the 
time of his death. See paragraph (a)(7) 
of § 20.2104–1 for the treatment of a debt 
obligation on which there are two or 
more primary obligors. 

(2) In the case of an estate of a dece-
dent dying before January 1, 1974, this 
paragraph does not apply to any debt 
obligation of a foreign corporation as-
sumed by a domestic corporation which 
is treated under section 4912(c)(2) as 
issued by such domestic corporation 
during 1973. 

[T.D. 6296, 23 FR 4529, June 24, 1958, as 
amended by T.D. 6684, 28 FR 11410, Oct. 24, 
1963; T.D. 7296, 38 FR 34196, Dec. 12, 1973; T.D. 
7321, 39 FR 29597, Aug. 16, 1974] 

§ 20.2106–1 Estates of nonresidents not 
citizens; taxable estate; deductions 
in general. 

(a) The taxable estate of a non-
resident who was not a citizen of the 
United States at the time of his death 
is determined by adding the value of 
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that part of his gross estate which, at 
the time of his death, is situated in the 
United States and, in the case of an es-
tate to which section 2107 (relating to 
expatriation to avoid tax) applies, any 
amounts includible in his gross estate 
under section 2107(b), and then sub-
tracting from the sum thereof the total 
amount of the following deductions: 

(1) The deductions allowed in the 
case of estates of decedents who were 
citizens or residents of the United 
States under sections 2053 and 2054 (see 
§§ 20.2053–1 through 20.2053–9 and 
§ 20.2054–1) for expenses, indebtedness 
and taxes, and for losses, to the extent 
provided in § 20.2106–2. 

(2) A deduction computed in the same 
manner as the one allowed under sec-
tion 2055 (see §§ 20.2055–1 through 
20.2055–5) for charitable, etc., transfers, 
except— 

(i) That the deduction is allowed only 
for transfers to corporations and asso-
ciations created or organized in the 
United States, and to trustees for use 
within the United States, and 

(ii) That the provisions contained in 
paragraph (c)(2) of § 20.2055–2 relating to 
termination of a power to consume are 
not applicable. 

(3) Subject to the special rules set 
forth at § 20.2056A–1(c), the amount 
which would be deductible with respect 
to property situated in the United 
States at the time of the decedent’s 
death under the principles of section 
2056. Thus, if the surviving spouse of 
the decedent is a citizen of the United 
States at the time of the decedent’s 
death, a marital deduction is allowed 
with respect to the estate of the dece-
dent if all other applicable require-
ments of section 2056 are satisfied. If 
the surviving spouse of the decedent is 
not a citizen of the United States at 
the time of the decedent’s death, the 
provisions of section 2056, including 
specifically the provisions of section 
2056(d) and (unless section 2056(d)(4) ap-
plies) the provisions of section 2056A 
(QDOTs) must be satisfied. 

(b) Section 2106(b) provides that no 
deduction is allowed under paragraph 
(a) (1) or (2) of this section unless the 
executor discloses in the estate tax re-
turn the value of that part of the gross 
estate not situated in the United 
States. See § 20.2105–1. Such part must 

be valued as of the date of the dece-
dent’s death, or if the alternate valu-
ation method under section 2032 is 
elected, as of the applicable valuation 
date. 

[T.D. 6296, 23 FR 5429, June 24, 1958, as 
amended by T.D. 6526, 26 FR 417, Jan. 19, 1961; 
T.D. 7296, 38 FR 34197, Dec. 12, 1973; T.D. 7318, 
39 FR 25457, July 11, 1974; T.D. 8612, 60 FR 
43552, Aug. 22, 1995] 

§ 20.2106–2 Estates of nonresidents not 
citizens; deductions for expenses, 
losses, etc. 

(a) In computing the taxable estate 
of a nonresident who was not a citizen 
of the United States at the time of his 
death, deductions are allowed under 
sections 2053 and 2054 for expenses, in-
debtedness and taxes, and for losses, to 
the following extent: 

(1) A pledge or subscription is deduct-
ible if it is an enforceable claim 
against the estate and if it would con-
stitute an allowable deduction under 
paragraph (a)(2) of § 20.2106–1, relating 
to charitable, etc., transfers, if it had 
been a bequest. 

(2) That proportion of other deduc-
tions under sections 2053 and 2054 is al-
lowed which the value of that part of 
the decedent’s gross estate situated in 
the United States at the time of his 
death bears to the value of the dece-
dent’s entire gross estate wherever sit-
uated. It is immaterial whether the 
amounts to be deducted were incurred 
or expended within or without the 
United States. For purposes of this 
subparagraph, an amount which is in-
cludible in the decedent’s gross estate 
under section 2107(b) with respect to 
stock in a foreign corporation shall be 
included in the value of the decedent’s 
gross estate situated in the United 
States. 
No deduction is allowed under this 
paragraph unless the value of the dece-
dent’s entire gross estate is disclosed 
in the estate tax return. See paragraph 
(b) of § 20.2106–1. 

(b) In order that the Internal Rev-
enue Service may properly pass upon 
the items claimed as deductions, the 
executor should submit a certified copy 
of the schedule of liabilities, claims 
against the estate, and expenses of ad-
ministration filed under any applicable 
foreign death duty act. If no such 
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schedule was filed, the executor should 
submit a certified copy of the schedule 
of these liabilities, claims and expenses 
filed with the foreign court in which 
administration was had. If the items of 
deduction allowable under section 
2106(a)(1) were not included in either 
such schedule, or if no such schedules 
were filed, then there should be sub-
mitted a written statement of the for-
eign executor containing a declaration 
that it is made under the penalties of 
perjury setting forth the facts relied 
upon as entitling the estate to the ben-
efit of the particular deduction or de-
ductions. 

[T.D. 6296, 23 FR 4529, June 24, 1958; 25 FR 
14021, Dec. 31, 1960, as amended by T.D. 7296, 
38 FR 34197, Dec. 12, 1973; T.D. 8612, 60 FR 
43552, Aug. 22, 1995] 

§ 20.2107–1 Expatriation to avoid tax. 

(a) Rate of tax. The tax imposed by 
section 2107(a) on the transfer of the 
taxable estates of certain nonresident 
expatriate decedents who were for-
merly citizens of the United States is 
computed in accordance with the table 
contained in section 2001, relating to 
the rate of the tax imposed on the 
transfer of the taxable estates of dece-
dents who were citizens or residents of 
the United States. Except for any 
amounts included in the gross estate 
solely by reason of section 2107(b) and 
paragraph (b)(1) (ii) and (iii) of this sec-
tion, the value of the taxable estate to 
be used in this computation is deter-
mined as provided in section 2106 and 
§ 20.2106–1. The decedents to which sec-
tion 2107(a) and this section apply are 
described in paragraph (d) of this sec-
tion. 

(b) Gross estate—(1) Determination of 
value—(i) General rule. Except as pro-
vided in subdivision (ii) of this sub-
paragraph with respect to stock in cer-
tain foreign corporations, for purposes 
of the tax imposed by section 2107(a) 
the value of the gross estate of every 
estate the transfer of which is subject 
to the tax imposed by that section is 
determined as provided in section 2103 
and § 20.2103–1. 

(ii) Amount includible with respect to 
stock in certain foreign corporations. If at 
the time of his death a nonresident ex-
patriate decedent the transfer of whose 

estate is subject to the tax imposed by 
section 2107(a)— 

(a) Owned (within the meaning of sec-
tion 958(a) and the regulations there-
under) 10 percent or more of the total 
combined voting power of all classes of 
stock entitled to vote in a foreign cor-
poration, and 

(b) Owned (within the meaning of sec-
tion 958(a) and the regulations there-
under), or is considered to have owned 
(by applying the ownership rules of sec-
tion 958(b) and the regulations there-
under), more than 50 percent of the 
total combined voting power of all 
classes of stock entitled to vote in such 
foreign corporation, 
then section 2107(b) requires the inclu-
sion in the decedent’s gross estate, in 
addition to amounts otherwise includ-
ible therein under subdivision (i) of 
this subparagraph, of an amount equal 
to that proportion of the fair market 
value (determined at the time of the 
decedent’s death or, if so elected by the 
executor of the decedent’s estate, on 
the alternate valuation date as pro-
vided in section 2032) of the stock in 
such foreign corporation owned (within 
the meaning of section 958(a) and the 
regulations thereunder) by the dece-
dent at the time of his death, which 
the fair market value of any assets 
owned by such foreign corporation and 
situated in the United States, at the 
time of his death, bears to the total 
fair market value of all assets owned 
by such foreign corporation at the time 
of his death. 

(iii) Rules of application. (a) In deter-
mining the proportion of the fair mar-
ket value of the stock which is includ-
ible in the gross estate under subdivi-
sion (ii) of this subparagraph, the fair 
market value of the foreign corpora-
tion’s assets situated in the United 
States and of its total assets shall be 
determined without reduction for any 
outstanding liabilities of the corpora-
tion. 

(b) For purposes of subdivision (ii) of 
this subparagraph, the foreign corpora-
tion’s assets which are situated in the 
United States shall be all its property 
which, by applying the provisions of 
sections 2104, 2105, and §§ 20.2104–1 and 
20.2105–1, would be considered to be sit-
uated in the United States if such prop-
erty were property of a nonresident 
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who was not a citizen of the United 
States. 

(c) For purposes of subdivision (ii)(a) 
of this subparagraph, a decedent is 
treated as owning stock in a foreign 
corporation at the time of his death to 
the extent he owned (within the mean-
ing of section 958(a) and the regula-
tions thereunder) the stock at the time 
he made a transfer of the stock in a 
transfer described in sections 2035 to 
2038, inclusive (relating respectively to 
transfers made in contemplation of 
death, transfers with a retained life es-
tate, transfers taking effect at death, 
and revocable transfers). For purposes 
of subdivision (ii)(b) of this subpara-
graph, a decedent is treated as owning 
stock in a foreign corporation at the 
time of his death to the extent he 
owned (within the meaning of section 
958(a) and the regulations thereunder), 
or is considered to have owned (by ap-
plying the ownership rules of section 
958(b) and the regulations thereunder), 
the stock at the time he made a trans-
fer of the stock in a transfer described 
in sections 2035 to 2038, inclusive. In ap-
plying the proportion rule of section 
2107(b) and subdivision (ii) of this sub-
paragraph where a decedent is treated 
as owning stock in a foreign corpora-
tion at the time of his death by reason 
of having transferred his interest in 
such stock in a transfer described in 
sections 2035 to 2038, inclusive, the pro-
portionate value of the interest includ-
ible in his gross estate is based upon 
the value as of the applicable valuation 
date described in section 2031 or 2032 of 
the amount, determined as of the date 
of transfer, of his interest in the stock. 
See example (2) in subparagraph (2) of 
this paragraph. 

(d) For purposes of applying subdivi-
sion (ii)(b) of this subparagraph, the 
same shares of stock may not be count-
ed more than once. See example (2) in 
subparagraph (2) of this paragraph. 

(e) The principles applied in para-
graph (b) of § 1.957–1 of this chapter (In-
come Tax Regulations) for determining 
what constitutes total combined voting 
power of all classes of stock entitled to 
vote in a foreign corporation for pur-
poses of section 957(a) shall be applied 
in determining what constitutes total 
combined voting power of all classes of 
stock entitled to vote in a foreign cor-

poration for purposes of section 2107(b) 
and subdivision (ii) of this subpara-
graph. In applying such principles 
under this paragraph changes in lan-
guage shall be made, where necessary, 
in order to treat the nonresident expa-
triate decedent, rather than U.S. share-
holders, as owning such total combined 
voting power. 

(2) Illustrations. The application of 
this paragraph may be illustrated by 
the following examples: 

Example (1). (a) At the time of his death, H, 
a nonresident expatriate decedent the trans-
fer of whose estate is subject to the tax im-
posed by section 2107(a), owned a 60-percent 
interest in M Company, a foreign partner-
ship, which in turn owned stock issued by N 
Corporation, a foreign corporation. The 
stock in N Corporation held by M Company, 
which constituted 50 percent of the total 
combined voting power of all classes of stock 
entitled to vote in N Corporation, was valued 
at $50,000 at the time of H’s death. In addi-
tion, W, H’s wife, also a nonresident not a 
citizen of the United States, owned at the 
time of H’s death stock in N Corporation 
constituting 25 percent of the total combined 
voting power of all classes of stock entitled 
to vote in that corporation. The fair market 
value of the assets of N Corporation which, 
at the time of H’s death, were situated in the 
United States constituted 40 percent of the 
fair market value of all assets of that cor-
poration. It is assumed for purposes of this 
example that the executor of H’s estate has 
not elected to value the estate on the alter-
nate valuation date provided in section 2032. 

(b) The test contained in subparagraph 
(1)(ii)(a) of this paragraph is met since at the 
time of his death H indirectly owned (within 
the meaning of section 958(a) and the regula-
tions thereunder) 30 percent (60 percent of 50 
percent) of the total combined voting power 
of all classes of stock entitled to vote in N 
Corporation; and the test contained in sub-
paragraph (1)(ii)(b) of this paragraph is met 
since at such time H owned or is considered 
to have owned (within the meaning of sec-
tion 958 (a) and (b) and the regulations there-
under) 55 percent of the total combined vot-
ing power of all classes of stock entitled to 
vote in N Corporation (having constructive 
ownership of his wife’s 25 percent, in addi-
tion to his own indirect ownership of 30 per-
cent, of the total combined voting power). 
Accordingly, $12,000 is included in H’s gross 
estate by reason of section 2107(b) and this 
paragraph. This $12,000 is the amount which 
is equal to 40 percent (the percentage of the 
fair market value of N Corporation’s asset 
which were situated within the United 
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States at H’s death) of $30,000 (the fair mar-
ket value of the stock then owned by H with-
in the meaning of section 958(a) and the reg-
ulations thereunder, i.e., H’s 60-percent in-
terest in the $50,000 fair market value of 
stock held by M Company). 

Example (2). (a) Assume the same facts as 
those given in example (1) except that H 
made a transfer to W in contemplation of his 
death (within the meaning of section 2035) of 
his 60-percent interest in M Company, that 
on the date of the transfer M Company held 
stock in N Corporation constituting 80 per-
cent of the total combined voting power of 
all classes of stock entitled to vote in that 
corporation (rather than the 50 percent of 
total combined voting power held by M Com-
pany on the date of H’s death), and that the 
80 percent of total combined voting power 
owned by M Company on the date of the 
transfer is valued at $70,000 on that date and 
at $85,000 at the time of H’s death. It is as-
sumed for purposes of this example that the 
60-percent interest in M Company was held 
by W at the time of H’s death. 

(b) The test contained in subparagraph 
(1)(ii)(a) of this paragraph is met since, 
under subparagraph (1)(iii)(c) of this para-
graph, H is treated as owning (within the 
meaning of section 958(a) and the regulations 
thereunder), at the time of his death, the 48 
percent (60 percent of 80 percent) of the total 
combined voting power of all classes of stock 
entitled to vote in N Corporation represented 
by his transferred interest in M Company; 
and the test contained in subparagraph 
(1)(ii)(b) of this paragraph is met since, under 
that subparagraph and subparagraph 
(1)(iii)(c) of this paragraph, H is treated as 
owning (within the meaning of section 958 (a) 
or (b)), at the time of his death, 73 percent 
(48 percent plus 25 percent) of the total com-
bined voting power of all classes of stock en-
titled to vote in N Corporation. Accordingly, 
$20,400 is included in H’s gross estate by rea-
son of section 2107(b) and this paragraph. 
This $20,400 is the amount which is equal to 
40 percent (the percentage of the fair market 
value of N Corporation’s assets which were 
situated within the United States at H’s 
death) of $51,000 (the fair market value at the 
time of H’s death of the transferred interest 
which under subparagraph (1)(iii)(c) of this 
paragraph H is considered to own within the 
meaning of section 958(a) and the regulations 
thereunder at that time, i.e., the 60-percent 
interest in the $85,000 fair market value at 
that time of the 80-percent total combined 
voting power held by M Company on the date 
of transfer). 

(c) The fact that the stock in N Corpora-
tion owned by M Company is considered 
under subparagraph (1)(ii)(b) of this para-
graph to be owned by H for two independent 
reasons (i.e., under section 958(a) and the reg-
ulations thereunder, because H transferred 
his 60-percent interest in M Company to W in 

contemplation of death, and under section 
958(b) and the regulations thereunder, be-
cause H is considered to own the stock in N 
Corporation indirectly owned by his wife, W, 
by reason of her ownership of such trans-
ferred interest) does not cause the shares of 
stock represented by the transferred interest 
in M Company to be counted twice in deter-
mining whether the test contained in that 
subparagraph is met. See subparagraph 
(1)(iii)(d) of this paragraph. 

Example (3). (a) At the time of his death, H, 
a nonresident expatriate decedent the trans-
fer of whose estate is subject to the tax im-
posed by section 2107(a), owned a 40-percent 
beneficial interest in a domestic trust; at 
that time he also directly owned stock in P 
Corporation, a foreign corporation, consti-
tuting 15 percent of the total combined vot-
ing power of all classes of stock entitled to 
vote in that corporation. The trust owned 
stock in P Corporation constituting 51 per-
cent of the total combined voting power of 
all classes of stock entitled to vote in that 
corporation. The stock in P Corporation 
owned directly by H was valued at $20,000 on 
the alternate valuation date determined pur-
suant to an election under section 2032. The 
fair market value of the assets of P Corpora-
tion which, at the time of H’s death, were 
situated in the United States constituted 20 
percent of the fair market value of all assets 
of that corporation. 

(b) By reason of section 958(b)(2) and the 
regulations thereunder, the trust is consid-
ered to own all the stock entitled to vote in 
P Corporation since it owns more than 50 
percent of the total combined voting power 
of all classes of stock entitled to vote in that 
corporation. The test contained in subpara-
graph (1)(ii)(a) of this paragraph is met since 
at the time of his death H owned (within the 
meaning of section 958(a) and the regulations 
thereunder) 15 percent of the total combined 
voting power of all classes of stock entitled 
to vote in P Corporation; the stock in P Cor-
poration owned by the trust is not consid-
ered to have been owned by H under section 
958(a)(2) since the trust is not a foreign trust. 
In addition, the test contained in subpara-
graph (1)(ii)(b) of this paragraph is met since 
at the time of his death H owned or is con-
sidered to have owned (within the meaning 
of section 958 (a) and (b) and the regulations 
thereunder) 55 percent of the total combined 
voting power of all classes of stock entitled 
to vote in that corporation (his 15 percent di-
rectly owned plus his 40 percent (40 percent 
of 100 percent) considered to be owned). Ac-
cordingly, $4,000 is included in H’s gross es-
tate by reason of section 2107(b) and this 
paragraph. This $4,000 is the amount which is 
equal to 20 percent (the percentage of the 
fair market value of P Corporation’s assets 
which were situated within the United 
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States at H’s death) of $20,000 (the fair mar-
ket value of the stock then owned by H with-
in the meaning of section 958(a) and the reg-
ulations thereunder). In addition, the value 
of H’s interest in the domestic trust is in-
cluded in his gross estate under section 2103 
to the extent it constitutes property having 
a situs in the United States. 

(c) Credits. Credits against the tax 
imposed by section 2107(a) are allowed 
for any amounts determined in accord-
ance with section 2102 and § 20.2102–1 
(relating to credits against the estate 
tax for State death taxes, gift tax, and 
tax on prior transfers). In computing 
the special limitation on the credit for 
State death taxes contained in section 
2102(b) and paragraph (b) of § 20.2102–1, 
amounts included in the gross estate 
under section 2107(b) and paragraph 
(b)(1) of this section are to be taken 
into account. 

(d) Decedents to whom the tax imposed 
by section 2107(a) applies—(1) General 
rule. The tax imposed by section 2107(a) 
applies to the transfer of the taxable 
estate of every decedent nonresident 
not a citizen of the United States dying 
on or after November 14, 1966, who lost 
his U.S. citizenship after March 8, 1965, 
and within the 10-year period ending 
with the date of his death, except in 
the case of the estate of a decedent 
whose loss of U.S. citizenship either— 

(i) Resulted from the application of 
section 301(b), 350, or 355 of the Immi-
gration and Nationality Act, as amend-
ed (8 U.S.C. 1401(b), 1482, or 1487); or 

(ii) Did not have for one of its prin-
cipal purposes (but not necessarily its 
only principal purpose) the avoidance 
of Federal income, estate, or gift tax. 

Section 301(b) of the Immigration and 
Nationality Act provides generally 
that a U.S. citizen, who is born outside 
the United States of parents one of 
whom is an alien and the other is a 
U.S. citizen who was physically present 
in the United States for a specified pe-
riod, shall lose his U.S. citizenship if, 
within a specified period preceding the 
age of 28 years, he fails to be continu-
ously physically present in the United 
States for at least 5 years. Section 350 
of that Act provides that under certain 
circumstances a person, who at birth 
acquired the nationality of the United 
States and of a foreign country and 
who has voluntarily sought or claimed 

benefits of the nationality of any for-
eign country, shall lose his U.S. na-
tionality if, after attaining the age of 
22 years, he has a continuous residence 
for 3 years in the foreign country of 
which he is a national by birth. Section 
355 of that Act provides that a person 
having U.S. nationality, who is under 
21 years of age and whose residence is 
in a foreign country with or under the 
legal custody of a parent who loses his 
U.S. nationality under specified cir-
cumstances, shall lose his U.S. nation-
ality if he has or acquires the nation-
ality of that foreign country and at-
tains the age of 25 years without hav-
ing established his residence in the 
United States. Section 2107 and this 
section do not apply to the transfer of 
any estate the estate tax treatment of 
which is subject to a Presidential proc-
lamation made pursuant to section 
2108(a) (relating to the application of 
pre-1967 estate tax provisions in the 
case of a foreign country which im-
poses a more burdensome tax than the 
United States). 

(2) Burden of proof—(i) General rule. In 
determining for purposes of subpara-
graph (1)(ii) of this paragraph whether 
a principal purpose for the loss of U.S. 
citizenship by a decedent was the 
avoidance of Federal income, estate, or 
gift tax, the Commissioner must first 
establish that it is reasonable to be-
lieve that the decedent’s loss of U.S. 
citizenship would, but for section 2107 
and this section, result in a substantial 
reduction in the sum of (a) the Federal 
estate tax and (b) all estate, inherit-
ance, legacy, and succession taxes im-
posed by foreign countries and political 
subdivisions thereof, in respect of the 
transfer of the decedent’s estate. Once 
the Commissioner has so established, 
the burden of proving that the loss of 
citizenship by the decedent did not 
have for one of its principal purposes 
the avoidance of Federal income, es-
tate, or gift tax shall be on the execu-
tor of the decedent’s estate. 

(ii) Tentative determination of substan-
tial reduction in Federal and foreign 
death taxes. In the absence of complete 
factual information, the Commissioner 
may make a tentative determination, 
based on the information available, 
that the decedent’s loss of U.S. citizen-
ship would, but for section 2107 and this 
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section, result in a substantial reduc-
tion in the sum of the Federal and for-
eign death taxes described in subdivi-
sion (i) (a) and (b) of this subparagraph. 
This tentative determination may be 
based upon the fact that the laws of 
the foreign country of which the dece-
dent became a citizen and the laws of 
the foreign country of which the dece-
dent was a resident at the time of his 
death, including the laws of any polit-
ical subdivisions of those foreign coun-
tries, would ordinarily result, in the 
case of an estate of a nonexpatriate de-
cedent having the same citizenship and 
residence as the decedent, in liability 
for total death taxes under such laws 
substantially lower than the amount of 
the Federal estate tax which would be 
imposed on the transfer of a com-
parable estate of a citizen of the United 
States. In the absence of a preponder-
ance of evidence to the contrary, this 
tentative determination shall be suffi-
cient to establish that it is reasonable 
to believe that the decedent’s loss of 
U.S. citizenship would, but for section 
2107 and this section, result in a sub-
stantial reduction in the sum of the 
Federal and foreign death taxes de-
scribed in subdivision (i) (a) and (b) of 
this subparagraph. 

[T.D. 7296, 38 FR 34197, Dec. 12, 1973] 

MISCELLANEOUS 

§ 20.2201–1 Members of the Armed 
Forces dying during an induction 
period. 

(a) The additional estate tax as de-
fined in section 2011(d) does not apply 
to the transfer of the taxable estate of 
a citizen or resident of the United 
States dying during an induction pe-
riod as defined in section 112(c)(5) (see 
paragraph (b) of this section) and while 
in active service as a member of the 
Armed Forces of the United States, if 
the decedent— 

(1) Was killed in action while serving 
in a combat zone, as determined under 
section 112(c) (2) and (3) (see paragraph 
(c) of this section), or 

(2) Died as a result of wounds, dis-
ease, or injury suffered while serving in 
such a combat zone and while in line of 
duty, by reason of a hazard to which he 
was subject as an incident of such serv-
ice. 

(b) Section 112(c)(5) defines the term 
‘‘induction period’’ as meaning any pe-
riod during which individuals are liable 
for induction, for reasons other than 
prior deferment, for training and serv-
ice in the Armed Forces of the United 
States. 

(c) Section 112(c) (2) and (3) provides 
that service is performed in a combat 
zone only— 

(1) If it is performed in an area which 
the President of the United States has 
designated by Executive order for pur-
poses of section 112(c) as an area in 
which the Armed Forces of the United 
States are, or have, engaged in combat, 
and 

(2) If it is performed on or after the 
date designated by the President by 
Executive order as the date of the com-
mencing of combatant activities in 
such zone and on or before the date 
designated by the President by Execu-
tive order as the date of termination of 
combatant activities in such zone. 

(d) If the official record of the branch 
of the Armed Forces of which the dece-
dent was a member at the time of his 
death states that the decedent was 
killed in action while serving in a com-
bat zone, or that death resulted from 
wounds or injuries received or disease 
contracted while in line of duty in a 
combat zone, this fact shall, in the ab-
sence of evidence establishing to the 
contrary, be presumed to be estab-
lished for the purposes of the exemp-
tion. Moreover, wounds, injuries or dis-
ease suffered while in line of duty will 
be considered to have been caused by a 
hazard to which the decedent was sub-
jected as an incident of service as a 
member of the Armed Forces, unless 
the hazard which caused the wounds, 
injuries, or disease was clearly unre-
lated to such service. 

(e) A person was in active service as 
a member of the Armed Forces of the 
United States if he was at the time of 
his death actually serving in such 
forces. A member of the Armed Forces 
in active service in a combat zone who 
thereafter becomes a prisoner of war or 
missing in action, and occupies such 
status at death or when the wounds, 
disease, or injury resulting in death 
were incurred, is considered for pur-
poses of this section as serving in a 
combat zone. 
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(f) The exemption from tax granted 
by section 2201 does not apply to the 
basic estate tax as defined in section 
2011(d). 

§ 20.2202–1 Missionaries in foreign 
service. 

Section 2202 provides that a duly 
commissioned missionary, dying while 
in foreign missionary service under a 
board of foreign missions of a religious 
denomination in the United States, is 
presumed to have retained a United 
States residence (see paragraph (b)(1) 
of § 20.0–1) held at the time of his com-
mission and departure for foreign serv-
ice, in the absence of relevant facts 
other than his intention to remain per-
manently in such foreign service. 

§ 20.2203–1 Definition of executor. 
The term executor means the execu-

tor or administrator of the decedent’s 
estate. However, if there is no executor 
or administrator appointed, qualified 
and acting within the United States, 
the term means any person in actual or 
constructive possession of any property 
of the decedent. The term ‘‘person in 
actual or constructive possession of 
any property of the decedent’’ includes, 
among others, the decedent’s agents 
and representatives; safe-deposit com-
panies, warehouse companies, and 
other custodians of property in this 
country; brokers holding, as collateral, 
securities belonging to the decedent; 
and debtors of the decedent in this 
country. 

§ 20.2204–1 Discharge of executor from 
personal liability. 

(a) General rule. The executor of a de-
cedent’s estate may make written ap-
plication to the applicable internal 
revenue officer with whom the estate 
tax return is required to be filed, as 
provided in § 20.6091–1, for a determina-
tion of the Federal estate tax and for a 
discharge of personal liability there-
from. Within 9 months after receipt of 
the application, or if the application is 
made before the return is filed then 
within 9 months after the return is 
filed, the executor will be notified of 
the amount of the tax and, upon pay-
ment thereof, he will be discharged 
from personal liability for any defi-
ciency in the tax thereafter found to be 

due. If no such notification is received, 
the executor is discharged at the end of 
such 9 month period from personal li-
ability for any deficiency thereafter 
found to be due. The discharge of the 
executor from personal liability under 
this section applies only to him in his 
personal capacity and to his personal 
assets. The discharge is not applicable 
to his liability as executor to the ex-
tent of the assets of the estate in his 
possession or control. Further, the dis-
charge is not to operate as a release of 
any part of the gross estate from the 
lien for estate tax for any deficiency 
that may thereafter be determined to 
be due. 

(b) Special rule in the case of extension 
of time for payment of tax. In addition to 
the provisions of paragraph (a) of this 
section, an executor of the estate of a 
decedent dying after December 31, 1970, 
may make written application to be 
discharged from personal liability for 
the amount of Federal estate tax for 
which the time for payment has been 
extended under section 6161, 6163, or 
6166. In such a case, the executor will 
be notified of the amount of bond, if 
any, to be furnished within 9 months 
after receipt of the application, or, if 
the application is made before the re-
turn is filed, within 9 months after the 
return is filed. The amount of any bond 
required under the provisions of this 
paragraph shall not exceed the amount 
of tax the payment of which has been 
extended. Upon furnishing the bond in 
the form required under § 301.7101–1 of 
this chapter (Regulations on Procedure 
and Administration), or upon receipt of 
the notification that no bond is re-
quired, the executor will be discharged 
from personal liability for the tax the 
payment of which has been extended. If 
no notification is received, the execu-
tor is discharged at the end of such 9 
month period from personal liability 
for the tax the payment of which has 
been extended. 

[T.D. 7238, 37 FR 28720, Dec. 29, 1972, as 
amended by T.D. 7941, 49 FR 4468, Feb. 7, 1984] 

§ 20.2204–2 Discharge of fiduciary 
other than executor from personal 
liability. 

(a) A fiduciary (not including a fidu-
ciary of the estate of a nonresident de-
cedent, other than the executor, who as 
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a fiduciary holds, or has held at any 
time since the decedent’s death, prop-
erty transferred to the fiduciary from a 
decedent dying after December 31, 1970, 
or his estate, may make written appli-
cation to the applicable internal rev-
enue officer with whom the estate tax 
return is required to be filed, as pro-
vided in § 20.6091–1, for a determination 
of the Federal estate tax liability with 
respect to such property and for a dis-
charge of personal liability therefrom. 
The application must be accompanied 
by a copy of the instrument, if any, 
under which the fiduciary is acting, a 
description of all the property trans-
ferred to the fiduciary from the dece-
dent or his estate, and any other infor-
mation that would be relevant to a de-
termination of the fiduciary’s tax li-
ability. 

(b) Upon the discharge of the execu-
tor from personal liability under 
§ 20.2204–1, or, if later, within 6 months 
after the receipt of the application 
filed by a fiduciary pursuant to the 
provisions of paragraph (a) of this sec-
tion, such fiduciary will be notified ei-
ther (1) of the amount of tax for which 
it has been determined the fiduciary is 
liable, or (2) that it has been deter-
mined that the fiduciary is not liable 
for any such tax. The fiduciary will 
also be notified of the amount of bond, 
if any, to be furnished for any Federal 
estate tax for which the time for pay-
ment has been extended under section 
6161, 6163, or 6166. The amount of any 
bond required under the provisions of 
this paragraph shall not exceed the 
amount of tax the payment of which 
has been so extended. Upon payment of 
the amount for which it has been deter-
mined the fiduciary is liable, and upon 
furnishing any bond required under 
this paragraph in the form specified 
under § 301.7101–1 of this chapter (Regu-
lations on Procedure and Administra-
tion), or upon receipt by the fiduciary 
of notification of a determination that 
he is not liable for such tax or that a 
bond is not required, the fiduciary will 
be discharged from personal liability 
for any deficiency in the tax thereafter 
found to be due. If no such notification 
is received, the fiduciary is discharged 
at the end of such 6 months (or upon 
discharge of the executor, if later) from 
personal liability for any deficiency 

thereafter found to be due. The dis-
charge of the fiduciary from personal 
liability under this section applies only 
to him in his personal capacity and to 
his personal assets. The discharge is 
not applicable to his liability as a fidu-
ciary (such as a trustee) to the extent 
of the assets of the estate in his posses-
sion or control. Further, the discharge 
is not to operate as a release of any 
part of the gross estate from the lien 
for estate tax for any deficiency that 
may thereafter be determined to be 
due. 

[T.D. 7238, 37 FR 28720, Dec. 29, 1972] 

§ 20.2204–3 Special rules for estates of 
decedents dying after December 31, 
1976; special lien under section 
6324A. 

For purposes of §§ 20.2204–1(b) and 
20.2204–2(b), in the case of a decedent 
dying after December 31, 1976, if the ex-
ecutor elects a special lien in favor of 
the United States under section 6324A, 
relating to special lien for estate taxes 
deferred under sections 6166 or 6166A 
(as in effect prior to its repeal by the 
Economic Recovery Tax Act of 1981), 
such lien shall be treated as the fur-
nishing of a bond with respect to the 
amount for which the time for pay-
ment has been extended under section 
6166. If an election has been made 
under section 6324A, the executor may 
not thereafter substitute a bond pursu-
ant to section 2204 in lieu of that lien. 
If a bond has been supplied under sec-
tion 2204, however,the executor may, 
by filing a proper notice of election and 
agreement, substitute a lien under sec-
tion 6324A for any part or all of such 
bond. See §§ 20.6324A–1 and 301.6324A–1 
for rules relating to a special lien 
under section 6324A. 

[T.D. 7941, 49 FR 4468, Feb. 7, 1984] 

§ 20.2205–1 Reimbursement out of es-
tate. 

If any portion of the tax is paid by or 
collected out of that part of the estate 
passing to, or in the possession of, any 
person other than the duly qualified 
executor or administrator, that person 
may be entitled to reimbursement, ei-
ther out of the undistributed estate or 
by contribution from other bene-
ficiaries whose shares or interests in 
the estate would have been reduced had 
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the tax been paid before distribution of 
the estate, or whose shares or interests 
are subject either to an equal or prior 
liability for the payment of taxes, 
debts, or other charges against the es-
tate. For specific provisions giving the 
executor the right to reimbursement 
from life insurance beneficiaries and 
from recipients of property over which 
the decedent had a power of appoint-
ment, see sections 2206 and 2207. These 
provisions, however, are not designed 
to curtail the right of the district di-
rector to collect the tax from any per-
son, or out of any property, liable for 
its payment. The district director can-
not be required to apportion the tax 
among the persons liable nor to enforce 
any right of reimbursement or con-
tribution. 

§ 20.2206–1 Liability of life insurance 
beneficiaries. 

With respect to the right of the dis-
trict director to collect the tax with-
out regard to the provisions of section 
2206, see § 20.2205–1. 

§ 20.2207–1 Liability of recipient of 
property over which decedent had 
power of appointment. 

With respect to the right of the dis-
trict director to collect the tax with-
out regard to the provisions of section 
2207, see § 20.2205–1. 

§ 20.2207A–1 Right of recovery of es-
tate taxes in the case of certain 
marital deduction property. 

(a) In general—(1) Right of recovery 
from person receiving the property. If the 
gross estate includes the value of prop-
erty that is includible by reason of sec-
tion 2044 (relating to certain property 
in which the decedent had a qualifying 
income interest for life under sections 
2056(b)(7) or 2523(f)), the estate of the 
surviving spouse is entitled to recover 
from the person receiving the property 
(as defined in paragraph (d) of this sec-
tion) the amount of Federal estate tax 
attributable to that property. The 
right of recovery arises when the Fed-
eral estate tax with respect to the 
property includible in the gross estate 
by reason of section 2044 is paid by the 
estate. There is no right of recovery 
from any person for the property re-
ceived by that person for which a de-

duction was allowed from the gross es-
tate if no tax is attributable to that 
property. 

(2) Failure to exercise right of recovery. 
Failure of an estate to exercise a right 
of recovery under this section upon a 
transfer subject to section 2044 is treat-
ed as a transfer for Federal gift tax 
purposes of the unrecovered amounts 
from the persons who would benefit 
from the recovery to the persons from 
whom the recovery could have been ob-
tained. See § 25.2511–1 of this chapter. 
The transfer is considered made when 
the right of recovery is no longer en-
forceable under applicable law. A delay 
in the exercise of the right of recovery 
without payment of sufficient interest 
is a below-market loan. Section 1.7872– 
5T of the Temporary Income Tax regu-
lations describes factors that are used 
to determine, based on the facts and 
circumstances of a particular case, 
whether a loan otherwise subject to 
imputation under section 7872 (relating 
to the treatment of below-market 
loans) is exempted from its provisions. 

(3) Waiver of right of recovery. The pro-
visions of § 20.2207A–1(a)(2) do not apply 
to the extent that the surviving 
spouse’s will provides that a recovery 
shall not be made or to the extent that 
the beneficiaries cannot otherwise 
compel recovery. Thus, e.g., if the sur-
viving spouse gives the executor of the 
estate discretion to waive the right of 
recovery and the executor waives the 
right, no gift occurs under § 25.2511–1 of 
this chapter if the persons who would 
benefit from the recovery cannot com-
pel the executor to exercise the right of 
recovery. 

(b) Amount of estate tax attributable to 
property includible under section 2044. 
The amount of Federal estate tax at-
tributable to property includible in the 
gross estate under section 2044 is the 
amount by which the total Federal es-
tate tax (including penalties and inter-
est attributable to the tax) under chap-
ter 11 of the Internal Revenue Code 
that has been paid, exceeds the total 
Federal estate tax (including penalties 
and interest attributable to the tax) 
under chapter 11 of the Internal Rev-
enue Code that would have been paid if 
the value of the property includible in 
the gross estate by reason of section 
2044 had not been so included. 

VerDate Aug<04>2004 11:29 Apr 28, 2005 Jkt 205096 PO 00000 Frm 00477 Fmt 8010 Sfmt 8010 Y:\SGML\205096.XXX 205096



468 

26 CFR Ch. I (4–1–05 Edition) § 20.2207A–2 

(c) Amount of estate tax attributable to 
a particular property. An estate’s right 
of recovery with respect to a particular 
property is an amount equal to the 
amount determined in paragraph (b) of 
this section multiplied by a fraction. 
The numerator of the fraction is the 
value for Federal estate tax purposes of 
the particular property included in the 
gross estate by reason of section 2044, 
less any deduction allowed with respect 
to the property. The denominator of 
the fraction is the total value of all 
properties included in the gross estate 
by reason of section 2044, less any de-
ductions allowed with respect to those 
properties. 

(d) Person receiving the property. If the 
property is in a trust at the time of the 
decedent’s death, the person receiving 
the property is the trustee and any per-
son who has received a distribution of 
the property prior to the expiration of 
the right of recovery if the property 
does not remain in trust. This para-
graph (d) does not affect the right, if 
any, under local law, of any person 
with an interest in property to reim-
bursement or contribution from an-
other person with an interest in the 
property. 

(e) Example. The following example 
illustrates the application of para-
graphs (a) through (d) of this section. 

Example. D died in 1994. D’s will created a 
trust funded with certain income producing 
assets included in D’s gross estate at 
$1,000,000. The trust provides that all the in-
come is payable to D’s wife, S, for life, re-
mainder to be divided equally among their 
four children. In computing D’s taxable es-
tate, D’s executor deducted, pursuant to sec-
tion 2056(b)(7), $1,000,000. Assume that S re-
ceived no other property from D and that S 
died in 1996. Assume further that S made no 
section 2519 disposition of the property, that 
the property was included in S’s gross estate 
at a value of $1,080,000, and that S’s will con-
tained no provision regarding section 
2207A(a). The tax attributable to the prop-
erty is equal to the amount by which the 
total Federal estate tax (including penalties 
and interest) paid by S’s estate exceeds the 
Federal estate tax (including penalties and 
interest) that would have been paid if S’s 
gross estate had been reduced by $1,080,000. 
That amount of tax may be recovered by S’s 
estate from the trust. If, at the time S’s es-
tate seeks reimbursement, the trust has been 
distributed to the four children, S’s estate is 

also entitled to recover the tax from the 
children. 

[T.D. 8522, 59 FR 9654, Mar. 1, 1994, as amend-
ed by T.D. 9077, 68 FR 42594, July 18, 2003] 

§ 20.2207A–2 Effective date. 

The provisions of § 20.2207A–1 are ef-
fective with respect to estates of dece-
dents dying after March 1, 1994. With 
respect to estates of decedent dying on 
or before such date, the executor of the 
decedent’s estate may rely on any rea-
sonable interpretation of the statutory 
provisions. For these purposes, the pro-
visions of § 20.2207A–1 (as well as 
project LR–211–76, 1984–1 C.B., page 598, 
see § 601.601(d)(2)(ii)(b) of this chapter), 
are considered a reasonable interpreta-
tion of the statutory provisions. 

[T.D. 8522, 59 FR 9655, Mar. 1, 1994] 

§ 20.2208–1 Certain residents of posses-
sions considered citizens of the 
United States. 

As used in this part, the term ‘‘cit-
izen of the United States’’ is considered 
to include a decedent dying after Sep-
tember 2, 1958, who, at the time of his 
death, was domiciled in a possession of 
the United States and was a United 
States citizen, and who did not acquire 
his United States citizenship solely by 
reason of his being a citizen of such 
possession or by reason of his birth or 
residence within such possession. The 
estate of such a decedent is, therefore, 
subject to the tax imposed by section 
2001. See paragraph (a)(2) of § 20.0–1 and 
§ 20.2209–1 for further information relat-
ing to the application of the Federal 
estate tax to the estates of decedents 
who were residents of possessions of 
the United States. The application of 
this section may be illustrated by the 
following example and the examples 
set forth in § 20.2209–1: 

Example. A, a citizen of the United States 
by reason of his birth in the United States at 
San Francisco, established residence in 
Puerto Rico and acquired a Puerto Rican 
citizenship. A died on September 4, 1958, 
while a citizen and domiciliary of Puerto 
Rico. A’s estate is, by reason of the provi-
sions of section 2208, subject to the tax im-
posed by section 2001 inasmuch as his United 
States citizenship is based on birth in the 
United States and is not based solely on 
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being a citizen of a possession or solely on 
birth or residence in a possession. 

[T.D. 6526, 26 FR 417, Jan. 19, 1961] 

§ 20.2209–1 Certain residents of posses-
sions considered nonresidents not 
citizens of the United States. 

As used in this part, the term ‘‘non-
resident not a citizen of the United 
States’’ is considered to include a dece-
dent dying after September 14, 1960, 
who, at the time of his death, was dom-
iciled in a possession of the United 
States and was a United States citizen, 
and who acquired his United States 
citizenship solely by reason of his 
being a citizen of such possession or by 
reason of his birth or residence within 
such possession. The estate of such a 
decedent is, therefore, subject to the 
tax imposed by section 2101 which is 
the tax applicable in the case of a 
‘‘nonresident not a citizen of the 
United States.’’ See paragraph (a)(2) of 
§ 20.0–1 and § 20.2208–1 for further infor-
mation relating to the application of 
the Federal estate tax to the estates of 
decedents who were residents of posses-
sions of the United States. The applica-
tion of this section may be illustrated 
by the following examples and the ex-
ample set forth in § 20.2208–1. In each of 
the following examples the decedent is 
deemed a ‘‘nonresident not a citizen of 
the United States’’ and his estate is 
subject to the tax imposed by section 
2101 since the decedent died after Sep-
tember 14, 1960, but would not have 
been so deemed and subject to such tax 
if the decedent had died on or before 
September 14, 1960. 

Example (1). C, who acquired his United 
States citizenship under section 5 of the Act 
of March 2, 1917 (39 Stat. 953), by reason of 
being a citizen of Puerto Rico, died in Puerto 
Rico on October 1, 1960, while domiciled 
therein. C is considered to have acquired his 
United States citizenship solely by reason of 
his being a citizen of Puerto Rico. 

Example (2). E, whose parents were United 
States citizens by reason of their birth in 
Boston, was born in the Virgin Islands on 
March 1, 1927. On September 30, 1960, he died 
in the Virgin Islands while domiciled there-
in. E is considered to have acquired his 
United States citizenship solely by reason of 
his birth in the Virgin Islands (section 306 of 
the Immigration and Nationality Act (66 
Stat. 237, 8 U.S.C. 1406)). 

Example (3). N, who acquired United States 
citizenship by reason of being a native of the 

Virgin Islands and a resident thereof on June 
28, 1932 (section 306 of the Immigration and 
Nationality Act (66 Stat. 237, 8 U.S.C. 1406)), 
died on October 1, 1960, while domiciled in 
the Virgin Islands. N is considered to have 
acquired his United States citizenship solely 
by reason of his birth or residence in the Vir-
gin Islands. 

Example (4). P, a former Danish citizen, 
who on January 17, 1917, resided in the Vir-
gin Islands, made the declaration to preserve 
his Danish citizenship required by Article 6 
of the treaty entered into on August 4, 1916, 
between the United States and Denmark. 
Subsequently P acquired United States citi-
zenship when he renounced such declaration 
before a court of record (section 306 of the 
Immigration and Nationality Act (66 Stat. 
237, 8 U.S.C. 1406)). P died on October 1, 1960, 
while domiciled in the Virgin Islands. P is 
considered to have acquired his United 
States citizenship solely by reason of his 
birth or residence in the Virgin Islands. 

Example (5). R, a former French citizen, ac-
quired his United States citizenship through 
naturalization proceedings in a court located 
in the Virgin Islands after having qualified 
for citizenship by residing in the Virgin Is-
lands for 5 years. R died on October 1, 1960, 
while domiciled in the Virgin Islands. R is 
considered to have acquired his United 
States citizenship solely by reason of his 
birth or residence within the Virgin Islands. 

[T.D. 6526, 26 FR 418, Jan. 19, 1961] 

PROCEDURE AND ADMINISTRATION 

§ 20.6001–1 Persons required to keep 
records and render statements. 

(a) It is the duty of the executor to 
keep such complete and detailed 
records of the affairs of the estate for 
which he acts as will enable the dis-
trict director to determine accurately 
the amount of the estate tax liability. 
All documents and vouchers used in 
preparing the estate tax return 
(§ 20.6018–1) shall be retained by the ex-
ecutor so as to be available for inspec-
tion whenever required. 

(b) In addition to filing an estate tax 
return (see § 20.6018–1) and, if applica-
ble, a preliminary notice (see § 20.6036– 
1), the executor shall furnish such sup-
plemental data as may be necessary to 
establish the correct estate tax. It is 
therefore the duty of the executor (1) 
to furnish, upon request, copies of any 
documents in his possession (or on file 
in any court having jurisdiction over 
the estate) relating to the estate, ap-
praisal lists of any items included in 
the gross estate, copies of balance 
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sheets or other financial statements 
obtainable by him relating to the value 
of stock, and any other information ob-
tainable by him that may be found nec-
essary in the determination of the tax, 
and (2) to render any written state-
ment, containing a declaration that it 
is made under penalties of perjury, of 
facts within his knowledge which the 
district director may require for the 
purpose of determining whether a tax 
liability exists and, if so, the extent 
thereof. Failure to comply with such a 
request will render the executor liable 
to penalties (see section 7269), and pro-
ceedings may be instituted in the prop-
er court of the United States to secure 
compliance therewith (see section 
7604). 

(c) Persons having possession or con-
trol of any records or documents con-
taining or supposed to contain any in-
formation concerning the estate, or 
having knowledge of or information 
about any fact or facts which have a 
material bearing upon the liability, or 
the extent of liability, of the estate for 
the estate tax, shall, upon request of 
the district director, make disclosure 
thereof. Failure on the part of any per-
son to comply with such request will 
render him liable to penalties (section 
7269), and compliance with the request 
may be enforced in the proper court of 
the United States (section 7604). 

(d) Upon notification from the Inter-
nal Revenue Service, a corporation (or-
ganized or created in the United 
States) or its transfer agent is required 
to furnish the following information 
pertaining to stocks or bonds reg-
istered in the name of a nonresident 
decedent (regardless of citizenship): (1) 
The name of the decedent as registered; 
(2) the date of the decedent’s death; (3) 
the decedent’s residence and his place 
of death; (4) the names and addresses of 
executors, attorneys, or other rep-
resentatives of the estate, within and 
without the United States; and (5) a de-
scription of the securities, the number 
of shares or bonds and the par values 
thereof. 

[T.D. 6296, 23 FR 4529, June 24, 1958, as 
amended by T.D. 7238, 37 FR 28720, Dec. 29, 
1972] 

§ 20.6011–1 General requirement of re-
turn, statement, or list. 

(a) General rule. Every person made 
liable for any tax imposed by subtitle B 
of the Code shall make such returns or 
statements as are required by the regu-
lations in this part. The return or 
statement shall include therein the in-
formation required by the applicable 
regulations or forms. 

(b) Use of prescribed forms. Copies of 
the forms prescribed by §§ 20.6018–1 and 
20.6036–1 may be obtained from district 
directors. The fact that an executor 
has not been furnished with copies of 
these forms will not excuse him from 
making a return or, if applicable, from 
filing a preliminary notice. Application 
for a form shall be made to the district 
director in ample time for the executor 
to have the form prepared, verified, and 
filed with the appropriate internal rev-
enue office on or before the date pre-
scribed for the filing thereof (see 
§§ 20.6071–1 and 20.6075–1). The executor 
shall carefully prepare the return and, 
if applicable, the preliminary notice so 
as to set forth fully and clearly the 
data called for therein. A return or, if 
applicable, a preliminary notice which 
has not been so prepared will not be ac-
cepted as meeting the requirements of 
§§ 20.6018–1 through 20.6018–4, and 
§ 20.6036–1. 

[T.D. 6296, 23 FR 4529, June 24, 1958, as 
amended by T.D. 7238, 37 FR 28720, Dec. 29, 
1972] 

§ 20.6011–4 Requirement of statement 
disclosing participation in certain 
transactions by taxpayers. 

(a) In general. If a transaction is iden-
tified as a listed transaction as defined 
in § 1.6011–4 of this chapter by the Com-
missioner in published guidance (see 
§ 601.601(d)(2) of this chapter), and the 
listed transaction involves an estate 
tax under chapter 11 of subtitle B of 
the Internal Revenue Code, the trans-
action must be disclosed in the manner 
stated in such published guidance. 

(b) Effective date. This section applies 
to transactions entered into on or after 
January 1, 2003. 

[T.D. 9046, 68 FR 10169, Mar. 4, 2003] 
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§ 20.6018–1 Returns. 

(a) Estates of citizens or residents. A re-
turn must be filed on Form 706 for the 
estate of every citizen or resident of 
the United States whose gross estate 
exceeded $60,000 in value on the date of 
his death. The value of the gross estate 
at the date of death governs with re-
spect to the filing of the return regard-
less of whether the value of the gross 
estate is, at the executor’s election, fi-
nally determined as of a date subse-
quent to the date of death pursuant to 
the provisions of section 2032. Dupli-
cate copies of the return are not re-
quired to be filed. For the contents of 
the return, see § 20.6018–3. 

(b) Estates of nonresidents not citi-
zens—(1) In general. Except as provided 
in subparagraph (2) of this paragraph, a 
return must be filed on Form 706 or 
Form 706NA for the estate of every 
nonresident not a citizen of the United 
States if the value of that part of the 
gross estate situated in the United 
States on the date of his death exceed-
ed $30,000 in the case of a decedent 
dying on or after November 14, 1966, or 
$2,000 in the case of a decedent dying 
before November 14, 1966. Under certain 
conditions the return may be made 
only on Form 706. See the instructions 
on Form 706NA for circumstances 
under which that form may not be 
used. Duplicate copies of the return are 
not required to be filed. For the con-
tents of the return, see § 20.6018–3. For 
the determination of the gross estate 
situated in the United States, see 
§§ 20.2103–1 and 20.2104–1. 

(2) Certain estates of decedents dying on 
or after November 14, 1966. In the case of 
an estate of a nonresident not a citizen 
of the United States dying on or after 
November 14, 1966— 

(i) Transfers subject to the tax imposed 
by section 2107(a). If the transfer of the 
estate is subject to the tax imposed by 
section 2107(a) (relating to expatriation 
to avoid tax), any amounts includible 
in the decedent’s gross estate under 
section 2107(b) are to be added to the 
value on the date of his death of that 
part of his gross estate situated in the 
United States, for purposes of deter-
mining under subparagraph (1) of this 
paragraph whether his gross estate ex-
ceeded $30,000 on the date of his death. 

(ii) Transfers subject to a Presidential 
proclamation. If the transfer of the es-
tate is subject to tax pursuant to a 
Presidential proclamation made under 
section 2108(a) (relating to Presidential 
proclamations of the application of 
pre-1967 estate tax provisions), the re-
turn must be filed on Form 706 or Form 
706NA if the value on the date of the 
decedent’s death of that part of his 
gross estate situated in the United 
States exceeded $2,000. 

(c) Place for filing. See § 20.6091–1 for 
the place where the return shall be 
filed. 

(d) Time for filing. See § 20.6075–1 for 
the time for filing the return. 

[T.D. 6296, 23 FR 4529, June 24, 1958; 25 FR 
14021, Dec. 31, 1960, as amended by T.D. 7296, 
38 FR 34200, Dec. 12, 1973] 

§ 20.6018–2 Returns; person required 
to file return. 

It is required that the duly qualified 
executor or administrator shall file the 
return. If there is more than one execu-
tor or administrator, the return must 
be made jointly by all. If there is no ex-
ecutor or administrator appointed, 
qualified and acting within the United 
States, every person in actual or con-
structive possession of any property of 
the decedent situated in the United 
States is constituted an executor for 
purposes of the tax (see § 20.2203–1), and 
is required to make and file a return. If 
in any case the executor is unable to 
make a complete return as to any part 
of the gross estate, he is required to 
give all the information he has as to 
such property, including a full descrip-
tion, and the name of every person 
holding a legal or beneficial interest in 
the property. If the executor is unable 
to make a return as to any property, 
every person holding a legal or bene-
ficial interest therein shall, upon no-
tice from the district director, make a 
return as to that part of the gross es-
tate. For delinquency penalty for fail-
ure to file return, see section 6651 and 
§ 301.6651–1 of this chapter (Regulations 
on Procedure and Administration). For 
criminal penalties for failure to file a 
return and filing a false or fraudulent 
return, see sections 7203, 7206, 7207, and 
7269. 
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§ 20.6018–3 Returns; contents of re-
turns. 

(a) Citizens or residents. The return of 
an estate of a decedent who was a cit-
izen or resident of the United States at 
the time of his death must contain an 
itemized inventory by schedule of the 
property constituting the gross estate 
and lists of the deductions under the 
proper schedules. The return shall set 
forth (1) the value of the gross estate 
(see §§ 20.2031–1 through 20.2044–1), (2) 
the deduction claimed (see §§ 20.2052–1 
through 20.2056(e)–3), (3) the taxable es-
tate (see § 20.2051–1), and (4) the gross 
estate tax, reduced by any credits (see 
§§ 20.2011–1 through 20.2014–6) against 
the tax. In listing upon the return the 
property constituting the gross estate 
(other than household and personal ef-
fects for which see § 20.2031–6), the de-
scription of it shall be such that the 
property may be readily identified for 
the purpose of verifying the value 
placed on it by the executor. 

(b) Nonresidents not citizens. The re-
turn of an estate of a decedent who was 
not a citizen or resident of the United 
States at the time of his death must 
contain the following information: 

(1) An itemized list of that part of 
the gross estate situated in the United 
States (see §§ 20.2103–1 and 20.2104–1); 

(2) In the case of an estate the trans-
fer of which is subject to the tax im-
posed by section 2107(a) (relating to ex-
patriation to avoid tax), a list of any 
amounts with respect to stock in a for-
eign corporation which are includible 
in the gross estate under section 
2107(b), together with an explanation of 
how the amounts were determined; 

(3) An itemized list of any deductions 
claimed (see §§ 20.2106–1 and 20.2106–2); 

(4) The amount of the taxable estate 
(see § 20.2106–1); and 

(5) The gross estate tax, reduced by 
any credits against the tax (see 
§ 20.2102–1). 
For the disallowance of certain deduc-
tions if the return does not disclose 
that part of the gross estate not situ-
ated in the United States, see §§ 20.2106– 
1 and 20.2106–2. 

(c) Provisions applicable to returns de-
scribed in paragraphs (a) and (b) of this 
section. (1) A legal description shall be 
given of each parcel of real estate, and, 
if located in a city, the name of the 

street and number, its area, and, if im-
proved, a short statement of the char-
acter of the improvements. 

(2) A description of bonds shall in-
clude the number held, principal 
amount, name of obligor, date of matu-
rity, rate of interest, date or dates on 
which interest is payable, series num-
ber if there is more than one issue, and 
the principal exchange upon which list-
ed, or the principal business office of 
the obligor, if unlisted. A description of 
stocks shall include number of shares, 
whether common or preferred, and, if 
preferred, what issue, par value, 
quotation at which returned, exact 
name of corporation, and, if the stock 
is unlisted, the location of the prin-
cipal business office and State in which 
incorporated and the date of incorpora-
tion, or if the stock is listed, the prin-
cipal exchange upon which sold. A de-
scription of notes shall include name of 
maker, date on which given, date of 
maturity, amount of principal, amount 
of principal unpaid, rate of interest and 
whether simple or compound, date to 
which interest has been paid and 
amount of unpaid interest. A descrip-
tion of the seller’s interest in land con-
tracts shall include name of buyer, 
date of contract, description of prop-
erty, sale price, initial payment, 
amounts of installment payments, un-
paid balance of principal and accrued 
interest, interest rate and date prior to 
decedent’s death to which interest had 
been paid. 

(3) A description of bank accounts 
shall disclose the name and address of 
depository, amount on deposit, wheth-
er a checking, savings, or a time-de-
posit account, rate of interest, if any 
payable, amount of interest accrued 
and payable, and serial number. A de-
scription of life insurance shall give 
the name of the insurer, number of pol-
icy, name of the beneficiary, and the 
amount of the proceeds. 

(4) In describing an annuity, the 
name and address of the grantor of the 
annuity shall be given, or, if the annu-
ity is payable out of a trust or other 
funds, such a description as will fully 
identify it. If the annuity is payable for 
a term of years, the duration of the 
term and the date on which it began 
shall be given, and if payable for the 
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life of a person other than the dece-
dent, the date of birth of such person 
shall be stated. If the executor has not 
included in the gross estate the full 
value of an annuity or other payment 
described in section 2039, he shall nev-
ertheless fully describe the annuity 
and state its total purchase price and 
the amount of the contribution made 
by each person (including the dece-
dent’s employer) toward the purchase 
price. If the executor believes that any 
part of the annuity or other payment is 
excludable from the gross estate under 
the provisions of section 2039, or for 
any other reason, he shall state in the 
return the reason for his belief. 

(5) Judgments should be described by 
giving the title of the cause and the 
name of the court in which rendered, 
date of judgment, name and address of 
the judgment debtor, amount of judg-
ment, and rate of interest to which 
subject, and by stating whether any 
payments have been made thereon, 
and, if so, when and in what amounts. 

(6) If, pursuant to section 2032, the 
executor elects to have the estate val-
ued at a date or dates subsequent to 
the time of the decedent’s death, there 
must be set forth on the return: (i) An 
itemized description of all property in-
cluded in the gross estate on the date 
of the decedent’s death, together with 
the value of each item as of that date; 
(ii) an itemized disclosure of all dis-
tributions, sales, exchanges, and other 
dispositions of any property during the 
6 month (1 year, if the decedent died on 
or before December 31, 1970) period 
after the date of the decedent’s death, 
together with the dates thereof; and 
(iii) the value of each item of property 
in accordance with the provisions of 
section 2032 (see § 20.2032–1). Interest 
and rents accrued at the date of the de-
cedent’s death and dividends declared 
to stockholders of record on or before 
the date of the decedent’s death and 
not collected at that date are to be 
shown separately. (See also paragraph 
(e) of § 20.6018–4 with respect to docu-
ments required to be filed with the re-
turn.) 

(7) All transfers made by the dece-
dent within 3 years before the date of 
his death of a value of $1,000 or more 
and all transfers (other than outright 
transfers not in trust) made by the de-

cedent at any time during his life of a 
value of $5,000 or more, except bona 
fide sales for an adequate and full con-
sideration in money or money’s worth, 
must be disclosed in the return, wheth-
er or not the executor regards the 
transfers as subject to the tax. If the 
executor believes that such a transfer 
is not subject to the tax, a brief state-
ment of the pertinent facts shall be 
made. 

[T.D. 6296, 23 FR 4529, June 24, 1958, as 
amended by T.D. 7238, 37 FR 28721, Dec. 29, 
1972; T.D. 7296, 38 FR 34200, Dec. 12, 1973] 

§ 20.6018–4 Returns; documents to ac-
company the return. 

(a) A certified copy of the will, if the 
decedent died testate, must be sub-
mitted with the return, together with 
copies of such other documents as are 
required in Form 706 and in the appli-
cable sections of these regulations. 
There may also be filed copies of any 
documents which the executor may de-
sire to submit in explanation of the re-
turn. 

(b) In the case of an estate of a non-
resident citizen, the executor shall also 
file the following documents with the 
return: 

(1) A copy of any inventory of prop-
erty and schedule of liabilities, claims 
against the estate and expenses of ad-
ministration filed with the foreign 
court of probate jurisdiction, certified 
by a proper official of the court; and 

(2) A copy of any return filed under 
any applicable foreign inheritance, es-
tate, legacy, or succession tax act, cer-
tified by a proper official of the foreign 
tax department. 

(c) In the case of an estate of a non-
resident not a citizen of the United 
States, the executor must also file with 
the return, but only if deductions are 
claimed or the transfer of the estate is 
subject to the tax imposed by section 
2107(a) (relating to expatriation to 
avoid tax), a copy of the inventory of 
property filed under the foreign death 
duty act; or, if no such inventory was 
filed, a certified copy of the inventory 
filed with the foreign court of probate 
jurisdiction. 

(d) For every policy of life insurance 
listed on the return, the executor must 
procure a statement, on Form 712, by 
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the company issuing the policy and file 
it with the return. 

(e) If, pursuant to section 2032, the 
executor elects to have the estate val-
ued at a date or dates subsequent to 
the time of the decedent’s death, the 
executor shall file with the return evi-
dence in support of any statements 
made by him in the return as to dis-
tributions, sales, exchanges, or other 
dispositions of property during the 6 
month (1 year, if the decedent died on 
or before December 31, 1970) period 
which followed the decedent’s death. If 
the court having jurisdiction over the 
estate makes an order or decree of dis-
tribution during that period, a certified 
copy thereof must be submitted as part 
of the evidence. The district director, 
or the director of a service center, may 
require the submission of such addi-
tional evidence as is deemed necessary. 

(f) In any case where a transfer, by 
trust or otherwise, was made by a writ-
ten instrument, a copy thereof shall be 
filed with the return if (1) the property 
is included in the gross estate, or (2) 
the executor pursuant to the provisions 
of paragraph (c)(7) of § 20.6018–3 has 
made a disclosure of the transfer on 
the return but has not included its 
value in the gross estate in the belief 
that it is not so includible. If the writ-
ten instrument is of public record, the 
copy shall be certified, or if it is not of 
record, the copy shall be verified. If the 
decedent was a nonresident, not a cit-
izen at the time of his death, the copy 
may be either certified or verified. 

(g) If the executor contends that the 
value of property transferred by the de-
cedent within a period of three years 
ending with the date of the decedent’s 
death should not be included in the 
gross estate because he considers that 
the transfer was not made in con-
templation of death, he shall file with 
the return (1) a copy of the death cer-
tificate, and (2) a statement, con-
tinuing a declaration that it is made 
under the penalties of perjury, of all 
the material facts and circumstances, 
including those directly or indirectly 
indicating the decedent’s motive in 
making the transfer and his mental 
and physical condition at that time. 
However, this data need not be fur-
nished with respect to transfers of less 

than $1,000 in value unless requested by 
the district director. 

[T.D. 6996, 23 FR 4529, June 24, 1958, as 
amended by T.D. 7238, 37 FR 28721, Dec. 29, 
1972; T.D. 7296, 38 FR 34200, Dec. 12, 1973] 

§ 20.6036–1 Notice of qualification as 
executor of estate of decedent dying 
before 1971. 

(a) Preliminary notice for estates of de-
cedents dying before January 1, 1971. (1) 
A preliminary notice must be filed on 
Form 704 for the estate of every citizen 
or resident of the United States whose 
gross estate exceeded $60,000 in value 
on the date of his death. 

(2) In the case of a nonresident not a 
citizen of the United States dying on or 
after November 14, 1966— 

(i) Subject to the provisions of sub-
divisions (ii) and (iii) of this subpara-
graph, a preliminary notice must be 
filed on Form 705 if that part of the de-
cedent’s gross estate situated in the 
United States exceeded $30,000 in value 
on the date of his death (see §§ 20.2103– 
1 and 20.2104–1). 

(ii) If the transfer of the estate is 
subject to the tax imposed by section 
2107(a) (relating to expatriation to 
avoid tax), any amounts includible in 
the decedent’s gross estate under sec-
tion 2107(b) are to be added to the value 
on the date of his death of that part of 
his gross estate situated in the United 
States, for purposes of determining 
under subdivision (i) of this subpara-
graph whether his gross estate exceed-
ed $30,000 in value on the date of his 
death. 

(iii) If the transfer of the estate is 
subject to tax pursuant to a Presi-
dential proclamation made under sec-
tion 2108(a) (relating to Presidential 
proclamations of the application of 
pre-1967 estate tax provisions), a pre-
liminary notice must be filed on Form 
705 if the value on the date of the dece-
dent’s death of that part of his gross 
estate situated in the United States ex-
ceeded $2,000. 

(3) A preliminary notice must be filed 
on Form 705 for the estate of every 
nonresident not a citizen of the United 
States dying before November 14, 1966, 
if the value on the date of his death of 
that part of his gross estate situated in 
the United States exceeded $2,000. 
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(4) The value of the gross estate on 
the date of death governs with respect 
to the requirement for filing the pre-
liminary notice irrespective of whether 
the value of the gross estate is, at the 
executor’s election, finally determined 
pursuant to the provisions of section 
2032 as of a date subsequent to the date 
of death. If there is doubt as to wheth-
er the gross estate exceeds $60,000, 
$30,000, or $2,000, as the case may be, 
the notice shall be filed as a matter of 
precaution in order to avoid the possi-
bility of penalties attaching. 

(5) The primary purpose of the pre-
liminary notice is to advise the Inter-
nal Revenue Service of the existence of 
taxable estates, and filing shall not be 
delayed beyond the period provided for 
in § 20.6071–1 merely because of uncer-
tainty as to the exact value of the as-
sets. The estimate of the gross estate 
called for by the notice shall be the 
best approximation of value which can 
be made within the time allowed. Du-
plicate copies of the preliminary notice 
are not required to be filed. 

(6) For criminal penalties for failure 
to file a notice and filing a false or 
fraudulent notice, see sections 7203, 
7207, and 7269. See § 20.6091–1 for the 
place for filing the notice. See § 20.6071– 
1 for the time for filing the notice. 

(b) Persons required to file. In the case 
of an estate of a citizen or resident of 
the United States described in para-
graph (a) of this section, the prelimi-
nary notice must be filed by the duly 
qualified executor or administrator, or 
if none qualifies within two months 
after the decedent’s death, by every 
person in actual or constructive posses-
sion of any property of the decedent at 
or after the time of the decedent’s 
death. The signature of one executor or 
administrator on the preliminary no-
tice is sufficient. In the case of a non-
resident not a citizen, the notice must 
be filed by every duly qualified execu-
tor or administrator within the United 
States, or if none qualifies within two 
months after the decedent’s death, by 
every person in actual or constructive 
possession of any property of the dece-
dent at or after the time of the dece-
dent’s death. 

[T.D. 7238, 37 FR 28721, Dec. 29, 1972, as 
amended by T.D. 7296, 38 FR 34200, Dec. 12, 
1973] 

§ 20.6036–2 Notice of qualification as 
executor of estate of decedent dying 
after 1970. 

In the case of the estate of a decedent 
dying after December 31, 1970, no spe-
cial notice of qualification as executor 
of an estate is required to be filed. The 
requirement of section 6036 for notifi-
cation of qualification as executor of 
an estate shall be satisfied by the filing 
of the estate tax return required by 
section 6018 and the regulations there-
under. 

[T.D. 7238, 37 FR 28721, Dec. 29, 1972] 

§ 20.6061–1 Signing of returns and 
other documents. 

Any return, statement, or other doc-
ument required to be made under any 
provision of Chapter 11 or Subtitle F of 
the Code or regulations prescribed 
thereunder with respect to any tax im-
posed by Chapter 11 of the Code shall 
be signed by the executor, adminis-
trator or other person required or duly 
authorized to sign in accordance with 
the regulations, forms or instructions 
prescribed with respect to such return, 
statement, or other document. See sec-
tion 2203 for definition of executor, ad-
ministrator, etc. The person required 
or duly authorized to make the return 
may incur liability for the penalties 
provided for erroneous, false, or fraudu-
lent returns. For criminal penalties see 
sections 7201, 7203, 7206, 7207, and 7269. 

[T.D. 6600, 27 FR 4986, May 29, 1962] 

§ 20.6065–1 Verification of returns. 
(a) Penalties of perjury. If a return, 

statement, or other document made 
under the provisions of Chapter 11 or 
Subtitle F of the Code or the regula-
tions thereunder with respect to any 
tax imposed by Chapter 11 of the Code, 
or the form and instructions issued 
with respect to such return, statement, 
or other document, requires that it 
shall contain or be verified by a writ-
ten declaration that it is made under 
the penalties of perjury, it must be so 
verified by the person or persons re-
quired to sign such return, statement 
or other document. In addition, any 
other statement or document sub-
mitted under any provision of Chapter 
11 or Subtitle F of the Code or regula-
tions thereunder with respect to any 
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tax imposed by Chapter 11 of the Code 
may be required to contain or be 
verified by a written declaration that 
it is made under the penalties of per-
jury. 

(b) Oath. Any return, statement, or 
other document required to be sub-
mitted under Chapter 11 or Subtitle F 
of the Code or regulations prescribed 
thereunder with respect to any tax im-
posed by Chapter 11 of the Code may be 
required to be verified by an oath. 

[T.D. 6600, 27 FR 4986, May 29, 1962] 

§ 20.6071–1 Time for filing preliminary 
notice required by § 20.6036–1. 

In the case of the estate of a decedent 
dying before January 1, 1971, if a duly 
qualified executor or administrator of 
the estate of such a decedent who was 
a resident or a citizen of the United 
States qualifies within 2 months after 
a decedent’s death, or if a duly quali-
fied executor or administrator of the 
estate of such a decedent who was a 
nonresident not a citizen qualifies 
within the United States within 2 
months after the decedent’s death, the 
preliminary notice required by 
§ 20.6036–1 must be filed within 2 
months after his qualification. If no 
such executor or administrator quali-
fies within that period, the preliminary 
notice must be filed within 2 months of 
the decedent’s death. 

[T.D. 7238, 37 FR 28721, Dec. 29, 1972] 

§ 20.6075–1 Returns; time for filing es-
tate tax return. 

The estate tax return required by 
section 6018 must be filed on or before 
the due date. The due date is the date 
on or before which the return is re-
quired to be filed in accordance with 
the provisions of section 6075(a) or the 
last day of the period covered by an ex-
tension of time as provided in § 20.6081– 
1. The due date, for a decedent dying 
after December 31, 1970, is, unless an 
extension of time for filing has been 
obtained, the day of the ninth calendar 
month after the decedent’s death nu-
merically corresponding to the day of 
the calendar month on which death oc-
curred. However, if there is no numeri-
cally corresponding day in the ninth 
month, the last day of the ninth month 
is the due date. For example, if the de-

cedent dies on July 31, 2000, the estate 
tax return and tax payment must be 
made on or before April 30, 2001. When 
the due date falls on Saturday, Sunday, 
or a legal holiday, the due date for fil-
ing the return is the next succeeding 
day that is not Saturday, Sunday, or a 
legal holiday. For the definition of a 
legal holiday, see section 7503 and 
§ 301.7503–1 of this chapter. As to addi-
tions to the tax in the case of failure to 
file the return or pay the tax within 
the prescribed time, see section 6651 
and § 301.6651–1 of this chapter. For 
rules with respect to the right to elect 
to have the property valued as of a 
date or dates subsequent to the dece-
dent’s death, see section 2032 and 
§ 20.2032–1, and section 7502 and 
§ 301.7502–1 of this chapter. This section 
applies to estates of decedents dying 
after August 16, 1954. 

[T.D. 8957, 66 FR 38546, July 25, 2001] 

§ 20.6081–1 Extension of time for filing 
the return. 

(a) Procedures for requesting an exten-
sion of time for filing the return. A re-
quest for an extension of time to file 
the return required by section 6018 
must be made by filing Form 4768, 
‘‘Application for Extension of Time To 
File a Return and/or Pay U.S. Estate 
(and Generation-Skipping Transfer) 
Taxes.’’ Form 4768 must be filed with 
the Internal Revenue Service office 
designated in the application’s instruc-
tions (except as provided in § 301.6091– 
1(b) of this chapter for hand-carried 
documents). Form 4768 must include an 
estimate of the amounts of estate and 
generation-skipping transfer tax liabil-
ities with respect to the estate. 

(b) Automatic extension. An estate will 
be allowed an automatic 6-month ex-
tension of time beyond the date pre-
scribed in section 6075(a) to file Form 
706, ‘‘United States Estate (and Gen-
eration-Skipping Transfer) Tax Re-
turn,’’ if Form 4768 is filed on or before 
the due date for filing Form 706 and in 
accordance with the procedures under 
paragraph (a) of this section. 

(c) Extension for good cause shown. In 
its discretion, the Internal Revenue 
Service may, upon the showing of good 
and sufficient cause, grant an exten-
sion of time to file the return required 
by section 6018 in certain situations. 
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Such an extension may be granted to 
an estate that did not request an auto-
matic extension of time to file Form 
706 prior to the due date under para-
graph (b) of this section, to an estate 
or person that is required to file forms 
other than Form 706, or to an executor 
who is abroad and is requesting an ad-
ditional extension of time to file Form 
706 beyond the 6-month automatic ex-
tension. Unless the executor is abroad, 
the extension of time may not be for 
more than 6 months beyond the filing 
date prescribed in section 6075(a). To 
obtain such an extension, Form 4768 
must be filed in accordance with the 
procedures under paragraph (a) of this 
section and must contain a detailed ex-
planation of why it is impossible or im-
practical to file a reasonably complete 
return by the due date. Form 4768 
should be filed sufficiently early to 
permit the Internal Revenue Service 
time to consider the matter and reply 
before what otherwise would be the due 
date of the return. Failure to file Form 
4768 before that due date may indicate 
negligence and constitute sufficient 
cause for denial of the extension. If an 
estate did not request an automatic ex-
tension of time to file Form 706 under 
paragraph (b) of this section, Form 4768 
must also contain an explanation 
showing good cause for not requesting 
the automatic extension. 

(d) Filing the return. A return as com-
plete as possible must be filed before 
the expiration of the extension period. 
The return thus filed will be the return 
required by section 6018(a), and any tax 
shown on the return will be the amount 
determined by the executor as the tax 
referred to in section 6161(a)(2), or the 
amount shown as the tax by the tax-
payer upon the taxpayer’s return re-
ferred to in section 6211(a)(1)(A). The 
return cannot be amended after the ex-
piration of the extension period al-
though supplemental information may 
subsequently be filed that may result 
in a finally determined tax different 
from the amount shown as the tax on 
the return. 

(e) Payment of the tax. An extension 
of time for filing a return does not op-
erate to extend the time for payment 
of the tax. See § 20.6151–1 for the time 
for payment of the tax, and §§ 20.6161–1 
and 20.6163–1 for extensions of time for 

payment of the tax. If an extension of 
time to file a return is obtained, but no 
extension of time for payment of the 
tax is granted, interest will be due on 
the tax not paid by the due date and 
the estate will be subject to all appli-
cable late payment penalties. 

(f) Effective date. This section applies 
to estates of decedents dying after Au-
gust 16, 1954, except for paragraph (b) of 
this section which applies to estate tax 
returns due after July 25, 2001. 

[T.D. 8957, 66 FR 38546, July 25, 2001] 

§ 20.6091–1 Place for filing returns or 
other documents. 

(a) General rule. If the decedent was 
domiciled in the United States at the 
time of his death, the preliminary no-
tice required by § 20.6036–1 in the case 
of the estate of a decedent dying before 
January 1, 1971, and the estate tax re-
turn required by § 20.6018–1 shall be 
filed with: 

(1) The service center serving the lo-
cation in which the decedent was domi-
ciled at the time of his death, if the in-
structions applicable to the estate tax 
return provide that the return shall be 
filed with a service center, or 

(2) Any person assigned the responsi-
bility to receive returns in the local In-
ternal Revenue Service office serving 
the location in which the decedent was 
domiciled at the time of his death, if 
paragraph (a)(1) of this section does not 
apply. 

Paragraph (a)(1) of this section does 
not apply if the return is made by 
hand-carrying or if the instructions ap-
plicable to the preliminary notice or to 
the return do not provide that it shall 
be filed with a service center. 

(b) Non-U.S. domiciliaries. If the dece-
dent was not domiciled in the United 
States at the time of his death, the 
preliminary notice required by 
§ 20.6036–1 in the case of the estate of a 
decedent dying before January 1, 1971, 
and the estate tax return required by 
§ 20.6018–1 shall be filed with the Inter-
nal Revenue Service Center, Philadel-
phia, Pa. or as designated on the return 
form or in the instructions issued with 
respect to such form. This paragraph 
applies whether or not the decedent 
was a citizen of the United States and 
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whether or not the return is made by 
hand-carrying. 

[T.D. 7238, 37 FR 28722, Dec. 29, 1972, as 
amended by T.D. 7302, 39 FR 796, Jan. 3, 1974; 
T.D. 7495, 42 FR 33726, July 1, 1977; T.D. 9156, 
69 FR 55745, Sept. 16, 2004] 

§ 20.6091–2 Exceptional cases. 
Notwithstanding the provisions of 

§ 20.6091–1 the Commissioner may per-
mit the filing of the preliminary notice 
required by § 20.6036–1 and the estate 
tax return required by § 20.6018–1 in any 
local Internal Revenue Service office. 

[T.D. 6600, 27 FR 4986, May 29, 1962, as amend-
ed by T.D. 9156, 69 FR 55745, Sept. 16, 2004] 

§ 20.6151–1 Time and place for paying 
tax shown on the return. 

(a) General rule. The tax shown on the 
estate tax return is to be paid at the 
time and place fixed for filing the re-
turn (determined without regard to 
any extension of time for filing the re-
turn). For provisions relating to the 
time and place for filing the return, see 
§§ 20.6075–1 and 20.6091–1. For the duty 
of the executor to pay the tax, see 
§ 20.2002–1. 

(b) Extension of time for paying—(1) In 
general. For general provisions relating 
to extension of time for paying the tax, 
see § 20.6161–1. 

(2) Reversionary or remainder interests. 
For provisions relating to extension of 
time for payment of estate tax on the 
value of a reversionary or remainder 
interest in property, see § 20.6163–1. 

(3) Interest in a closely held business. 
For provisions relating to payment in 
installments of the estate tax attrib-
utable to inclusion in the gross estate 
of an interest in a closely held busi-
ness, see §§ 20.6166–1 through 20.6166–4. 

(c) Payment with obligations of the 
United States. Treasury bonds of certain 
issues which were owned by the dece-
dent at the time of his death or which 
were treated as part of his gross estate 
under the rules contained in § 306.28 of 
Treasury Department Circular No. 300, 
Revised (31 CFR part 306), may be re-
deemed at par plus accrued interest for 
the purpose of payment of the estate 
tax, as provided in said section. Wheth-
er bonds of particular issues may be re-
deemed for this purpose will depend on 
the terms of the offering circulars 
cited on the face of the bonds. A cur-

rent list of eligible issues may be ob-
tained from any Federal reserve bank 
or branch, or from the Bureau of Public 
Debt, Washington, DC. See section 6312 
and §§ 301.6312–1 and 301.6312–2 of this 
chapter (Regulations on Procedure and 
Administration) for provisions relating 
to the payment of taxes with United 
States Treasury obligations. 

(d) Receipt for payment. For provisions 
relating to duplicate receipts for pay-
ment of the tax, see § 20.6314–1. 

[T.D. 6296, 23 FR 4529, June 24, 1958, as 
amended by T.D. 6522, 25 FR 13885, Dec. 29, 
1960] 

§ 20.6161–1 Extension of time for pay-
ing tax shown on the return. 

(a) Basis for granting an extension of 
time—(1) Reasonable cause. With respect 
to the estate of a decedent dying after 
December 31, 1970, an extension of time 
beyond the due date to pay any part of 
the tax shown on the estate tax return 
may be granted for a reasonable period 
of time, not to exceed 12 months, by 
the district director or the director of 
a service center, at the request of the 
executor, if an examination of all the 
facts and circumstances discloses that 
such request is based upon reasonable 
cause. (See paragraph (b) of this sec-
tion for rules relating to application 
for extension.) The following examples 
illustrate cases involving reasonable 
cause for granting an extension of time 
pursuant to this paragraph: 

Example (1). An estate includes sufficient 
liquid assets to pay the estate tax when oth-
erwise due. The liquid assets, however, are 
located in several jurisdictions and are not 
immediately subject to the control of the ex-
ecutor. Consequently, such assets cannot 
readily be marshaled by the executor, even 
with the exercise of due diligence. 

Example (2). An estate is comprised in sub-
stantial part of assets consisting of rights to 
receive payments in the future (i.e., annu-
ities, copyright royalties, contingent fees, or 
accounts receivable). These assets provide 
insufficient present cash with which to pay 
the estate tax when otherwise due and the 
estate cannot borrow against these assets ex-
cept upon terms which would inflict loss 
upon the estate. 

Example (3). An estate includes a claim to 
substantial assets which cannot be collected 
without litigation. Consequently, the size of 
the gross estate is unascertainable as of the 
time the tax is otherwise due. 

VerDate Aug<04>2004 11:29 Apr 28, 2005 Jkt 205096 PO 00000 Frm 00488 Fmt 8010 Sfmt 8010 Y:\SGML\205096.XXX 205096



479 

Internal Revenue Service, Treasury § 20.6161–1 

Example (4). An estate does not have suffi-
cient funds (without borrowing at a rate of 
interest higher than that generally avail-
able) with which to pay the entire estate tax 
when otherwise due, to provide a reasonable 
allowance during the remaining period of ad-
ministration of the estate for the decedent’s 
widow and dependent children, and to satisfy 
claims against the estate that are due and 
payable. Furthermore, the executor has 
made a reasonable effort to convert assets in 
his possession (other than an interest in a 
closely held business to which section 6166 
applies) into cash. 

(2) Undue hardship—(i) General rule. 
In any case where the district director 
finds that payment on the due date of 
any part of the tax shown on the re-
turn, or payment of any part of an in-
stallment under section 6166 (including 
any part of a deficiency prorated to an 
installment the date for payment of 
which had not arrived) on the date 
fixed for payment thereof, would im-
pose undue hardship upon the estate, 
he may extend the time for payment 
for a period or periods not to exceed 
one year for any one period and for all 
periods not to exceed 10 years from the 
date prescribed in section 6151(a) for 
payment of the tax. See paragraph (a) 
of § 20.6151–1. In addition, if the district 
director finds that payment upon no-
tice and demand of any part of a defi-
ciency prorated under the provisions of 
section 6166 to installments the date 
for payment of which had arrived 
would impose undue hardship upon the 
estate, he may extend the time for pay-
ment for a similar period or periods. 

(ii) Definition of ‘‘undue hardship’’. 
The extension provided under this sub-
paragraph on the basis of undue hard-
ship to the estate will not be granted 
upon a general statement of hardship 
or merely upon a showing of reasonable 
cause. The term ‘‘undue hardship’’ 
means more than an inconvenience to 
the estate. A sale of property at a price 
equal to its current fair market value, 
where a market exists, is not ordi-
narily considered as resulting in an 
undue hardship to the estate. The fol-
lowing examples illustrate cases in 
which an extension of time will be 
granted based on undue hardship pur-
suant to this paragraph: 

Example (1). A farm (or other closely held 
business) comprises a significant portion of 
an estate, but the percentage requirements 

of section 6166(a) (relating to an extension 
where the estate includes a closely held busi-
ness) are not satisfied and, therefore, that 
section does not apply. Sufficient funds for 
the payment of the estate tax when other-
wise due are not readily available. The farm 
(or closely held business) could be sold to un-
related persons at a price equal to its fair 
market value, but the executor seeks an ex-
tension of time to facilitate the raising of 
funds from other sources for the payment of 
the estate tax. 

Example (2). The assets in the gross estate 
which must be liquidated to pay the estate 
tax can only be sold at a sacrifice price or in 
a depressed market if the tax is to be paid 
when otherwise due. 

(b) Application for extension. An appli-
cation containing a request for an ex-
tension of time for paying the tax 
shown on the return shall be in writ-
ing, shall state the period of the exten-
sion requested, and shall include a dec-
laration that it is made under penalties 
of perjury. If the application is based 
upon reasonable cause (see paragraph 
(a)(1) of this section), a statement of 
such reasonable cause shall be included 
in the application. If the application is 
based upon undue hardship to the es-
tate (see paragraph (a)(2) of this sec-
tion), the application shall include a 
statement explaining in detail the 
undue hardship to the estate that 
would result if the requested extension 
were refused. At the option of the ex-
ecutor, an application for an extension 
of time based upon undue hardship may 
contain an alternative request for an 
extension based upon reasonable cause 
if the application for an extension 
based upon undue hardship is denied. 
However, an application for an exten-
sion of time based solely upon reason-
able cause will be treated as such even 
though an examination of all the facts 
and circumstances discloses that an ap-
plication for an extension of time 
based upon undue hardship might have 
been granted had such an application 
therefor been made. If the application 
is based solely on reasonable cause, it 
shall be filed with the internal revenue 
officer with whom the estate tax re-
turn is required to be filed under the 
provisions of § 20.6091–1(a). If the appli-
cation is based on undue hardship (in-
cluding an application in which the ex-
ecutor makes an alternative request 
for an extension based on reasonable 
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cause), it shall be filed with the appro-
priate district director referred to in 
paragraph (a)(2) of § 20.6091–1 whether 
or not the return is to be filed with, 
orthe tax is to be paid to, such district 
director. An application, for an exten-
sion of time, relating to the estate of a 
decedent who was not domiciled in the 
United States at the time of death, 
shall be filed with the Director of 
International Operations, Internal Rev-
enue Service, Washington, DC. 20225. 
When received, the application will be 
examined, and, if possible, within 30 
days will be denied, granted, or tenta-
tively granted subject to certain condi-
tions of which the executor will be no-
tified. An application for an extension 
of time for payment of the tax, or of an 
installment under section 6166 (includ-
ing any part of a deficiency prorated to 
an installment the date for payment of 
which had not arrived), will not be con-
sidered unless the extension is applied 
for on or before the date fixed for pay-
ment of the tax or installment. Simi-
larly, an application for such an exten-
sion of time for payment of any part of 
a deficiency prorated under the provi-
sions of section 6166 to installments 
the date for payment of which had ar-
rived, will not be considered unless the 
extension is applied for on or before the 
date prescribed for payment of the defi-
ciency as shown by the notice and de-
mand from the district director. If the 
executor desires to obtain an addi-
tional extension of time for payment of 
any part of the tax shown on the re-
turn, or any part of an installment 
under section 6166 (including any part 
of a deficiency prorated to install-
ment), it must be applied for on or be-
fore the date of the expiration of the 
previous extension. The granting of the 
extension of time for paying the tax is 
discretionary with the appropriate in-
ternal revenue officer and his author-
ity will be exercised under such condi-
tions as he may deem advisable. How-
ever, if a request for an extension of 
time for payment of estate tax under 
this section is denied by a district di-
rector or a director of a service center, 
a written appeal may be made, by reg-
istered or certified mail or hand deliv-
ery, to the regional commissioner with 
authority over such district director or 
service center director within 10 days 

after the denial is mailed to the execu-
tor. The provisions of sections 7502 (re-
lating to timely mailing treated as 
timely filing) and 7503 (relating to time 
for performance of acts where the last 
day falls on Saturday, Sunday, or a 
legal holiday) apply in the case of ap-
peals filed under this paragraph. When 
received, the appeal will be examined, 
and if possible, within 30 days will be 
denied, granted, or tentatively granted 
subject to certain conditions of which 
the executor will be notified. If, in the 
mistaken belief that an estate satisfies 
the requirements of section 6166, the 
executor, within the time prescribed in 
paragraph (e) of § 20.6166–1, files a noti-
fication of election to pay estate tax in 
installments, the notification of elec-
tion to pay tax in installments will be 
treated as a timely filed application for 
an extension, under section 6161, of 
time for payment of the tax if the ex-
ecutor so requests, in writing, within a 
reasonable time after being notified by 
the district director that the estate 
does not satisfy the requirements of 
section 6166. A request that the elec-
tion under section 6166 be treated as a 
timely filed application for an exten-
sion under section 6161 must contain, 
or be supported by the same informa-
tion required by this paragraph with 
respect to an application for such an 
extension. 

(c) Special rules—(1) Payment pursuant 
to extension. The amount of the tax for 
which an extension is granted, with the 
additions thereto, shall be paid on or 
before the expiration of the period of 
extension without the necessity of no-
tice and demand from the district di-
rector. 

(2) Interest. The granting of an exten-
sion of the time for payment of the tax 
will not relieve the estate from liabil-
ity for the payment of interest thereon 
during the period of the extension. See 
section 6601. 

(3) Duty to file timely return. The 
granting of an extension of time for 
paying the tax will not relieve the ex-
ecutor from the duty of filing the re-
turn on or before the date provided for 
in § 20.6075–1. 

(4) Credit for taxes. An extension of 
time to pay the tax may extend the pe-
riod within which State and foreign 
death taxes allowed as a credit under 
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sections 2011 and 2014 are required to be 
paid and the credit therefor claimed. 
See paragraph (c) of § 20.2011–1 and 
§ 20.2014–6. 

(d) Cross references. For provisions re-
quiring the furnishing of security for 
the payment of the tax for which an ex-
tension is granted, see paragraph (a) of 
§ 20.6165–1. For provisions relating to 
extensions of time for payment of tax 
on the value of a reversionary or re-
mainder interest in property, see 
§ 20.6163–1. 

[T.D. 7238, 37 FR 28722, Dec. 29, 1972, as 
amended by T.D. 7384, 40 FR 49323, Oct. 22, 
1975] 

§ 20.6161–2 Extension of time for pay-
ing deficiency in tax. 

(a) In any case in which the district 
director finds that payment, on the 
date prescribed therefor, of any part of 
a deficiency would impose undue hard-
ship upon the estate, he may extend 
the time for payment for a period or 
periods not to exceed one year for any 
one period and for all periods not to ex-
ceed four years from the date pre-
scribed for payment thereof. However, 
see § 20.6161–1 for extensions of time for 
payment of the part of a deficiency 
which is prorated to installments 
under the provisions of section 6166. 

(b) The extension will not be granted 
upon a general statement of hardship. 
The term ‘‘undue hardship’’ means 
more than an inconvenience to the es-
tate. It must appear that a substantial 
financial loss, for example, due to the 
sale of property at a sacrifice price, 
will result to the estate from making 
payment of the deficiency at the date 
prescribed therefor. If a market exists, 
a sale of property at the current mar-
ket price is not ordinarily considered 
as resulting in an undue hardship. No 
extension will be granted if the defi-
ciency is due to negligence or inten-
tional disregard of rules and regula-
tions or to fraud with intent to evade 
the tax. 

(c) An application for such an exten-
sion must be in writing and must con-
tain, or be supported by, information 
in a written statement declaring that 
it is made under penalties of perjury 
showing the undue hardship that would 
result to the estate if the extension 
were refused. The application, with the 

supporting information, must be filed 
with the district director. When re-
ceived, it will be examined, and, if pos-
sible, within thirty days will be denied, 
granted, or tentatively granted subject 
to certain conditions of which the ex-
ecutor will be notified. The district di-
rector will not consider an application 
for such an extension unless it is ap-
plied for on or before the date pre-
scribed for payment of the deficiency, 
as shown by the notice and demand 
from the district director. If the execu-
tor desires to obtain an additional ex-
tension, it must be applied for on or be-
fore the date of the expiration of the 
previous extension. The granting of the 
extension of time for paying the defi-
ciency is discretionary with the dis-
trict director. 

(d) The amount of the deficiency for 
which an extension is granted, with the 
additions thereto, shall be paid on or 
before the expiration of the period of 
extension without the necessity of no-
tice and demand from the district di-
rector. 

(e) The granting of an extension of 
time for paying the deficiency will not 
operate to prevent the running of in-
terest. See section 6601. An extension 
of time to pay the deficiency may ex-
tend the period within which State and 
foreign death taxes allowed as a credit 
under sections 2011 and 2014 are re-
quired to be paid and the credit there-
for claimed. See paragraph (c) of 
§ 20.2011–1 and § 20.2014–6. 

(f) For provisions requiring the fur-
nishing of security for the payment of 
the deficiency for which an extension is 
granted, see § 20.6165–1. 

[T.D. 6296, 23 FR 4529, June 24, 1958, as 
amended by T.D. 6522, 25 FR 13885, Dec. 29, 
1960] 

§ 20.6163–1 Extension of time for pay-
ment of estate tax on value of rever-
sionary or remainder interest in 
property. 

(a)(1) In case there is included in the 
gross estate a reversionary or remain-
der interest in property, the payment 
of the part of the tax attributable to 
that interest may, at the election of 
the executor, be postponed until six 
months after the termination of the 
precedent interest or interests in the 
property. The provisions of this section 
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are limited to cases in which the rever-
sionary or remainder interest is in-
cluded in the decedent’s gross estate as 
such and do not extend to cases in 
which the decedent creates future in-
terests by his own testamentary act. 

(2) If the district director finds that 
the payment of the tax at the expira-
tion of the period of postponement de-
scribed in subparagraph (1) of this 
paragraph would result in undue hard-
ship to the estate, he may— 

(i) After September 2, 1958, and before 
February 27, 1964, extend the time for 
payment for a reasonable period or pe-
riods not to exceed in all 2 years from 
the expiration of the period of post-
ponement, but only if the precedent in-
terest or interests in the property ter-
minated after March 2, 1958, or 

(ii) After February 26, 1964, extend 
the time for payment for a reasonable 
period or periods not to exceed in all 3 
years from the expiration of the period 
of postponement, but only if the time 
for payment of the tax, including any 
extensions thereof, did not expire be-
fore February 26, 1964. 
See paragraph (a)(2)(ii) of § 20.6161–1 for 
the meaning of the term ‘‘undue hard-
ship’’. An example of undue hardship is 
a case where, by reason of the time re-
quired to settle the complex issues in-
volved in a trust, the decedent’s heirs 
or beneficiaries cannot reasonably ex-
pect to receive the decedent’s remain-
der interest in the trust before the ex-
piration of the period of postponement. 
The extension will be granted only in 
the manner provided in paragraph (b) 
of § 20.6161–1, and the amount of the tax 
for which the extension is granted, 
with the additions thereto, shall be 
paid on or before the expiration of the 
period of extension without the neces-
sity of notice and demand from the dis-
trict director. 

(b) Notice of the exercise of the elec-
tion to postpone the payment of the 
tax attributable to a reversionary or 
remainder interest should be filed with 
the district director before the date 
prescribed for payment of the tax. The 
notice of election may be made in the 
form of a letter addressed to the dis-
trict director. There shall be filed with 
the notice of election a certified copy 
of the will or other instrument under 
which the reversionary or remainder 

interest, was created, or a copy verified 
by the executor if the instrument is 
not filed of record. The district direc-
tor may require the submission of such 
additional proof as he deems necessary 
to disclose the complete facts. If the 
duration of the precedent interest is 
dependent upon the life of any person, 
the notice of election must show the 
date of birth of that person. 

(c) If the decedent’s gross estate con-
sists of both a reversionary or remain-
der interest in property and other prop-
erty, the tax attributable to the rever-
sionary or remainder interest, within 
the meaning of this section, is an 
amount which bears the same ratio to 
the total tax as the value of the rever-
sionary or remainder interest (reduced 
as provided in the following sentence) 
bears to the entire gross estate (re-
duced as provided in the last sentence 
of this paragraph). In applying this 
ratio, the value of the reversionary or 
remainder interest is reduced by (1) the 
amount of claims, mortgages, and in-
debtedness which is a lien upon such 
interest; (2) losses in respect of such in-
terest during the settlement of the es-
tate which are deductible under the 
provisions of section 2054 or section 
2106(a)(1); (3) any amount deductible in 
respect of such interest under section 
2055 or 2106(a)(2) for charitable, etc., 
transfers; and (4) the portion of the 
marital deduction allowed under the 
provisions of section 2056 on account of 
bequests, etc., of such interests to the 
decedent’s surviving spouse. Likewise, 
in applying the ratio, the value of the 
gross estate is reduced by such deduc-
tions having similar relationship to the 
items comprising the gross estate. 

(d) For provisions requiring the pay-
ment of interest during the period of 
the extension occurring before July 1, 
1975, see section 6601(b) prior to its 
amendment by section 7(d)(1) of the 
Act of Jan. 3, 1975 (Pub. L. 93–625, 88 
Stat. 2115). For provisions requiring 
the furnishing of security for the pay-
ment of the tax for which the extension 
is granted, see paragraph (b) of 
§ 20.6165–1. For provisions concerning 
the time within which credit for State 
and foreign death taxes on such a re-
versionary or remainder interest may 
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be taken, see section 2015 and the regu-
lations thereunder. 

[T.D. 6296, 23 FR 4529, June 24, 1958, as 
amended by T.D. 6716, 29 FR 3757, Mar. 26, 
1964; T.D. 7238, 37 FR 28724, Dec. 29, 1972; T.D. 
7384, 40 FR 49323, Oct. 22, 1975] 

§ 20.6165–1 Bonds where time to pay 
tax or deficiency has been ex-
tended. 

(a) Extensions under sections 6161 and 
6163(b) of time to pay tax or deficiency. If 
an extension of time for payment of 
tax or deficiency is granted under sec-
tion 6161 or 6163(b), the district director 
may, if he deems it necessary, require 
the executor to furnish a bond for the 
payment of the amount in respect of 
which the extension is granted in ac-
cordance with the terms of the exten-
sion. However, such bond shall not ex-
ceed double the amount with respect to 
which the extension is granted. For 
other provisions relating to bonds re-
quired where extensions of time to pay 
estate taxes or deficiencies are granted 
under sections 6161 and 6163(b), see the 
regulations under section 7101 con-
tained in part 301 of this chapter (Reg-
ulations on Procedure and Administra-
tion). 

(b) Extensions under section 6163 of 
time to pay estate tax attributable to re-
versionary or remainder interests. As a 
prerequisite to the postponement of 
the payment of the tax attributable to 
a reversionary or remainder interest as 
provided in § 20.6163–1, a bond equal to 
double the amount of the tax and inter-
est for the estimated duration of the 
precedent interest must be furnished 
conditioned upon the payment of the 
tax and interest accrued thereon with-
in six months after the termination of 
the precedent interest. If after the ac-
ceptance of a bond it is determined 
that the amount of the tax attrib-
utable to the reversionary or remain-
der interest was understated in the 
bond, a new bond or a supplemental 
bond may be required, or the tax, to 
the extent of the understatement, may 
be collected. The bond must be condi-
tioned upon the principal or surety 
promptly notifying the district direc-
tor when the precedent interest termi-
nates and upon the principal or surety 
notifying the district director during 
the month of September of each year 

as to the continuance of the precedent 
interest, if the duration of the prece-
dent interest is dependent upon the life 
or lives of any person or persons, or is 
otherwise indefinite. For other provi-
sions relating to bonds where an exten-
sion of time has been granted for pay-
ing the tax, see the regulations under 
section 7101 contained in part 301 of 
this chapter (Regulations on Procedure 
and Administration). 

[T.D. 6526, 26 FR 418, Jan. 19, 1961, as amend-
ed by T.D. 6600, 27 FR 4986, May 29, 1962] 

§ 20.6166–1 Election of alternate exten-
sion of time for payment of estate 
tax where estate consists largely of 
interest in closely held business. 

(a) In general. Section 6166 allows an 
executor to elect to extend payment of 
part or all of the portion of the estate 
tax which is attributable to a closely 
held business interest (as defined in 
section 6166(b)(1)). If it is made at the 
time the estate tax return is filed, the 
election is applicable both to the tax 
originally determined to be due and to 
certain deficiencies. If no election is 
made when the estate tax return is 
filed, up to the full amount of certain 
later deficiencies (but not any tax 
originally determined to be due) may 
be paid in installments. 

(b) Time and manner of election. The 
election provided under section 6166(a) 
is made by attaching to a timely filed 
estate tax return a notice of election 
containing the following information: 

(1) The decedent’s name and taxpayer 
identification number as they appear 
on the estate tax return; 

(2) The amount of tax which is to be 
paid in installments; 

(3) The date selected for payment of 
the first installment; 

(4) The number of annual install-
ments, including the first installment, 
in which the tax is to be paid; 

(5) The properties shown on the es-
tate tax return which constitute the 
closely held business interest (identi-
fied by schedule and item number); and 

(6) The facts which formed the basis 
for the executor’s conclusion that the 
estate qualifies for payment of the es-
tate tax in installments. 
In the absence of a statement in the 
notice of election as to the amount of 
tax to be paid in installments, the date 
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selected for payment of the first in-
stallment, or the number of install-
ments, the election is presumed to be 
for the maximum amount so payable 
and for payment thereof in 10 equal in-
stallments, the first of which is due on 
the date which is 5 years after the date 
prescribed in section 6151(a) for pay-
ment of estate tax. 

(c) Treatment of certain deficiencies— 
(1) No election before assessment of defi-
ciency. Where a deficiency is assessed 
and no election, including a protective 
election, has been made under section 
6166(a) to pay any tax in installments, 
the executor may elect under section 
6166(h) to pay the portion of the defi-
ciency attributable to the closely held 
business interest in installments. How-
ever, this is true only if the estate 
qualifies under section 6166 based upon 
values as finally determined (or agreed 
to following examination of a return). 
Such an election is exercised by filing 
a notice of election with the Internal 
Revenue Service office where the es-
tate tax return was filed. The notice of 
election must be filed within 60 days 
after issuance of notice and demand for 
payment of the deficiency, and it must 
contain the same information as is re-
quired under paragraph (b) of this sec-
tion. The notice of election is to be ac-
companied by payment of the amount 
of tax and interest, the date for pay-
ment of which has arrived as deter-
mined under paragraphs (e) and (f) of 
this section, plus any amount of unpaid 
tax and interest which is not attrib-
utable to the closely held business in-
terest and which is not eligible for fur-
ther extension (or currently extended) 
under another section (other than sec-
tion 6166A). 

(2) Election made with estate tax return. 
If the executor makes an election 
under section 6166(a) (other than a pro-
tective election) at the time the estate 
tax return is filed and a deficiency is 
later assessed, the portion of the defi-
ciency which is attributable to the 
closely held business interest (but not 
any accrued interest thereon) will be 
prorated to the installments payable 
pursuant to the original section 6166(a) 
election. Any part of the deficiency 
prorated to an installment, the date for 
payment of which has arrived, is due 
upon notice and demand. Interest for 

any such period, including the deferral 
period, is payable upon notice and de-
mand. 

(3) Portion of deficiency attributable to 
closely held business interest. Only that 
portion of any deficiency which is at-
tributable to a closely held business in-
terest may be paid in installments 
under section 6166. The amount of any 
deficiency which is so attributable is 
the difference between the amount of 
tax which the executor has previously 
elected to pay in installments under 
section 6166 and the maximum amount 
of tax which the executor could have 
elected to pay in installments on the 
basis of a return which reflects the ad-
justments that resulted in the defi-
ciency. 

(d) Protective election. A protective 
election may be made to defer payment 
of any portion of tax remaining unpaid 
at the time values are finally deter-
mined (or agreed to following examina-
tion of a return) and any deficiencies 
attributable to the closely held busi-
ness interest (within the meaning of 
paragraph (c)(3) of this section). Exten-
sion of tax payments pursuant to this 
election is contingent upon final values 
meeting the requirements of section 
6166. A protective election does not, 
however, extend the time for payment 
of any amount of tax. Rules for such 
extensions are contained in sections 
6161, 6163, and 6166A. A protective elec-
tion is made by filing a notice of elec-
tion with a timely filed estate tax re-
turn stating that the election is being 
made. Within 60 days after values are 
finally determined (or agreed to fol-
lowing examination of a return), a final 
notice of election which sets forth the 
information required under paragraph 
(b) of this section must be filed with 
the Internal Revenue Service office 
where the original estate tax return 
was filed. That notice of final election 
is to be accompanied by payment of 
any amount of previously unpaid tax 
and interest, the date for payment of 
which has arrived as determined under 
paragraphs (e) and (f) of this section, 
plus any amount of unpaid tax and in-
terest which is not attributable to the 
closely held business interest and 
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which is not eligible for further exten-
sion (or currently extended) under an-
other section (other than section 
6166A). 

(e) Special rules—(1) Effect of defi-
ciencies and protective elections upon 
payment. Upon election to extend the 
time for payment of a deficiency or 
upon final determination of values fol-
lowing a protective election, the execu-
tor must prorate the tax or deficiency 
attributable to the closely held busi-
ness interest among all installments. 
All amounts attributed to installments 
which would have been due had the 
election been made at the time the tax 
was due to be paid under section 6151(a) 
and all accrued interest must be paid 
at the time the election is made. 

(2) Determination of date for payment 
of first installment. The executor may 
defer payment of tax (but not interest) 
for any period up to 5 years from the 
date determined under section 6151(a) 
for payment of the estate tax. The date 
chosen for payment of the first install-
ment of tax is not required to be on an 
annual anniversary of the original due 
date of the tax; however, it must be the 
date within any month which cor-
responds to the day of the month deter-
mined under section 6151(a). 

(f) Rule for computing interest. Section 
6601(j) provides a special 4 percent in-
terest rate for the amount of tax (in-
cluding deficiencies) which is to be 
paid in installments under section 6166. 
This special interest rate applies only 
to that amount of tax which is to be 
paid in installments and which does 
not exceed the limitation of section 
6601(j)(2). Where payment of a greater 
amount of tax than is subject to sec-
tion 6601(j)(2) is extended under section 
6166, each installment is deemed to be 
comprised of both tax subject to the 4 
percent interest rate and tax subject to 
the rate otherwise prescribed by sec-
tion 6621. The percentage of any in-
stallment subject to the special 4 per-
cent rate is equal to the percentage of 
the total tax payable in installments 
which is subject to the 4 percent rate. 
Where an election is made under the 
provisions of paragraphs (b) or (c) (1) of 
this section, the 4 percent rate applies 
from the date on which the estate tax 
was originally due to be paid. If only a 
protective election is made, section 

6601(j) applies to the amount which is 
to be paid in installments, limited to 
the amount of any deficiency, from the 
due date for payment of estate tax. 
After the date upon which the section 
6166 election is made final, section 
6601(j) applies to the entire amount to 
be paid in installments. 

(g) Relation of sections 6166 and 6166A. 
No election may be made under section 
6166 if an election under section 6166A 
applies with respect to an estate. For 
example, no election can be made 
under section 6166(h) where an executor 
has made an election under section 
6166A. If an election is timely made 
under either section 6166 or section 
6166A, however, a protective election 
can be made under the other section at 
the same time. If the executor then 
files a timely notice of final election 
under the section protectively elected 
and pays any amounts determined to 
be due currently following final deter-
mination of (or agreement as to) estate 
tax values, the original election under 
the other provision will be deemed 
never to have applied to the estate. 

(h) Special rule for estates for which 
elections under section 6166 are made on 
or before August 30, 1980. An election to 
extend payment of estate tax under 
section 6166 that is made on or before 
August 30, 1980, may be revoked. To re-
voke an election, the executor must 
file a notice of revocation with the In-
ternal Revenue Service office where 
the original estate tax return was filed 
on or before January 31, 1981 (or if ear-
lier, the date on which the period of 
limitation on assessment expires). This 
notice of revocation must contain the 
decedent’s name, date of death, and 
taxpayer identification number, and is 
to be accompanied by remittance of 
any additional amount of estate tax 
and interest determined to be due. 

(i) Examples. The provisions of this 
section may be illustrated by the fol-
lowing examples: 

Example (1). (i) Based upon values shown on 
decedent A’s timely filed estate tax return, 
60 percent of the value of A’s adjusted gross 
estate consisted of a farm which was a close-
ly held business within the meaning of sec-
tion 6166. A’s executor, B, made a protective 
election under section 6166 when he filed A’s 
estate tax return. B also applied for an ex-
tension of time under section 6161 to pay 
$15,000 of the $30,000 of estate tax shown due 
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on the return. The requested extension was 
granted and was renewed at the end of 1 
year. Eighteen months after the return was 
filed and after examination of A’s estate tax 
return, the value of the farm was found to 
constitute 67 percent of the adjusted gross 
estate. B entered into an agreement con-
senting to the values as established on exam-
ination and to a deficiency of $5,000. B then 
filed a final notice of election under section 
6166, choosing a 5-year deferral followed by 10 
annual installment payments and thereby 
terminated his extension under section 6161 
because that amount of tax was then in-
cluded under the section 6166 election. B 
could have extended payment of 67 percent of 
the total estate tax, or $23,450. $23,450 is eli-
gible for installment payments under section 
6166 and the section section 6166 election is 
considered to be for that amount. B is con-
sidered to have prepaid $3,450 of tax since 
only $20,000 of tax remained unpaid. The 
$3,450 is attributed to the first installment of 
$2,345 and to $1,105 of the second installment 
which would have been payable under the 
section 6166 election. 

(ii) Had B been granted an extension of 
time under section 6161 to pay $20,000 of tax, 
$25,000 would remain upaid when the final 
section 6166 election is made. Payment of the 
full $23,450 (67 percent) of tax which is attrib-
utable to the closely held business interest is 
included under the section 6166 election. The 
balance of unpaid tax ($1,550) is due upon ex-
piration of the estate’s section 6161 exten-
sion. 

(iii) Assume the facts under example (1) (i). 
B must pay all unpaid accrued interest with 
his notice of final election. Since only 18 
months have passed, no installments of tax 
are due. Interest on the $5,000 deficiency is 
computed at 4 percent per annum for the en-
tire 18 months, and interest for 12 months of 
that period is currently due to be paid. Inter-
est for the remaining 6 months is due at the 
next succeeding date for payment of interest. 
Interest on the $15,000 of tax extended under 
section 6161 is computed at the rate deter-
mined under section 6621 until the date of 
the final section 6166 election and is due 
upon termination of the section 6161 exten-
sion. After that date, the interest on the 
$15,000 will also accrue at 4 percent per 
annum. 

Example (2). Assume the facts as in exam-
ple (1), except B initially made an election 
under section 6166A and made no protective 
election under section 6166. Following final 
determination of values, B is not permitted 
to make any election under section 6166; 
however, had B protectively elected section 
6166 at the time he made the section 6166A 
election, he could have terminated the sec-
tion 6166A election and finally elected under 
section 6166. In such a case, the full $23,450 of 
tax attributable to the farm would have been 
eligible for extension under section 6166. The 

4 percent interest rate would apply to the 
$5,000 deficiency from the original due date 
of the tax, and, as with the extension under 
section 6161, it would apply to the amounts 
extended under section 6166A only from the 
date on which the election under section 6166 
was finalized. 

Example (3). C died in 1977. His estate owes 
Federal estate taxes of $750,000, $500,000 of 
which is attributable to a closely held busi-
ness interest. Payment of the $500,000 was ex-
tended under section 6166. A 5-year deferral 
followed by 10 annual installment payments 
was chosen by C’s executor. Under paragraph 
(f) of this section, only 63.16 percent of each 
installment will be subject to the special 4 
percent interest rate and the remainder will 
be subject to the rate determined under sec-
tion 6621. The same rule applies in com-
puting interest for the 5 years during which 
payment of tax is deferred. (This is so be-
cause the 4 percent interest rate applies only 
to a maximum of $345,800 of tax less the 
$30,000 of credit allowable under section 
2010(a) rather than to the entire $500,000 ex-
tended amount). 

[T.D. 7710, 45 FR 50745, July 31, 1980] 

§ 20.6166A–1 Extension of time for pay-
ment of estate tax where estate con-
sists largely of interest in closely 
held business. 

(a) In general. Section 6166 provides 
that where the value of an interest in a 
closely held business, which is included 
in the gross estate of a decedent who 
was a citizen or resident of the United 
States at the time of his death, exceeds 
either (1) 35 percent of the value of the 
gross estate, or (2) 50 percent of the 
taxable estate, the executor may elect 
to pay part or all of the Federal estate 
tax in installments. The election to 
pay the tax in installments applies to 
deficiencies in tax as well as to the tax 
shown on the return, unless the defi-
ciency is due to negligence, to inten-
tional disregard of rules and regula-
tions, or to fraud with intent to evade 
tax. Except as otherwise provided in 
section 6166(i) and § 20.6166–4, the provi-
sions of section 6166 and this section 
apply only if the due date of the return 
is after September 2, 1958. See § 20.6166– 
4 for special rules applicable where the 
decedent died after August 16, 1954, and 
the due date of the return was on or be-
fore September 2, 1958. See also 
§ 20.6075–1 for the due date of the re-
turn, and § 20.6166–2 for definition of the 
term ‘‘interest in a closely held busi-
ness.’’ Since the election must be made 
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on or before the due date of the return, 
the provisions of section 6166 will not 
apply to a deficiency in a case where, 
for whatever reason, no election was 
made to pay in installments the tax 
shown on the return. However, see 
paragraph (e)(3) of this section con-
cerning a protective election. The gen-
eral administrative provisions of Sub-
title F of the Code are applicable in 
connection with an election by the ex-
ecutor to pay the estate tax in install-
ments in the same manner in which 
they are applied in a case where an ex-
tension of time under section 6161 is 
granted for payment of the tax. See 
paragraph (a) of § 20.6165–1 for provi-
sions requiring the furnishing of secu-
rity for the payment of the tax in cases 
where an extension is granted under 
section 6161. 

(b) Limitation on amount of tax payable 
in installments. The amount of estate 
tax which the executor may elect to 
pay in installments is limited to an 
amount A, which bears the same ratio 
to B (the gross Federal estate tax, re-
duced by the credits authorized by sec-
tions 2011 through 2014 and any death 
tax convention) as C (the value of the 
interest in a closely held business 
which is included in the gross estate) 
bears to D (the value of the gross es-
tate). Stated algebraically, the limita-
tion (A) equals: 
Value of interest in a closely held busi-

ness which is included in the gross 
estate (C) ÷ Value of gross estate 
(D) × Gross Federal estate tax re-
duced by the credits authorized by 
sections 2011 through 2014 and any 
death tax convention (B). 

The executor may elect to pay in in-
stallments an amount less than the 
amount computed under the limitation 
in this paragraph. For example, if the 
total estate tax payable is $100,000 and 
the amount computed under the limi-
tation in this paragraph is $60,000, the 
executor may elect to pay in install-
ments some lesser sum such as $30,000, 
in which event the executor must pay 
$73,000 to the district director on or be-
fore the date prescribed by section 
6151(a) for payment of the tax. Of such 
payment, $70,000 represents tax which 
the executor either could not elect to 
pay in installments or did not choose 
to so elect, and $3,000 represents a pay-

ment of the first installment of the tax 
which the executor elected to pay in 
installments. 

(c) Number of installments and dates for 
payment. The executor may elect to 
pay part or all of the tax (determined 
after application of the limitation con-
tained in paragraph (b) of this section) 
in two or more, but not exceeding 10, 
equal annual installments. The first in-
stallment shall be paid on or before the 
date prescribed by section 6151(a) for 
payment of the tax (see paragraph (a) 
of § 20.6151–1), and each succeeding in-
stallment shall be paid on or before the 
date which is one year after the date 
prescribed for the payment of the pre-
ceding installment. See § 20.6166–3 for 
the circumstances under which the 
privilege of paying the tax in install-
ments will terminate. 

(d) Deficiencies. The amount of a defi-
ciency which may be paid in install-
ments shall not exceed the difference 
between the amount of tax which the 
executor elected to pay in installments 
and the maximum amount of tax (de-
termined under paragraph (b) of this 
section) which the executor could have 
elected to pay in installments on the 
basis of a return which reflects in ad-
justments which resulted in the defi-
ciency. This amount is then prorated 
to the installments in which the execu-
tor elected to pay the tax. The part of 
the deficiency prorated to installments 
not yet due shall be paid at the same 
time as, and as a part of, such install-
ments. The part of the deficiency pro-
rated to installments already paid or 
due shall be paid upon notice and de-
mand from the district director. At the 
time the executor receives such notice 
and demand he may, of course, prepay 
the portions of the deficiency which 
have been prorated to installments not 
yet due. See paragraph (h) of this sec-
tion. 

(e) Notice of election—(1) Filing of no-
tice. The notice of election to pay the 
estate tax in installments shall be filed 
with the district director on or before 
the due date of the return. However, if 
the due date of the return is after Sep-
tember 2, 1958, but before November 3, 
1958, the election will be considered as 
timely made if the notice is filed with 
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the district director on or before No-
vember 3, 1958. See § 20.6075–1 for the 
due date of the return. 

(2) Form of notice. The notice of elec-
tion to pay the estate tax in install-
ments may be in the form of a letter 
addressed to the district director. The 
executor shall state in the notice the 
amount of tax which he elects to pay in 
installments, and the total number of 
installments (including the install-
ment due 9 months (15 months, in the 
case of a decedent dying before Janu-
ary 1, 1971) after the date of the dece-
dent’s death, in which he elects to pay 
the tax. The properties in the gross es-
tate which constitute the decedent’s 
interest in a closely held business 
should be listed in the notice, and iden-
tified by the schedule and item number 
at which they appear on the estate tax 
return. The notice should set forth the 
facts which formed the basis for the ex-
ecutor’s conclusion that the estate 
qualifies for the payment of the estate 
tax in installments. 

(3) Protective election. In a case where 
the estate does not qualify under sec-
tion 6166(a) on the basis of the values 
as returned, or where the return shows 
no tax as due, an election may be 
made, contingent upon the values as fi-
nally determined meeting the percent-
age requirements set forth in section 
6166(a), to pay in installments any por-
tion of the estate tax, including a defi-
ciency, which may be unpaid at the 
time of such final determination and 
which does not exceed the limitation 
provided in section 6166(b). The protec-
tive election must be made on or before 
the due date of the return and should 
state that it is a protective election. In 
the absence of a statement in the pro-
tective election as to the amount of 
tax to be paid in installments and the 
number of installments, the election 
will be presumed to be made for the 
maximum amount so payable and for 
the payment thereof in 10 equal annual 
installments, the first of which would 
have been due on the date prescribed in 
section 6151(a) for payment of the tax. 
The unpaid portion of the tax which 
may be paid in installments is prorated 
to the installments which would have 
been due if the provisions of section 
6166(a) had applied to the tax, if any, 
shown on the return. The part of the 

unpaid portion of the tax so prorated 
to installments the date for payment of 
which would not have arrived before 
the deficiency is assessed shall be paid 
at the time such installments would 
have been due. The part of the unpaid 
portion of the tax so prorated to any 
installment the date for payment of 
which would have arrived before the 
deficiency is assessed shall be paid 
upon receipt of notice and demand 
from the district director. At the time 
the executor receives such notice and 
demand he may, of course, prepay the 
unpaid portions of the tax which have 
been prorated to installments not yet 
due. See paragraph (h) of this section. 

(f) Time for paying interest. Under the 
provisions of section 6601, interest at 
the annual rate referred to in the regu-
lations under section 6621 shall be paid 
on the unpaid balance of the estate tax 
which the executor has elected to pay 
in installments, and on the unpaid bal-
ance of any deficiency prorated to the 
installments. Interest on such unpaid 
balance of estate tax shall be paid an-
nually at the same time as, and as a 
part of, each installment of the tax. 
Accordingly, interest is computed on 
the entire unpaid balance for the pe-
riod from the preceding installment 
date to the current installment date, 
and is paid with the current install-
ment. In making such a computation, 
proper adjustment shall be made for 
any advance payments made during the 
period, whether the advance payments 
are voluntary or are brought about by 
the operation of section 6166(h)(2). In 
computing the annual interest pay-
ment, the portion of any deficiency 
which is prorated to installments the 
date for payment of which has not ar-
rived shall be added to the unpaid bal-
ance at the beginning of the annual pe-
riod during which the assessment of 
the deficiency occurs. Interest on such 
portion of the deficiency for the period 
from the original due date of the tax to 
the date fixed for the payment of the 
last installment preceding the date of 
assessment of a deficiency shall be paid 
upon notice and demand from the dis-
trict director. Any extension of time 
under section 6161(a)(2) (on account of 
undue hardship to the estate) for pay-
ment of an installment will not extend 

VerDate Aug<04>2004 11:29 Apr 28, 2005 Jkt 205096 PO 00000 Frm 00498 Fmt 8010 Sfmt 8010 Y:\SGML\205096.XXX 205096



489 

Internal Revenue Service, Treasury § 20.6166A–2 

the time for payment of the interest 
which is due on the installment date. 

(g) Extensions of time for payment in 
hardship cases. The provisions of sec-
tion 6161, under which extensions of 
time may be granted for payment of es-
tate tax in cases involving undue hard-
ship, apply to both the portion of the 
tax which may be paid in installments 
under section 6166 and the portion of 
the tax which is not so payable. There-
fore, in a case involving undue hard-
ship, the executor may elect under sec-
tion 6166 to pay in installments the 
portion of the tax which is attributable 
to the interest in the closely held busi-
ness and, in addition, may file an appli-
cation under section 6161 for an exten-
sion of time to pay both the portion of 
the tax which is not attributable to the 
interest in the closely held business 
and such of the installments as are 
payable within the period of the re-
quested extension. If an executor files a 
notice of election to pay the tax in in-
stallments and thereafter it is deter-
mined that the estate does not qualify 
for the privilege of paying the tax in 
installments, the executor is not de-
prived of the right to request an exten-
sion under section 6161 of time for pay-
ment of the tax to which the purported 
election applied. See § 20.6161–1 for the 
circumstances under which a timely 
filed election to pay the tax in install-
ments will be treated as a timely filed 
application for an extension of time to 
pay the tax on account of undue hard-
ship to the estate. 

(h) Prepayments. Voluntary prepay-
ment may be made at any time of all, 
or of any part, of the unpaid portion of 
the tax (including deficiencies) payable 
in installments. Voluntary prepay-
ments shall be applied in payment of 
such installments, installment, or part 
of an installment as the person making 
the prepayment shall designate. For 
purposes of this paragraph, a payment 
described in paragraph (d) (2) of 
§ 20.6166–3 of tax in an amount not less 
than the amount of money or other 
property distributed in a section 303 re-
demption is considered to be a vol-
untary prepayment to the extent paid 
before the date prescribed for payment 
of the first installment after the re-
demption or, if paid on the date pre-
scribed for payment of such install-

ment, to the extent it exceeds the 
amount due on the installment. See 
paragraph (b)(3) of § 20.6166–3 for the ap-
plication to be made of the prepayment 
required by section 6166(h)(2). 

[T.D. 6522, 25 FR 13886, Dec. 29, 1960, as 
amended by T.D. 7238, 37 FR 28724, Dec. 29, 
1972; T.D. 7384, 40 FR 49323, Oct. 22, 1975. Re-
designated by T.D. 7710, 45 FR 50745, July 31, 
1980] 

§ 20.6166A–2 Definition of an interest 
in a closely held business. 

(a) In general. For purposes of 
§§ 20.6166–1, 20.6166–3, and 20.6166–4, the 
term ‘‘interest in a closely held busi-
ness’’ means: 

(1) An interest as a proprietor in a 
trade or business carried on as a pro-
prietorship. 

(2) An interest as a partner in a part-
nership carrying on a trade or business 
if 20 percent or more of the total cap-
ital interest in the partnership is in-
cluded in determining the decedent’s 
gross estate or if the partnership had 10 
or less partners. 

(3) Stock in a corporation carrying 
on a trade or business if 20 percent or 
more in value of the voting stock of 
the corporation is included in deter-
mining the decedent’s gross estate or if 
the corporation had 10 or less share-
holders. 

(b) Number of partners or shareholders. 
The number of partners of the partner-
ship or shareholders of the corporation 
is determined as of the time imme-
diately before the decedent’s death. 
Where an interest in a partnership, or 
stock in a corporation, is the commu-
nity property of husband and wife, both 
the husband and the wife are counted 
as partners or shareholders in arriving 
at the number of partners or share-
holders. Similarly, if stock is held by 
co-owners, tenants in common, tenants 
by the entirety, or joint tenants, each 
co-owner, tenant in common, tenant by 
the entirety, or joint tenant is counted 
as a shareholder. 

(c) Carrying on a trade or business. (1) 
In order for the interest in a partner-
ship or the stock of a corporation to 
qualify as an interest in a closely held 
business it is necessary that the part-
nership or the corporation be engaged 
in carrying on a trade or business at 
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the time of the decedent’s death. How-
ever, it is not necessary that all the as-
sets of the partnership or the corpora-
tion be utilized in the carrying on of 
the trade or business. 

(2) In the case of a trade or business 
carried on as a proprietorship, the in-
terest in the closely held business in-
cludes only those assets of the dece-
dent which were actually utilized by 
him in the trade or business. Thus, if a 
building was used by the decedent in 
part as a personal residence and in part 
for the carrying on of a mercantile 
business, the part of the building used 
as a residence does not form any part 
of the interest in the closely held busi-
ness. Whether an asset will be consid-
ered as used in the trade or business 
will depend on the facts and cir-
cumstances of the particular case, for 
example, if a bank account was held by 
the decedent in his individual name (as 
distinguished from the trade or busi-
ness name) and it can be clearly shown 
that the amount on deposit represents 
working capital of the business as well 
as nonbusiness funds (e.g., receipts 
from investments, such as dividends 
and interest), then that part of the 
amount on deposit which represents 
working capital of the business will 
constitute a part of the interest in the 
closely held business. On the other 
hand, if a bank account is held by the 
decedent in the trade or business name 
and it can be shown that the amount 
represents nonbusiness funds as well as 
working capital, then only that part of 
the amount on deposit which rep-
resents working capital of the business 
will constitute a part of the interest in 
the closely held business. In a case 
where an interest in a partnership or 
stock of a corporation qualifies as an 
interest in a closely held business, the 
decedent’s entire interest in the part-
nership, or the decedent’s entire hold-
ing of stock in the corporation, con-
stitutes an interest in a closely held 
business even though a portion of the 
partnership or corporate assets is used 
for a purpose other than the carrying 
on of a trade or business. 

(d) Interests in two or more closely held 
businesses. For purpose of paragraphs 
(a) and (b) of § 20.6166–1 and paragraphs 
(d) and (e) of § 20.6166–3, interests in two 
or more closely held businesses shall be 

treated as an interest in a single close-
ly held business if more than 50 percent 
of the total value of each such business 
is included in determining the value of 
the decedent’s gross estate. For the 
purpose of the 50 percent requirement 
set forth in the preceding sentence, an 
interest in a closely held business 
which represents the surviving spouse’s 
interest in community property shall 
be considered as having been included 
in determining the value of the dece-
dent’s gross estate. 

[T.D. 6522, 25 FR 13888, Dec. 29, 1960. Redesig-
nated by T.D. 7710, 45 FR 50745, July 31, 1980] 

§ 20.6166A–3 Acceleration of payment. 
(a) In general. Under the cir-

cumstances described in this section 
all or a part of the tax which the ex-
ecutor has elected to pay in install-
ments shall be paid before the dates 
fixed for payment of the installments. 
Upon an estate’s having undistributed 
net income described in paragraph (b) 
of this section for any taxable year 
after its fourth taxable year, the execu-
tor shall pay an amount equal to such 
undistributed net income in liquida-
tion of the unpaid portion of the tax 
payable in installments. Upon the hap-
pening of any of the events described in 
paragraphs (c), (d), and (e) of this sec-
tion, any unpaid portion of the tax 
payable in installments shall be paid 
upon notice and demand from the dis-
trict director. 

(b) Undistributed net income of estate. 
(1) If an estate has undistributed net 
income for any taxable year after its 
fourth taxable year, the executor shall 
pay an amount equal to such undistrib-
uted net income in liquidation of the 
unpaid portion of the tax payable in in-
stallments. The amount shall be paid 
to the district director on or before the 
time prescribed for the filing of the es-
tate’s income tax return for such tax-
able year. For this purpose extensions 
of time granted for the filing of the in-
come tax return are taken into consid-
eration in determining the time pre-
scribed for filing the return and mak-
ing such payment. In determining the 
number of taxable years, a short tax-
able year is counted as if it were a full 
taxable year. 

(2) The term ‘‘undistributed net in-
come’’ of the estate for any taxable 
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year for purposes of this section is the 
amount by which the distributable net 
income of the estate, as defined in sec-
tion 643, exceeds the sum of— 

(i) The amount for such year speci-
fied in section 661(a) (1) and (2), 

(ii) The amount of the Federal in-
come tax imposed on the estate for 
such taxable year under Chapter I of 
the Code, and 

(iii) The amount of the Federal es-
tate tax, including interest thereon, 
paid for the estate during such taxable 
year (other than any amount paid by 
reason of the application of this accel-
eration rule). 

(3) The payment described in sub-
paragraph (1) of this paragraph shall be 
applied against the total unpaid por-
tion of the tax which the executor 
elected to pay in installments, and 
shall be divided equally among the in-
stallments due after the date of such 
payment. The application of this sub-
paragraph may be illustrated by the 
following example: 

Example. The decedent died on January 1, 
1959. The executor elects under section 6166 
to pay tax in the amount of $100,000 in 10 in-
stallments of $10,000. The first installment is 
due on April 1, 1960. The estate files its in-
come tax returns on a calendar year basis. 
For its fifth taxable year (calendar year 1963) 
it has undistributed net income of $6,000. If 
the prepayment of $6,000 required by section 
6166(h)(2)(A), and due on or before April 15, 
1964, is paid before the fifth installment (due 
April 1, 1964), the $6,000 is apportioned equal-
ly among installments 5 through 10, leaving 
$9,000 as the amount due on each of such in-
stallments. However, if the prepayment of 
$6,000 is paid after the fifth installment, it is 
apportioned equally among installments 6 
through 10, leaving $8,800 as the amount due 
on each of such installments. 

(c) Failure to pay installment on or be-
fore due date. If any installment of tax 
is not paid on or before the date fixed 
for its payment (including any exten-
sion of time for the payment thereof), 
the whole of the unpaid portion of the 
tax which is payable in installments 
becomes due and shall be paid upon no-
tice and demand from the district di-
rector. See paragraph (c) of § 20.6166–1 
for the dates fixed for the payment of 
installments. See also § 20.6161–1 for the 
circumstances under which an exten-
sion of time for the payment of an in-
stallment will be granted. 

(d) Withdrawal of funds from business. 
(1) In any case where money or other 
property is withdrawn from the trade 
or business and the aggregate with-
drawals of money or other property 
equal or exceed 50 percent of the value 
of the trade or business, the privilege 
of paying the tax in installments ter-
minates and the whole of the unpaid 
portion of the tax which is payable in 
installments becomes due and shall be 
paid upon notice and demand from the 
district director. The withdrawals of 
money or other property from the 
trade or business must be in connec-
tion with the interest therein included 
in the gross estate, and must equal or 
exceed 50 percent of the value of the 
entire trade or business (and not just 50 
percent of the value of the interest 
therein included in the gross estate). 
The withdrawal must be a withdrawal 
of money or other property which con-
stitutes ‘‘included property’’ within 
the meaning of that term as used in 
paragraph (d) of § 20.2032–1. The provi-
sions of this section do not apply to the 
withdrawal of money or other property 
which constitutes ‘‘excluded property’’ 
within the meaning of that term as 
used in such paragraph (d). 

(2) If a distribution in redemption of 
stock is (by reason of the provisions of 
section 303 or so much of section 304 as 
relates to section 303) treated for in-
come tax purposes as a distribution in 
full payment in exchange for the stock 
so redeemed, the amount of such dis-
tribution is not counted as a with-
drawal of money or other property 
made with respect to the decedent’s in-
terest in the trade or business for pur-
poses of determining whether the with-
drawals of money or other property 
made with respect to the decedent’s in-
terest in the trade or business equal or 
exceed 50 percent of the value of the 
trade or business. However, in the case 
described in the preceding sentence the 
value of the trade or business for pur-
poses of applying the rule set forth in 
subparagraph (1) of this paragraph is 
the value thereof reduced by the pro-
portionate part thereof which such dis-
tribution represents. The proportionate 
part of the value of the trade or busi-
ness which the distribution represents 
is determined at the time of the dis-
tribution, but the reduction in the 
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value of the trade or business rep-
resented by it relates back to the time 
of the decedent’s death, or the alter-
nate valuation date if an election is 
made under section 2032, for purposes 
of determining whether other with-
drawals with respect to the decedent’s 
interest in the trade or business con-
stitute withdrawals equaling or exceed-
ing 50 percent of the value of the trade 
or business. See example (3) of para-
graph (e)(6) of this section for illustra-
tion of this principle. The rule stated 
in the first sentence of this subpara-
graph does not apply unless after the 
redemption, but on or before the date 
prescribed for payment of the first in-
stallment which becomes due after the 
redemption, there is paid an amount of 
estate tax not less than the amount of 
money or other property distributed. 
Where there are a series of section 303 
redemptions, each redemption is treat-
ed separately and the failure of one re-
demption to qualify under the rule 
stated in the first sentence of this sub-
paragraph does not necessarily mean 
that another redemption will not qual-
ify. 

(3) The application of this paragraph 
may be illustrated by the following ex-
amples, in each of which the executor 
elected to pay the estate tax in 
installments: 

Example (1). A, who died on July 1, 1957, 
owned an 80 percent interest in a partnership 
which qualified as an interest in a closely 
held business. B owned the other 20 percent 
interest in the partnership. On the date of 
A’s death the value of the business was 
$200,000 and the value of A’s interest therein 
was included in his gross estate at $160,000. 
On October 1, 1958, when the value of the 
business was the same as at A’s death, the 
executor withdrew $80,000 from the business. 
On December 1, 1958, when the value of the 
remaining portion of the business was 
$160,000, the executor withdrew $20,000 from 
the business and B withdrew $10,000. On Feb-
ruary 1, 1959, when the value of the then re-
maining portion of the business was $150,000 
the executor withdrew $15,000. The with-
drawals of money or other property from the 
trade or business with respect to the interest 
therein included in the gross estate are con-
sidered as not having equaled or exceeded 50 
percent of the value of the trade or business 
until February 1, 1959. The executor is con-
sidered as having withdrawn 40 percent of 
the value of the trade or business on October 
1, 1958, computed as follows: 

$80,000 (withdrawal) ÷ $200,000 (value of trade 
or business at time of withdrawal) × 100 
percent = 40 percent 

Immediately following the October with-
drawal the remaining portion of the business 
represents 60 percent of the value of the 
trade or business in existence at the time of 
A’s death (100 percent less 40 percent with-
drawn). The executor is considered as having 
withdrawn 7.5 percent of the value of the 
trade or business on December 1, 1958, and B 
as having withdrawn 3.75 percent of the 
value thereof at that time, computed as fol-
lows: 
Executor’s withdrawal— 
$20,000 (withdrawal) ÷ $160,000 (value of trade 

or business at time of withdrawal) × 60 per-
cent = 7.5 percent 

B’s withdrawal— 
$10,000 (withdrawal) ÷ $160,000 (value of trade 

or business at time of withdrawal) × 60 per-
cent = 3.75 percent 

Immediately following the December with-
drawal the then remaining portion of the 
business represented 48.75 percent of the 
value of the trade or business in existence at 
the time of A’s death (100 percent less 40 per-
cent withdrawn by executor in October, 7.5 
percent withdrawn by executor in December, 
and 3.75 percent withdrawn by B in Decem-
ber). It should be noted that while at this 
point the total withdrawals by the executor 
and B from the trade or business exceed 50 
percent of the value thereof, the aggregate of 
the withdrawals by the executor were less 
than 50 percent of the value of the trade or 
business. Also it should be noted that while 
the total withdrawals by the executor ex-
ceeded 50 percent of the value of A’s interest 
in the trade or business, they did not exceed 
50 percent of the value of the entire trade or 
business. The executor is considered as hav-
ing withdrawn 4.875 percent of the value of 
the trade or business on February 1, 1959, 
computed as follows: 
$15,000 (withdrawal) ÷ $150,000 (value of trade 

or business at time of withdrawal) × 48.75 
percent = 4.875 percent 

As of February 1, 1959, the total withdrawals 
from the trade or business made with respect 
to A’s interest therein was 52.375 percent of 
the value of the trade or business. 

Example (2). The decedent’s 40-percent in-
terest in the XYZ partnership constituted an 
interest in a closely held business. Since the 
decedent’s interest in the closely held busi-
ness amounted to less than 50 percent of the 
value of the business, money or other prop-
erty equaling or exceeding 50 percent of the 
value of the business could not be withdrawn 
from the decedent’s interest in the business. 
Therefore, withdrawals of money or other 
property from this trade or business never 
would accelerate the payment of the tax 
under the provisions of this paragraph. 
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Example (3). The decedent died on Sep-
tember 1, 1957. He owned 100 shares of B Cor-
poration (the total number of shares out-
standing at the time of his death) and a 75 
percent interest in a partnership of which C 
was the other partner. The B Corporation 
stock and the interest in the partnership to-
gether make up the interest in the closely 
held business which was included in the dece-
dent’s gross estate. The B Corporation stock 
was included in the gross estate at a value of 
$400,000 and the interest in the partnership 
was included at a value of $300,000. On No-
vember 1, 1957, at which time the value of 
the corporation’s assets had not changed, in 
a section 303 redemption the executor sur-
rendered 26 shares of B Corporation stock for 
$104,000. On December 1, 1957, at which time 
the value of the partnership’s assets had not 
changed, the partners withdrew 90 percent of 
the assets of the partnership, with the execu-
tor receiving $270,000 and C receiving $90,000. 
The estate tax amounts to $240,000, of which 
the executor elected under section 6166 to 
pay $140,000 in 10 installments of $14,000 each. 
On December 1, 1958, the due date for paying 
the estate tax which was not payable in in-
stallments and for paying the first install-
ment under section 6166, the executor paid 
estate tax of $114,000, of which $100,000 rep-
resented the tax not payable in installments 
and $14,000 represented the first installment. 
Inasmuch as after the section 303 distribu-
tion and on or before the due date of the first 
installment (December 1, 1958) after the sec-
tion 303 distribution the executor paid as es-
tate tax an amount not less than the amount 
of the distribution, the section 303 distribu-
tion does not constitute a withdrawal of 
money or other property from the business 
for purposes of section 6166(h)(1). Therefore, 
the value of the trade or business is reduced 
by the amount of the section 303 distribu-
tion. Accordingly, the value of the entire 
trade or business is $696,000, of which $400,000 
represents the value of the partnership and 
$296,000 represents the value of the B Cor-
poration stock. Since the executor is consid-
ered as having withdrawn only $270,000 (the 
withdrawal from the partnership) from the 
trade or business, the withdrawal of money 
or other property from the trade or business 
made with respect to the decedent’s interest 
therein was 270,000/696,000 of the value of the 
entire trade or business, or less than 50 per-
cent thereof. 

(e) Disposition of interest in business. 
(1) In any case where in the aggregate 
50 percent or more of the decedent’s in-
terest in a closely held business has 
been distributed, sold, exchanged, or 
otherwise disposed of, the privilege of 
paying the tax in installments termi-
nates and the whole of the unpaid por-
tion of the tax which is payable in in-

stallments becomes due and shall be 
paid upon notice and demand from the 
district director. A transfer by the ex-
ecutor of an interest in the closely held 
business to a beneficiary or trustee 
named in the decedent’s will or to an 
heir who is entitled to receive it under 
the applicable intestacy law does not 
constitute a distribution thereof for 
purposes of determining whether 50 
percent or more of an interest in a 
closely held business has been distrib-
uted, sold, exchanged, or otherwise dis-
posed of. However, a subsequent trans-
fer of the interest by the beneficiary, 
trustee, or heir will constitute a dis-
tribution, sale, exchange, or other dis-
position thereof for such purposes. The 
disposition must be a disposition of an 
interest which constitutes ‘‘included 
property’’ within the meaning of that 
term as used in paragraph (d) of 
§ 20.2032–1. The provisions of this sec-
tion do not apply to the disposition of 
an interest which constitutes ‘‘ex-
cluded property’’ within the meaning 
of that term as used in such paragraph 
(d). 

(2) The phrase ‘‘distributed, sold, ex-
changed, or otherwise disposed of’’ 
comprehends all possible ways by 
which an interest in a closely held 
business ceases to form a part of the 
gross estate. The term includes the 
surrender of a stock certificate for cor-
porate assets in complete or partial 
liquidation of a corporation pursuant 
to section 331. The term also includes 
the surrender of stock for stock pursu-
ant to a transaction described in sub-
paragraphs (A), (B), or (C) of section 
368(a)(1). In general the term does not, 
however, extend to transactions which 
are mere changes in form. It does not 
include a transfer of assets to a cor-
poration in exchange for its stock in a 
transaction with respect to which no 
gain or loss would be recognizable for 
income tax purposes under section 351. 
It does not include an exchange of 
stock in a corporation for stock in the 
same corporation or another corpora-
tion pursuant to a plan of reorganiza-
tion described in subparagraph (D), (E), 
or (F) of section 368(a)(1), nor to an ex-
change to which section 355 (or so 
much of section 356 as relates to sec-
tion 355) applies. However, any stock 
received in an exchange to which the 
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two preceding sentences apply shall for 
purposes of this paragraph be treated 
as an interest in a closely held busi-
ness. 

(3) An interest in a closely held busi-
ness may be ‘‘distributed’’ by either a 
trustee who received it from the execu-
tor, or a trustee of an interest which is 
included in the gross estate under sec-
tions 2035 through 2038, or section 2041. 
See subparagraph (1) of this paragraph 
relative to the distribution of an inter-
est by the executor to the person enti-
tled to receive it under the decedent’s 
will or an intestacy law. 

(4) An interest in a closely held busi-
ness may be ‘‘sold, exchanged, or other-
wise disposed of’’ by (i) the executor; 
(ii) a trustee or other donee to whom 
the decedent in his lifetime transferred 
the interest included in his gross estate 
under section 2035 through 2038, or sec-
tion 2041; (iii) a beneficiary, trustee, or 
heir entitled to receive the property 
from the executor under the decedent’s 
will or under the applicable law of de-
scent and distribution, or to whom 
title to the interest passed directly 
under local law; (iv) a surviving joint 
tenant or tenant by the entirety; or (v) 
any other person. 

(5) If a distribution in redemption of 
stock is (by reason of the provisions of 
section 303 or so much of section 304 as 
relates to section 303) treated for in-
come tax purposes as a distribution in 
full payment in exchange for the stock 
redeemed, the stock so redeemed is not 
counted as distributed, sold, ex-
changed, or otherwise disposed of for 
purposes of determining whether 50 
percent or more of the decedent’s inter-
est in a closely held business has been 
distributed, sold, exchanged, or other-
wise disposed of. However, in the case 
described in the preceding sentence the 
interest in the closely held business for 
purposes of applying the rule set forth 
in subparagraph (1) of this paragraph is 
such interest reduced by the propor-
tionate part thereof which the re-
deemed stock represents. The propor-
tionate part of the interest which the 
redeemed stock represents is deter-
mined at the time of the redemption, 
but the reduction in the interest rep-
resented by it relates back to the time 
of the decedent’s death, or the alter-
nate valuation date if an election is 

made under section 2032, for purposes 
of determining whether other distribu-
tions, sales, exchanges, and disposi-
tions of the decedent’s interest in the 
closely held business equal or exceed in 
the aggregate 50 percent of such inter-
est. See example (3) of subparagraph (6) 
of this paragraph for illustration of 
this principle. The rule stated in the 
first sentence of this subparagraph 
does not apply unless after the redemp-
tion, but on or before the date pre-
scribed for payment of the first install-
ment which becomes due after the re-
demption, there is paid an amount of 
estate tax not less than the amount of 
money or other property distributed. 
Where there are a series of section 303 
redemptions, each redemption is treat-
ed separately and the failure of one re-
demption to qualify under the rule 
stated in the first sentence of this sub-
paragraph does not necessarily mean 
that another redemption will not qual-
ify. 

(6) The application of this paragraph 
may be illustrated by the following ex-
amples, in each of which the executor 
elected to pay the tax in installments: 

Example (1). The decedent died on October 
1, 1957. He owned 8,000 of the 12,000 shares of 
D Corporation outstanding at the time of his 
death and 3,000 of the 5,000 shares of E Cor-
poration outstanding at that time. The D 
Corporation stock was included in the gross 
estate at $50 per share, or a total of $400,000. 
The E Corporation stock was included in the 
gross estate at $100 per share, or a total of 
$300,000. On November 1, 1958, the executor 
sold the 3,000 shares of E Corporation and on 
February 1, 1959, he sold 1,000 shares of D 
Corporation. Since the decedent’s shares of D 
Corporation and E Corporation together con-
stituted the interest in a closely held busi-
ness, the value of such interest was $700,000 
($400,000 plus $300,000) and the D Corporation 
stock represented 400,000/700,000 thereof and 
the E Corporation stock represented 300,000/ 
700,000 thereof. While the sale of 3,000 shares 
of E Corporation on November 1, 1958, was a 
sale of the decedent’s entire interest in E 
Corporation and a sale of more than 50 per-
cent of the outstanding stock of E Corpora-
tion, nevertheless it constituted a sale of 
only 300,000/700,000 of the interest in the 
closely held business. The sale of 1,000 shares 
of D Corporation stock on February 1, 1959, 
represented a sale of 50,000/700,000 of the in-
terest in the closely held business. The nu-
merator of $50,000 is determined as follows: 
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1,000 (shares sold) ÷ 8,000 (shares owned) × 
$400,000 (value of shares owned, as included 
in gross estate) 

Taken together the two sales represented a 
sale of 50 percent (350,000/700,000) of the inter-
est in the closely held business. Therefore, as 
of February 1, 1959 (the date of the sale of 
1,000 shares of E Corporation), 50 percent or 
more in value of the interest in the closely 
held business is considered as distributed, 
sold, exchanged, or otherwise disposed of. 

Example (2). The decedent died on Sep-
tember 1, 1958. The interest owned by him in 
a closely held business consisted of 100 
shares of the M Corporation. On February 1, 
1959, in a section 303 redemption, 20 shares 
were redeemed for cash and an amount 
equivalent to the proceeds was paid on the 
Federal estate tax before the date of the next 
installment. On July 1, 1959, the executor 
sold 40 of the remaining shares of the stock. 
The section 303 redemption is not considered 
to be a distribution, sale, exchange, or other 
disposition of the portion of the interest rep-
resented by the 20 shares redeemed. As a re-
sult of the section 303 redemption the re-
maining 80 shares represent the decedent’s 
entire interest in the closely held business 
for purposes of determining whether in the 
aggregate 50 percent or more of the interest 
in the closely held business has been distrib-
uted, sold, exchanged, or otherwise disposed 
of. The sale on July 1, 1959, of the 40 shares 
represents a sale of 50 percent of the interest 
in the closely held business. 

Example (3). The facts are the same as in 
example (2) except that the 40 shares were 
sold on December 1, 1958 (before the section 
303 redemption was made) instead of on July 
1, 1959 (after the section 303 redemption was 
made). The sale of the 40 shares in December 
represents, as of that date, a sale of 40 per-
cent of the interest in the closely held busi-
ness. However, the section 303 redemption of 
20 shares does not count as a distribution, 
sale, exchange, or other disposition of the in-
terest, but it does reduce the interest to 80 
shares (100 shares less 20 shares redeemed) 
for purposes of determining whether other 
distributions, sales, exchanges, and disposi-
tions in the aggregate equal or exceed 50 per-
cent of the interest in the closely held busi-
ness. Since the reduction of the interest to 80 
shares relates back to the time of the dece-
dent’s death, or the alternate valuation date 
if an election is made under section 2032, the 
sale of the 40 shares, as recomputed rep-
resents a sale of 50 percent of the interest. 
However, since the sale of the 40 shares did 
not represent a sale of 50 percent of the in-
terest until the section 303 distribution was 
made, February 1, 1959 (the date of the sec-
tion 303 distribution) is considered the date 
on which 50 percent of the interest was dis-
tributed, sold, exchanged, or otherwise dis-
posed of. 

(f) Information to be furnished by ex-
ecutor. (1) If the executor acquires 
knowledge of the happening of any 
transaction described in paragraph (d) 
or (e) of this section which, in his opin-
ion, standing alone or when taken to-
gether with other transactions of 
which he has knowledge, would result 
in— 

(i) Aggregate withdrawals of money 
or other property from the trade or 
business equal to or exceeding 50 per-
cent of the value of the entire trade or 
business, or 

(ii) Aggregate distributions, sales, ex-
changes, and other dispositions equal 
to or exceeding 50 percent of the inter-
est in the closely held business which 
was included in the gross estate, the 
executor shall so notify the district di-
rector, in writing, within 30 days of ac-
quiring such knowledge. 

(2) On the date fixed for payment of 
each installment of tax (determined 
without regard to any extension of 
time for the payment thereof), other 
than the final installment, the execu-
tor shall furnish the district director, 
in writing, with either— 

(i) A complete disclosure of all trans-
actions described in paragraphs (d) and 
(e) of this section of which he has 
knowledge and which have not pre-
viously been made known by him to 
the district director, or 

(ii) A statement that to the best 
knowledge of the executor all trans-
actions described in paragraphs (d) and 
(e) of this section which have occurred 
have not produced a result described in 
subparagraph (1) (i) or (ii) of this para-
graph. 

(3) The district director may require 
the submission of such additional in-
formation as is deemed necessary to es-
tablish the estate’s right to continue 
payment of the tax in installments. 

[T.D. 6522, 25 FR 13888, Dec. 29, 1960. Redesig-
nated by T.D. 7710, 45 FR 50745, July 31, 1980] 

§ 20.6166A–4 Special rules applicable 
where due date of return was be-
fore September 3, 1958. 

(a) In general. Section 206(f) of the 
Small Business Tax Revision Act of 
1958 (72 Stat. 1685) provides that section 
6166(i) of the Code shall apply in cases 
where the decedent died after August 
16, 1954, but only if the date for filing 
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the estate tax return (including exten-
sions thereof) expired before September 
3, 1958. Therefore, the privilege of pay-
ing the estate tax in installments as 
described in §§ 20.6166–1 through 20.6166– 
3 is available also in cases where the 
due date of the return is before Sep-
tember 3, 1958, but under somewhat dif-
ferent circumstances. These differences 
are explained in paragraphs (b) through 
(e) of this section. Therefore except as 
otherwise provided in paragraphs (b) 
through (e) of this section, the regula-
tions contained in §§ 20.6166–1 through 
20.6166–3 apply also in cases where the 
due date of the return is before Sep-
tember 3, 1958. See § 20–6075–1 for the 
due date of the return. The value of the 
gross estate as determined for purposes 
of a deficiency in tax assessed after 
September 2, 1958, and the value at 
which the interest in the closely held 
business, to which the election applies, 
is included in such value of the gross 
estate are used in ascertaining whether 
an estate coming within the purview of 
section 6166(i) and this section satisfies 
the percentage requirements as to 
qualification set forth in section 
6166(a). 

(b) Tax to which election applies. In a 
case where the due date of the return 
was before September 3, 1958, an elec-
tion to pay estate tax in installments 
does not apply to the tax shown on the 
return nor to a deficiency in tax as-
sessed before that date. It does apply to 
a deficiency in tax assessed after Sep-
tember 2, 1958, unless the deficiency is 
due to negligence, to intentional dis-
regard of rules and regulations, or to 
fraud with intent to evade tax. The 
amount of the deficiency which may be 
paid in installments shall not exceed 
that proportion of the total tax (in-
cluding the deficiency) which is deter-
mined by applying thereto the ratio set 
forth in paragraph (b) of § 20.6166–1. See 
paragraph (c) of this section for the 
method of prorating the deficiency to 
the installments. 

(c) Proration of deficiency to install-
ments. The deficiency in tax which may 
be paid in installments is prorated to 
the installments which would have 
been due if the provisions of section 
6166(a) had applied to the tax shown on 
the return and if an election had been 
timely made at the time the estate tax 

return was filed. The part of the defi-
ciency so prorated to any installment 
the date for payment of which would 
have arrived before the election is 
made shall be paid at the time the elec-
tion is made. The portion of the defi-
ciency so prorated to installments the 
date for payment of which would not 
have arrived before the election is 
made shall be paid at the time such in-
stallments would have been due if such 
an election had been made. 

(d) Notice of election. The notice of 
election to pay the deficiency in in-
stallments shall be filed with the dis-
trict director not later than 60 days 
after issuance of notice and demand by 
the district director for payment of the 
deficiency. The number of installments 
in which the executor elects to pay the 
deficiency includes those installments 
the dates for payment of which would 
have arrived within the meaning of 
paragraph (c) of this section. See para-
graph (e)(2) of § 20.6166–1 for further in-
formation relative to the notice of 
election. 

(e) Undistributed income of estate. In 
any case where the due date of the es-
tate tax return was before September 3, 
1958, the provisions of paragraph (b) of 
§ 20.6166–3 (providing for acceleration of 
payment of estate tax by amount of es-
tate’s undistributed net income for any 
taxable year after its fourth taxable 
year) shall not apply with respect to 
the estate’s undistributed net income 
for any taxable year ending before Jan-
uary 1, 1960. 

[T.D. 6522, 25 FR 13891, Dec. 29, 1960. Redesig-
nated by T.D. 7710, 45 FR 50745, July 31, 1980] 

§ 20.6302–1 Voluntary payments of es-
tate taxes by electronic funds trans-
fer. 

Any person may voluntarily remit by 
electronic funds transfer any payment 
of tax to which this part 20 applies. 
Such payment must be made in accord-
ance with procedures prescribed by the 
Commissioner. 

[T.D. 8828, 64 FR 37676, July 13, 1999] 

§ 20.6314–1 Duplicate receipts for pay-
ment of estate taxes. 

The internal revenue officer with 
whom the estate tax return is filed 
will, upon request, give to the person 
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paying the tax duplicate receipts, ei-
ther of which will be sufficient evi-
dence of such payment and entitle the 
executor to be credited with the 
amount by any court having jurisdic-
tion to audit or settle his accounts. 

[T.D. 7238, 37 FR 28724, Dec. 29, 1972] 

§ 20.6321 Statutory provisions; lien for 
taxes. 

SEC. 6321. Lien for taxes. If any person liable 
to pay any tax neglects or refuses to pay the 
same after demand, the amount (including 
any interest, additional amount, addition to 
tax, or assessable penalty, together with any 
costs that may accrue in addition thereto) 
shall be a lien in favor of the United States 
upon all property and rights to property, 
whether real or personal, belonging to such 
person. 

§ 20.6321–1 Lien for taxes. 
For regulations concerning the lien 

for taxes, see § 301.6321–1 of this chapter 
(Regulations on Procedure and Admin-
istration). 

[T.D. 7710, 45 FR 50747, July 31, 1980] 

§ 20.6323–1 Validity and priority 
against certain persons. 

For regulations concerning the valid-
ity of the lien imposed by section 6321 
against certain persons, see 
§§ 301.6323(a)–1 through 301.6323(i)–1 of 
this chapter (Regulations on Procedure 
and Administration). 

[T.D. 7429, 41 FR 35495, Aug. 23, 1976] 

§ 20.6324–1 Special lien for estate tax. 
For regulations concerning the spe-

cial lien for the estate tax, see 
§ 301.6324–1 of this chapter (Regulations 
on Procedure and Administration). 

§ 20.6324A–1 Special lien for estate tax 
deferred under section 6166 or 
6166A. 

(a) In general. If the executor of an 
estate of a decedent dying after Decem-
ber 31, 1976, makes an election under 
section 6166 or 6166A (as in effect prior 
to its repeal by the Economic Recovery 
Tax Act of 1981) to defer the payment 
of estate tax, the executor may make 
an election under section 6324A. An 
election under section 6324A will cause 
a lien in favor of the United States to 
attach to the estate’s section 6166 lien 
property, as defined in paragraph (b)(1) 

of this section. This lien is in lieu of 
the bonds required by sections 2204 and 
6165 and in lieu of any lien under sec-
tion 6324 on the same property with re-
spect to the same estate. The value of 
the property which the district direc-
tor may require under section 6324A as 
section 6166 lien property may not ex-
ceed the sum of the deferred amount 
(as defined in paragraph (e)(1) of this 
section) and the required interest 
amount (as defined in paragraph (e)(2) 
of this section). The unpaid portion of 
the deferred amount (plus any unpaid 
interest, additional amount, addition 
to tax, assessable penalty, and cost at-
tributable to the deferred amount) 
shall be a lien in favor of the United 
States on the section 6166 lien prop-
erty. See § 301.6324A–1 of this chapter 
(Regulations on Procedure and Admin-
istration) for provisions relating to the 
election of and agreement to the spe-
cial lien for estate tax deferred under 
section 6166 or 6166A (as in effect prior 
to its repeal by the Economic Recovery 
Tax Act of 1981). 

(b) Section 6166 lien property—(1) In 
general. Section 6166 lien property con-
sists of those interests in real and per-
sonal property designated in the agree-
ment referred to in section 6324A (c) 
(see paragraph (b) of § 301.6324A–1 of 
this chapter). An interest in property 
may be designated as section 6166 lien 
property only to the extent such inter-
est can be expected to survive the de-
ferral period (as defined in paragraph 
(e)(3) of this section). Property des-
ignated, however, need not be property 
included in the decedent’s estate. 

(2) Maximum value of required prop-
erty. The fair market value of the prop-
erty required by the district director to 
be designated as section 6166 lien prop-
erty with respect to any estate shall 
not be greater than the sum of the de-
ferred amount and the required inter-
est amount, as these terms are defined 
in paragraphs (e) (1) and (2) of this sec-
tion. However, the parties to the agree-
ment referred to in section 6324A (c) 
may voluntarily designate property 
having a fair market value in excess of 
that sum. The fair market value of the 
section 6166 lien property shall be de-
termined as of the date prescribed in 
section 6151(a) (without regard to any 
extension) for payment of the estate 
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tax. Such value must take into account 
any encumbrance on the property (such 
as a mortgage or a lien under section 
6324B). 

(3) Additional lien property may be re-
quired. If, at any time, the unpaid por-
tion of the deferred amount and the re-
quired interest amount exceeds the fair 
market value of the section 6166 lien 
property, the district director may re-
quire the addition of property to the 
agreement in an amount up to such ex-
cess. When additional property is re-
quired, the district director shall make 
notice and demand upon the agent des-
ignated in the agreement setting forth 
the amount of additional property re-
quired. Property having the required 
value (or other security equal to the 
required value must be added to the 
agreement within 90 days after notice 
and demand from the district director. 
Failure to comply with the demand 
within the 90-day period shall be treat-
ed as an act accelerating payment of 
installments under section 6166(g) or 
6166A(h) (as in effect prior to its repeal 
by the Economic Recovery Tax Act of 
1981). 

(4) Partial substitution of bond. See 
paragraph (c) of § 301.6324A–1 of this 
chapter for rules relating to the partial 
substitution of a bond for the lien 
where the value of property designated 
as section 6166 lien property is less 
than the amount of unpaid estate tax 
plus interest. 

(c) Special rules—(1) Period of lien. The 
lien under section 6324A arises at the 
earlier of the date— 

(i) The executor is discharged from 
liability under section 2204; or 

(ii) Notice of lien is filed in accord-
ance with § 301.6323(f)–1 of this chapter. 
The section 6324A lien continues until 
the liability for the deterred amount is 
satisfied or becomes unenforceable by 
reason of lapse of time. The provisions 
of § 301.6325–1(c), relating to release of 
lien or discharge of property, shall 
apply to this paragraph (c)(1). 

(2) Requirement that lien be filed. The 
lien imposed by section 6324A is not 
valid against a purchaser (as defined in 
paragraph (f) of § 301.6323(h)–1), holder 
of a security interest (as defined in 
paragraph (a) of § 301.6323(h)–1), me-
chanic’s lienor (as defined in paragraph 
(b) of § 301.6323(h)–1), or judgment lien 

creditor (as defined in paragraph (g) of 
§ 301.6323(h)–1) until notice of the lien is 
filed. Once filed, the notice of lien re-
mains effective without being refiled. 

(3) Priorities. Although a notice of 
lien under section 6324A had been prop-
erly filed, that lien is not valid— 

(i) To the extent provided in section 
6323(b)(6), relating to real property tax 
and special assessment liens, regardless 
of whether such liens came into exist-
ence before or after the filing of the no-
tice of Federal tax lien; 

(ii) In the case of any real property 
subject to a lien for repair or improve-
ment, as against a mechanic’s lienor, 
whether or not such lien came into ex-
istence before or after the notice of tax 
lien was filed; and 

(iii) As against any security interest 
set forth in section 6323(c)(3), relating 
to real property construction or im-
provement financing agreements, re-
gardless whether such security interest 
came into existence before or after fil-
ing of the notice of tax lien. 
However, paragraphs (c)(3) (ii) and (iii) 
of this section shall not apply to any 
security interest that came into exist-
ence after the date of filing of notice 
(in a manner similar to a notice filed 
under section 6323(f)) that payment of 
the deferred amount has been acceler-
ated under section 6166(g) or 6166A(h) 
(as in effect prior to its repeal by the 
Economic Recovery Tax Act of 1981). 

(d) Release or discharge of lien. For 
rules relating to release of the lien im-
posed by section 6324A or discharge of 
the section 6166 lien property, see sec-
tion 6325 and § 301.6325–1 of this chapter. 

(e) Definitions. For purposes of sec-
tion 6324A of this section— 

(1) Deferred amount. The deferred 
amount is the aggregate amount of es-
tate tax deferred under section 6166 or 
6166A (as in effect prior to its repeal by 
the Economic Recovery Tax Act of 
1981) determined as of the date pre-
scribed by section 6151(a) for payment 
of the estate tax. 

(2) Required interest amount. The re-
quired interest amount is the aggre-
gate amount of interest payable over 
the first four years of the deferral pe-
riod. For purposes of computing the re-
quired interest amount, the interest 
rate prescribed by section 6621 in effect 
on the date prescribed by section 
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6151(a) for payment of the estate tax 
shall be used for computing the inter-
est for the first four years of the defer-
ral period. The 4-percent interest rate 
prescribed by section 6601(j) shall apply 
to the extent provided in that section. 
For purposes of computing interest 
during deferral periods beginning after 
December 31, 1982, interest shall be 
compounded daily. 

(3) Deferral period. The deferral period 
is the period for which the payment of 
tax is deferred pursuant to the election 
under section 6166 or 6166A (as in effect 
prior to its repeal by the Economic Re-
covery Tax Act of 1981). 

(4) Application of definitions. In the 
case of a deficiency, a separate deferred 
amount, required interest amount, and 
deferral period shall be determined as 
of the due date of the first installment 
after the deficiency is prorated to in-
stallments under section 6166 or 6166A 
(as in effect prior to its repeal by the 
Economic Recovery Tax Act of 1981). 

[T.D. 7941, 49 FR 4468, Feb. 7, 1984] 

§ 20.6324B–1 Special lien for additional 
estate tax attributable to farm, etc., 
valuation. 

(a) General rule. In the case of an es-
tate of a decedent dying after Decem-
ber 31, 1976, which includes any interest 
in qualified real property, if the execu-
tor elects to value part or all of such 
property pursuant to section 2032A, a 
lien arises in favor of the United States 
on the property to which the election 
applies. The lien is in the amount equal 
to the adjusted tax difference attrib-
utable to such interest (as defined by 
section 2032A(c)(2)(B)). The term 
‘‘qualified real property’’ means quali-
fied real property as defined in section 
2032A(b), qualified replacement prop-
erty within the meaning of section 
2032A(h)(3)(B), and qualified exchange 
property within the meaning of section 
2032A(i)(3). The rules set forth in the 
regulations under section 2032A shall 
apply in determining whether this sec-
tion is applicable to otherwise quali-
fied real property held by a partner-
ship, corporation or trust. 

(b) Period of lien. The lien shall arise 
at the time the executor files an elec-
tion under section 2032A. It shall re-
main in effect until one of the fol-
lowing occurs: 

(1) The liability for the additional es-
tate tax under section 2032A(c) with re-
spect to such interest has been satis-
fied; or 

(2) Such liability has become unen-
forceable by reason of lapse of time; or 

(3) The district director is satisfied 
that no further liability for additional 
estate tax with respect to such interest 
may arise under section 2032A(c), i.e., 
the required time period has elapsed 
since the decedent’s death without the 
occurrence of an event described in sec-
tion 2032A(c)(1), or the qualified heir 
(as defined in section 2032A(e)(1)) had 
died. 
For procedures regarding the release or 
subordination of liens or discharge of 
property from liens, see § 301.6325–1 of 
this chapter (Regulations on Procedure 
and Administration). 

(c) Substitution of security for lien. The 
district director may, upon written ap-
plication of the qualified heir (as de-
fined in section 2032A(e) (1)) acquiring 
any interest in qualified real property 
to which a lien imposed by section 
6324B attaches, issue a certificate of 
discharge of any or all property subject 
to such lien, after receiving a bond or 
other security in an amount or value 
determined by the district director as 
sufficient security for the maximum 
potential liability for additional estate 
tax with respect to such interest. Any 
bond shall be in the form and with the 
security prescribed in § 301.7101–1 of 
this chapter. 

(d) Special rules. The rules set forth in 
section 6324A(d) (1), (3), and (4), and the 
regulations thereunder, shall apply 
with respect to a lien imposed by sec-
tion 6324B as if it were a lien imposed 
by section 6324A. 

[T.D. 7847, 47 FR 50856, Nov. 10, 1982] 

§ 20.6325–1 Release of lien or partial 
discharge of property; transfer cer-
tificates in nonresident estates. 

(a) A transfer certificate is a certifi-
cate permitting the transfer of prop-
erty of a nonresident decedent without 
liability. Except as provided in para-
graph (b) of this section, no domestic 
corporation or its transfer agent 
should transfer stock registered in the 
name of a non-resident decedent (re-
gardless of citizenship) except such 
shares which have been submitted for 
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transfer by a duly qualified executor or 
administrator who has been appointed 
and is acting in the United States, 
without first requiring a transfer cer-
tificate covering all of the decedent’s 
stock of the corporation and showing 
that the transfer may be made without 
liability. Corporations, transfer agents 
of domestic corporations, transfer 
agents of foreign corporations (except 
as to shares held in the name of a non-
resident decedent not a citizen of the 
United States), banks, trust compa-
nies, or other custodians in actual or 
constructive possession of property, of 
such a decedent can insure avoidance 
of liability for taxes and penalties only 
by demanding and receiving transfer 
certificates before transfer of property 
of nonresident decedents. 

(b)(1) Subject to the provisions of 
paragraph (b)(2) of this section— 

(i) In the case of a nonresident not a 
citizen of the United States dying on or 
after January 1, 1977, a transfer certifi-
cate is not required with respect to the 
transfer of any property of the dece-
dent if the value on the date of death of 
that part of the decedent’s gross estate 
situated in the United States did not 
exceed the lesser of $60,000 or $60,000 re-
duced by the adjustments, if any, re-
quired by section 6018(a)(4) for certain 
taxable gifts made by the decedent and 
for the aggregate amount of certain 
specific exemptions. 

(ii) In the case of a nonresident not a 
citizen of the United States dying on or 
after November 14, 1966, a transfer cer-
tificate is not required with respect to 
the transfer before June 24, 1981 of any 
property of the decedent if the value on 
the date of death of that part of the de-
cedent’s gross estate situated in the 
United States did not exceed $30,000. 

(2)(i) If the transfer of the estate is 
subject to the tax imposed by section 
2107(a) (relating to expatriation to 
avoid tax), any amounts which are in-
cludible in the decedent’s gross estate 
under section 2107(b) must be added to 
the date of death value of the dece-
dent’s gross estate situated in the 
United States to determine the value 
on the date of death of the decedent’s 
gross estate for purposes of paragraph 
(b)(1) of this section. 

(ii) If the transfer of the estate is 
subject to tax pursuant to a Presi-

dential proclamation made under sec-
tion 2108(a) (relating to Presidential 
proclamations of the application of 
pre-1967 estate tax provisions), a trans-
fer certificate is not required with re-
spect to the transfer of any property of 
the decedent if the value on the date of 
death of that part of the decedent’s 
gross estate situated in the United 
States did not exceed $2,000. 

(3) A corporation, transfer agent, 
bank, trust company, or other custo-
dian will not incur liability for a trans-
fer of the decedent’s property without 
a transfer certificate if the corporation 
or other person, having no information 
to the contrary, first receives from the 
executor or other responsible person, 
who may be reasonably regarded as in 
possession of the pertinent facts, a 
statement of the facts relating to the 
estate showing that the sum of the 
value on the date of the decedent’s 
death of that part of his gross estate 
situated in the United States, and, if 
applicable, any amounts includible in 
his gross estate under section 2107(b), is 
such an amount that, pursuant to the 
provisions of paragraph (b) (1) and (2) of 
this section, a transfer certificate is 
not required. 

(4) For the determination of the gross 
estate situated in the United States, 
see §§ 20.2103–1 and 20.2104–1. 

(c) A transfer certificate will be 
issued by the service center director or 
the district director when he is satis-
fied that the tax imposed upon the es-
tate, if any, has been fully discharged 
or provided for. The tax will be consid-
ered fully discharged for purposes of 
the issuance of a transfer certificate 
only when investigation has been com-
pleted and payment of the tax, includ-
ing any deficiency finally determined, 
has been made. If the tax liability has 
not been fully discharged, transfer cer-
tificates may be issued permitting the 
transfer of particular items of property 
without liability upon the filing with 
the district director of such security as 
he may require. No transfer certificate 
is required in an estate of a resident 
decedent. Further, in the case of an es-
tate of a nonresident decedent (regard-
less of citizenship) a transfer certifi-
cate is not required with respect to 
property which is being administered 
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by an executor or administrator ap-
pointed, qualified, and acting within 
the United States. For additional regu-
lations under section 6325, see 
§ 301.6325–1 of this chapter (Regulations 
on Procedure and Administration). 

[T.D. 6296, 23 FR 4529, June 24, 1958; 25 FR 
14021, Dec. 31, 1960, as amended by T.D. 7296, 
38 FR 34201, Dec. 12, 1973; T.D. 7302, 39 FR 796, 
Jan. 3, 1974; T.D. 7825, 47 FR 35189, Aug. 13, 
1982] 

§ 20.6601–1 Interest on underpayment, 
nonpayment, or extensions of time 
for payment, of tax. 

For regulations concerning interest 
on underpayments, etc., see § 301.6601–1 
of this chapter (Regulations on Proce-
dure and Administration). 

§ 20.6905–1 Discharge of executor from 
personal liability for decedent’s in-
come and gift taxes. 

For regulations concerning the dis-
charge of an executor from personal li-
ability for a decedent’s income and gift 
taxes, see § 301.6905–1 of this chapter 
(Regulations on Procedure and Admin-
istration). 

[T.D. 7238, 37 FR 28725, Dec. 29, 1972] 

§ 20.7101–1 Form of bonds. 
See paragraph (b) of § 20.6165–1 for 

provisions relating to the bond re-
quired in any case in which the pay-
ment of the tax attributable to a rever-
sionary or remainder interest has been 
postponed under the provisions of 
§ 20.6163–1. For further provisions relat-
ing to bonds, see § 20.6165–1 of these reg-
ulations and the regulations under sec-
tion 7101 contained in part 301 of this 
chapter (Regulations on Procedure and 
Administration). 

[T.D. 6600, 27 FR 4987, May 29, 1962] 

GENERAL ACTUARIAL VALUATIONS 

SOURCE: Sections 20.7520–1 through 20.7520– 
4 appear at T.D. 8540, 59 FR 30170, June 10, 
1994, unless otherwise noted. 

§ 20.7520–1 Valuation of annuities, 
unitrust interests, interests for life 
or term of years, and remainder or 
reversionary interests. 

(a) General actuarial valuations. (1) 
Except as otherwise provided in this 
section and in § 20.7520–3 (relating to 

exceptions to the use of prescribed ta-
bles under certain circumstances), in 
the case of estates of decedents with 
valuation dates after April 30, 1989, the 
fair market value of annuities, inter-
ests for life or for a term of years (in-
cluding unitrust interests), remainders, 
and reversions is their present value 
determined under this section. See 
§ 20.2031–7(d) (and, for certain prior pe-
riods, § 20.2031–7A) of this chapter for 
the computation of the value of annu-
ities, unitrust interests, life estates, 
terms of years, remainders, and rever-
sions, other than interests described in 
paragraphs (a)(2) and (a)(3) of this sec-
tion. 

(2) In the case of a transfer to a 
pooled income fund with a valuation 
date after April 30, 1999, see § 1.642(c)– 
6(e) (or, for certain prior periods, 
§ 1.642(c)–6A of this chapter) of this 
chapter with respect to the valuation 
of the remainder interest. 

(3) In the case of a transfer to a char-
itable remainder annuity trust with a 
valuation date after April 30, 1989, see 
§ 1.664–2 of this chapter with respect to 
the valuation of the remainder inter-
est. See § 1.664–4 of this chapter with re-
spect to the valuation of the remainder 
interest in property transferred to a 
charitable remainder unitrust. 

(b) Components of valuation—(1) Inter-
est rate component—(i) Section 7520 Inter-
est rate. The section 7520 interest rate 
is the rate of return, rounded to the 
nearest two-tenths of one percent, that 
is equal to 120 percent of the applicable 
Federal mid-term rate, compounded 
annually, for purposes of section 
1274(d)(1), for the month in which the 
valuation date falls. In rounding the 
rate to the nearest two-tenths of a per-
cent, any rate that is midway between 
one two-tenths of a percent and an-
other is rounded up to the higher of 
those two rates. For example, if 120 
percent of the applicable Federal mid- 
term rate is 10.30, the section 7520 in-
terest rate component is 10.4. The sec-
tion 7520 interest rate is published 
monthly by the Internal Revenue Serv-
ice in the Internal Revenue Bulletin 
(See § 601.601(d)(2)(ii)(b) of this chapter). 

(ii) Valuation date. Generally, the 
valuation date is the date on which the 
transfer takes place. For estate tax 
purposes, the valuation date is the date 
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of the decedent’s death, unless the ex-
ecutor elects the alternate valuation 
date in accordance with section 2032, in 
which event, and under the limitations 
prescribed in section 2032 and the regu-
lations thereunder, the valuation date 
is the alternate valuation date. For 
special rules in the case of charitable 
transfers, see § 20.7520–2. 

(2) Mortality component. The mor-
tality component reflects the mor-
tality data most recently available 
from the United States Census. As new 
mortality data becomes available after 
each decennial census, the mortality 
component described in this section 
will be revised periodically and the 
mortality component tables will be 
published in the regulations at that 
time. For decedents’ estates with valu-
ation dates after April 30, 1999, the 
mortality component table (Table 
90CM) is included in § 20.2031–7(d)(7). 
See § 20.2031–7A for mortality compo-
nent tables applicable to decedent’s es-
tates with valuation dates before May 
1, 1999. 

(c) Tables. The present value on the 
valuation date of an annuity, life es-
tate, term of years, remainder, or re-
version is computed by using the sec-
tion 7520 interest rate component that 
is described in paragraph (b)(1) of this 
section and the mortality component 
that is described in paragraph (b)(2) of 
this section. Actuarial factors for de-
termining these present values are in-
cluded in tables in these regulations 
and in publications by the Internal 
Revenue Service. If a special factor is 
required in order to value an interest, 
the Internal Revenue Service will fur-
nish the factor upon a request for a rul-
ing. The request for a ruling must be 
accompanied by a recitation of the 
facts, including the date of birth for 
each measuring life and copies of rel-
evant instruments. A request for a rul-
ing must comply with the instructions 
for requesting a ruling published peri-
odically in the Internal Revenue Bul-
letin (see Rev. Proc. 94–1, 1994–1 I.R.B. 
10, and the first Rev. Proc. published 
each year, and §§ 601.201 and 
601.601(d)(2)(ii)(b) of this chapter) and 
include payment of the required user 
fee. 

(1) Regulation sections containing ta-
bles with interest rates between 4.2 and 14 

percent for valuation dates after April 30, 
1999. Section 1.642(c)–6(e)(6) of this 
chapter contains Table S used for de-
termining the present value of a single 
life remainder interest in a pooled in-
come fund as defined in § 1.642(c)–5 of 
this chapter. See § 1.642(c)–6A of this 
chapter for single life remainder fac-
tors applicable to valuation dates be-
fore May 1, 1999. Section 1.664–4(e)(6) of 
this chapter contains Table F (payout 
factors) and Table D (actuarial factors 
used in determining the present value 
of a remainder interest postponed for a 
term of years). Section 1.664–4(e)(7) of 
this chapter contains Table U(1) 
(unitrust single life remainder factors). 
These tables are used in determining 
the present value of a remainder inter-
est in a charitable remainder unitrust 
as defined in § 1.664–3 of this chapter. 
See § 1.664–4A of this chapter for 
unitrust single life remainder factors 
applicable to valuation dates before 
May 1, 1999. Section 20.2031–(d)(6) con-
tains Table B (actuarial factors used in 
determining the present value of an in-
terest for a term of years), Table K (an-
nuity end-of-interval adjustment fac-
tors), and Table J (term certain annu-
ity beginning-of-interval adjustment 
factors). Section 20.2031–7(d)(7) contains 
Table S (single life remainder factors) 
and Table 90CM (mortality compo-
nents). These tables are used in deter-
mining the present value of annuities, 
life estates, remainders, and rever-
sions. See § 20.2031–7A for single life re-
mainder factors and mortality compo-
nents applicable to valuation dates be-
fore May 1, 1999. 

(2) Internal Revenue Service publica-
tions containing tables with interest rates 
between 2.2 and 22 percent for valuation 
dates after April 30, 1999. The following 
documents are available for purchase 
from the Superintendent of Docu-
ments, United States Government 
Printing Office, Washington, DC 20402: 

(i) Internal Revenue Service Publica-
tion 1457, ‘‘Actuarial Values, Book 
Aleph,’’ (7–1999). This publication in-
cludes tables of valuation factors, as 
well as examples that show how to 
compute other valuation factors, for 
determining the present value of annu-
ities, life estates, terms of years, re-
mainders, and reversions, measured by 
one or two lives. These factors may 
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also be used in the valuation of inter-
ests in a charitable remainder annuity 
trust as defined in § 1.664–2 of this chap-
ter and a pooled income fund as defined 
in § 1.642(c)–5 of this chapter. See 
§ 20.2031–7A for publications containing 
tables for valuation dates before May 1, 
1999. 

(ii) Internal Revenue Service Publi-
cation 1458, ‘‘Actuarial Values, Book 
Beth,’’ (7–1999). This publication in-
cludes term certain tables and tables of 
one and two life valuation factors for 
determining the present value of re-
mainder interests in a charitable re-
mainder unitrust as defined in § 1.664–3 
of this chapter. See § 1.664–4A of this 
chapter for publications containing ta-
bles for valuation dates before May 1, 
1999. 

(iii) Internal Revenue Service Publi-
cation 1459, ‘‘Actuarial Values, Book 
Gimel,’’ (7–1999). This publication in-
cludes tables for computing deprecia-
tion adjustment factors. See § 1.170A–12 
of this chapter. 

(d) Effective date. This section applies 
after April 30, 1989. 

[T.D. 8540, 59 FR 30170, June 10, 1994, as 
amended by T.D. 8819, 64 FR 23222, 23229, Apr. 
30, 1999; T.D. 8886, 65 FR 36939, June 12, 2000] 

§ 20.7520–2 Valuation of charitable in-
terests. 

(a) In general—(1) Valuation. Except 
as otherwise provided in this section 
and in § 20.7520–3 (relating to exceptions 
to the use of prescribed tables under 
certain circumstances), the fair mar-
ket value of annuities, interests for life 
or for a term of years, remainders, and 
reversions for which an estate tax 
charitable deduction is allowable is the 
present value of such interests deter-
mined under § 20.7520–1. 

(2) Prior-month election rule. If any 
part of the property interest trans-
ferred qualifies for an estate tax chari-
table deduction under section 2055 or 
2106, the executor may compute the 
present value of the transferred inter-
est by use of the section 7520 interest 
rate for the month during which the in-
terest is transferred or the section 7520 
interest rate for either of the 2 months 
preceding the month during which the 
interest is transferred. Paragraph (b) of 
this section explains how a prior- 
month election is made. The interest 

rate for the month so elected is the ap-
plicable section 7520 interest rate. If 
the executor elects the alternate valu-
ation date under section 2032 and also 
elects to use the section 7520 interest 
rate for either of the 2 months pre-
ceding the month in which the interest 
is transferred, the month so elected (ei-
ther of the 2 months preceding the 
month in which the alternate valu-
ation date falls) is the valuation date. 
If the actuarial factor for either or 
both of the 2 months preceding the 
month during which the interest is 
transferred is based on a mortality ex-
perience that is different from the mor-
tality experience at the date of the 
transfer and if the executor elects to 
use the section 7520 rate for a prior 
month with the different mortality ex-
perience, the executor must use the ac-
tuarial factor derived from the mor-
tality experience in effect during the 
month of the section 7520 rate elected. 
All actuarial computations relating to 
the transfer must be made by applying 
the interest rate component and the 
mortality component of the month 
elected by the executor. 

(3) Transfers of more than one interest 
in the same property. If a decedent’s es-
tate includes the transfer of more than 
one interest in the same property, the 
executor must, for purposes of valuing 
the transferred interests, use the same 
interest rate and mortality compo-
nents for each interest in the property 
transferred. 

(4) Information required with tax re-
turn. The following information must 
be attached to the estate tax return (or 
be filed subsequently as supplemental 
information to the return) if the estate 
claims a charitable deduction for the 
present value of a temporary or re-
mainder interest in property— 

(i) A complete description of the in-
terest that is transferred, including a 
copy of the instrument of transfer; 

(ii) The valuation date of the trans-
fer; 

(iii) The names and identification 
numbers of the beneficiaries of the 
transferred interest; 

(iv) The names and birthdates of any 
measuring lives, a description of any 
relevant terminal illness condition of 
any measuring life, and (if applicable) 
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an explanation of how any terminal ill-
ness condition was taken into account 
in valuing the interest; and 

(v) A computation of the deduction 
showing the applicable section 7520 in-
terest rate that is used to value the 
transferred interest. 

(5) Place for filing returns. See section 
6091 of the Internal Revenue Code and 
the regulations thereunder for the 
place for filing the return or other doc-
ument required by this section. 

(b) Election of interest rate component— 
(1) Time for making election. An executor 
makes a prior-month election under 
paragraph (a)(2) of this section by at-
taching the information described in 
paragraph (b)(2) of this section to the 
decedent’s estate tax return or by fil-
ing a supplemental statement of the 
election information within 24 months 
after the later of the date the original 
estate tax return was filed or the due 
date for filing the return. 

(2) Manner of making election. A state-
ment that the prior-month election 
under section 7520(a) of the Internal 
Revenue Code is being made and that 
identifies the elected month must be 
attached to the estate tax return (or by 
subsequently filing the statement as 
supplemental information to the re-
turn). 

(3) Revocability. The prior-month 
election may be revoked by filing a 
statement of supplemental information 
within 24 months after the later of the 
date the original return of tax for the 
decedent’s estate was filed or the due 
date for filing the return. The revoca-
tion must be filed in the place referred 
to in paragraph (a)(5) of this section. 

(c) Effective dates. Paragraph (a) of 
this section is effective as of May 1, 
1989. Paragraph (b) of this section is ef-
fective for elections made after June 
10, 1994. 

§ 20.7520–3 Limitation on the applica-
tion of section 7520. 

(a) Internal Revenue Code sections to 
which section 7520 does not apply. Sec-
tion 7520 of the Internal Revenue Code 
does not apply for purposes of: 

(1) Part I, subchapter D of subtitle A 
(section 401 et. seq.), relating to the in-
come tax treatment of certain quali-
fied plans. (However, section 7520 does 
apply to the estate and gift tax treat-

ment of certain qualified plans and for 
purposes of determining excess accu-
mulations under section 4980A); 

(2) Sections 72 and 101(b), relating to 
the income taxation of life insurance, 
endowment, and annuity contracts, un-
less otherwise provided for in the regu-
lations under sections 72, 101, and 1011 
(see, particularly, §§ 1.101– 
2(e)(1)(iii)(b)(2), and 1.1011–2(c), Example 
8); 

(3) Sections 83 and 451, unless other-
wise provided for in the regulations 
under those sections; 

(4) Section 457, relating to the valu-
ation of deferred compensation, unless 
otherwise provided for in the regula-
tions under section 457; 

(5) Sections 3121(v) and 3306(r), relat-
ing to the valuation of deferred 
amounts, unless otherwise provided for 
in the regulations under those sections; 

(6) Section 6058, relating to valuation 
statements evidencing compliance with 
qualified plan requirements, unless 
otherwise provided for in the regula-
tions under section 6058; 

(7) Section 7872, relating to income 
and gift taxation of interest-free loans 
and loans with below-market interest 
rates, unless otherwise provided for in 
the regulations under section 7872; or 

(8) Section 2702(a)(2)(A), relating to 
the value of a nonqualified retained in-
terest upon a transfer of an interest in 
trust to or for the benefit of a member 
of the transferor’s family; and 

(9) Any other sections of the Internal 
Revenue Code to the extent provided 
by the Internal Revenue Service in rev-
enue rulings or revenue procedures. 
(See §§ 601.201 and 601.601 of this chap-
ter). 

(b) Other limitations on the application 
of section 7520—(1) In general—(i) Ordi-
nary beneficial interests. For purposes of 
this section: 

(A) An ordinary annuity interest is the 
right to receive a fixed dollar amount 
at the end of each year during one or 
more measuring lives or for some other 
defined period. A standard section 7520 
annuity factor for an ordinary annuity 
interest represents the present worth 
of the right to receive $1.00 per year for 
a defined period, using the interest rate 
prescribed under section 7520 for the 
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appropriate month. If an annuity inter-
est is payable more often than annu-
ally or is payable at the beginning of 
each period, a special adjustment must 
be made in any computation with a 
standard section 7520 annuity factor. 

(B) An ordinary income interest is the 
right to receive the income from or the 
use of property during one or more 
measuring lives or for some other de-
fined period. A standard section 7520 in-
come factor for an ordinary income in-
terest represents the present worth of 
the right to receive the use of $1.00 for 
a defined period, using the interest rate 
prescribed under section 7520 for the 
appropriate month. 

(C) An ordinary remainder or rever-
sionary interest is the right to receive 
an interest in property at the end of 
one or more measuring lives or some 
other defined period. A standard sec-
tion 7520 remainder factor for an ordi-
nary remainder or reversionary inter-
est represents the present worth of the 
right to receive $1.00 at the end of a de-
fined period, using the interest rate 
prescribed under section 7520 for the 
appropriate month. 

(ii) Certain restricted beneficial inter-
ests. A restricted beneficial interest is an 
annuity, income, remainder, or rever-
sionary interest that is subject to any 
contingency, power, or other restric-
tion, whether the restriction is pro-
vided for by the terms of the trust, 
will, or other governing instrument or 
is caused by other circumstances. In 
general, a standard section 7520 annu-
ity, income, or remainder factor may 
not be used to value a restricted bene-
ficial interest. However, a special sec-
tion 7520 annuity, income, or remain-
der factor may be used to value a re-
stricted beneficial interest under some 
circumstances. See paragraphs (b)(2)(v) 
Example 4 and (b)(4) Example 1 of this 
section, which illustrate situations 
where special section 7520 actuarial 
factors are needed to take into account 
limitations on beneficial interests. See 
§ 20.7520–1(c) for requesting a special 
factor from the Internal Revenue Serv-
ice. 

(iii) Other beneficial interests. If, under 
the provisions of this paragraph (b), 
the interest rate and mortality compo-
nents prescribed under section 7520 are 
not applicable in determining the value 

of any annuity, income, remainder, or 
reversionary interest, the actual fair 
market value of the interest (deter-
mined without regard to section 7520) 
is based on all of the facts and cir-
cumstances if and to the extent per-
mitted by the Internal Revenue Code 
provision applicable to the property in-
terest. 

(2) Provisions of governing instrument 
and other limitations on source of pay-
ment—(i) Annuities. A standard section 
7520 annuity factor may not be used to 
determine the present value of an an-
nuity for a specified term of years or 
the life of one or more individuals un-
less the effect of the trust, will, or 
other governing instrument is to en-
sure that the annuity will be paid for 
the entire defined period. In the case of 
an annuity payable from a trust or 
other limited fund, the annuity is not 
considered payable for the entire de-
fined period if, considering the applica-
ble section 7520 interest rate at the 
valuation date of the transfer, the an-
nuity is expected to exhaust the fund 
before the last possible annuity pay-
ment is made in full. For this purpose, 
it must be assumed that it is possible 
for each measuring life to survive until 
age 110. For example, for a fixed annu-
ity payable annually at the end of each 
year, if the amount of the annuity pay-
ment (expressed as a percentage of the 
initial corpus) is less than or equal to 
the applicable section 7520 interest rate 
at the date of the transfer, the corpus 
is assumed to be sufficient to make all 
payments. If the percentage exceeds 
the applicable section 7520 interest rate 
and the annuity is for a definite term 
of years, multiply the annual annuity 
amount by the Table B term certain 
annuity factor, as described in § 20.7520– 
1(c)(1), for the number of years of the 
defined period. If the percentage ex-
ceeds the applicable section 7520 inter-
est rate and the annuity is payable for 
the life of one or more individuals, 
multiply the annual annuity amount 
by the Table B annuity factor for 110 
years minus the age of the youngest in-
dividual. If the result exceeds the lim-
ited fund, the annuity may exhaust the 
fund, and it will be necessary to cal-
culate a special section 7520 annuity 
factor that takes into account the ex-
haustion of the trust or fund. This 
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computation would be modified, if ap-
propriate, to take into account annu-
ities with different payment terms. See 
§ 25.7520–3(b)(2)(v) Example 5 of this 
chapter, which provides an illustration 
involving an annuity trust that is sub-
ject to exhaustion. 

(ii) Income and similar interests—(A) 
Beneficial enjoyment. A standard section 
7520 income factor for an ordinary in-
come interest may not be used to de-
termine the present value of an income 
or similar interest in trust for a term 
of years, or for the life of one or more 
individuals, unless the effect of the 
trust, will, or other governing instru-
ment is to provide the income bene-
ficiary with that degree of beneficial 
enjoyment of the property during the 
term of the income interest that the 
principles of the law of trusts accord to 
a person who is unqualifiedly des-
ignated as the income beneficiary of a 
trust for a similar period of time. This 
degree of beneficial enjoyment is pro-
vided only if it was the transferor’s in-
tent, as manifested by the provisions of 
the governing instrument and the sur-
rounding circumstances, that the trust 
provide an income interest for the in-
come beneficiary during the specified 
period of time that is consistent with 
the value of the trust corpus and with 
its preservation. In determining wheth-
er a trust arrangement evidences that 
intention, the treatment required or 
permitted with respect to individual 
items must be considered in relation to 
the entire system provided for in the 
administration of the subject trust. 
Similarly, in determining the present 
value of the right to use tangible prop-
erty (whether or not in trust) for one 
or more measuring lives or for some 
other specified period of time, the in-
terest rate component prescribed under 
section 7520 and § 1.7520–1 of this chap-
ter may not be used unless, during the 
specified period, the effect of the trust, 
will or other governing instrument is 
to provide the beneficiary with that de-
gree of use, possession, and enjoyment 
of the property during the term of in-
terest that applicable state law accords 
to a person who is unqualifiedly des-
ignated as a life tenant or term holder 
for a similar period of time. 

(B) Diversions of income and corpus. A 
standard section 7520 income factor for 

an ordinary income interest may not 
be used to value an income interest or 
similar interest in property for a term 
of years, or for one or more measuring 
lives, if— 

(1) The trust, will, or other governing 
instrument requires or permits the 
beneficiary’s income or other enjoy-
ment to be withheld, diverted, or accu-
mulated for another person’s benefit 
without the consent of the income ben-
eficiary; or 

(2) The governing instrument re-
quires or permits trust corpus to be 
withdrawn from the trust for another 
person’s benefit without the consent of 
the income beneficiary during the in-
come beneficiary’s term of enjoyment 
and without accountability to the in-
come beneficiary for such diversion. 

(iii) Remainder and reversionary inter-
ests. A standard section 7520 remainder 
interest factor for an ordinary remain-
der or reversionary interest may not be 
used to determine the present value of 
a remainder or reversionary interest 
(whether in trust or otherwise) unless, 
consistent with the preservation and 
protection that the law of trusts would 
provide for a person who is 
unqualifiedly designated as the re-
mainder beneficiary of a trust for a 
similar duration, the effect of the ad-
ministrative and dispositive provisions 
for the interest or interests that pre-
cede the remainder or reversionary in-
terest is to assure that the property 
will be adequately preserved and pro-
tected (e.g., from erosion, invasion, de-
pletion, or damage) until the remain-
der or reversionary interest takes ef-
fect in possession and enjoyment. This 
degree of preservation and protection 
is provided only if it was the trans-
feror’s intent, as manifested by the 
provisions of the arrangement and the 
surrounding circumstances, that the 
entire disposition provide the remain-
der or reversionary beneficiary with an 
undiminished interest in the property 
transferred at the time of the termi-
nation of the prior interest. 

(iv) Pooled income fund interests. In 
general, pooled income funds are cre-
ated and administered to achieve a spe-
cial rate of return. A beneficial inter-
est in a pooled income fund is not ordi-
narily valued using a standard section 
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7520 income or remainder interest fac-
tor. The present value of a beneficial 
interest in a pooled income fund is de-
termined according to rules and special 
remainder factors prescribed in 
§ 1.642(c)–6 of this chapter and, when ap-
plicable, the rules set forth under para-
graph (b)(3) of this section if the indi-
vidual who is the measuring life is ter-
minally ill at the time of the transfer. 

(v) Examples. The provisions of this 
paragraph (b)(2) are illustrated by the 
following examples: 

Example 1. Unproductive property. A died, 
survived by B and C. B died two years after 
A. A’s will provided for a bequest of corpora-
tion stock in trust under the terms of which 
all of the trust income was paid to B for life. 
After the death of B, the trust terminated 
and the trust property was distributed to C. 
The trust specifically authorized, but did not 
require, the trustee to retain the shares of 
stock. The corporation paid no dividends on 
this stock during the 5 years before A’s 
death and the 2 years before B’s death. There 
was no indication that this policy would 
change after A’s death. Under applicable 
state law, the corporation is considered to be 
a sound investment that satisfies fiduciary 
standards. The facts and circumstances, in-
cluding applicable state law, indicate that B 
did not have the legal right to compel the 
trustee to make the trust corpus productive 
in conformity with the requirements for a 
lifetime trust income interest under applica-
ble local law. Therefore, B’s life income in-
terest in this case is considered nonproduc-
tive. Consequently, B’s income interest may 
not be valued actuarially under this section. 

Example 2. Beneficiary’s right to make trust 
productive. The facts are the same as in Ex-
ample 1, except that the trustee is not spe-
cifically authorized to retain the shares of 
stock. Further, the terms of the trust spe-
cifically provide that B, the life income ben-
eficiary, may require the trustee to make 
the trust corpus productive consistent with 
income yield standards for trusts under ap-
plicable state law. Under that law, the min-
imum rate of income that a productive trust 
may produce is substantially below the sec-
tion 7520 interest rate for the month of A’s 
death. In this case, because B has the right 
to compel the trustee to make the trust pro-
ductive for purposes of applicable local law 
during the beneficiary’s lifetime, the income 
interest is considered an ordinary income in-
terest for purposes of this paragraph, and the 
standard section 7520 life income interest 
factor may be used to determine the present 
value of B’s income interest. 

Example 3. Discretionary invasion of corpus. 
The decedent, A, transferred property to a 
trust under the terms of which all of the 
trust income is to be paid to A’s child for life 

and the remainder of the trust is to be dis-
tributed to a grandchild. The trust author-
izes the trustee without restriction to dis-
tribute corpus to A’s surviving spouse for the 
spouse’s comfort and happiness. In this case, 
because the trustee’s power to invade trust 
corpus is unrestricted, the exercise of the 
power could result in the termination of the 
income interest at any time. Consequently, 
the income interest is not considered an or-
dinary income interest for purposes of this 
paragraph, and may not be valued actuari-
ally under this section. 

Example 4. Limited invasion of corpus. The 
decedent, A, bequeathed property to a trust 
under the terms of which all of the trust in-
come is to be paid to A’s child for life and 
the remainder is to be distributed to A’s 
grandchild. The trust authorizes the child to 
withdraw up to $5,000 per year from the trust 
corpus. In this case, the child’s power to in-
vade trust corpus is limited to an ascertain-
able amount each year. Annual invasions of 
any amount would be expected to progres-
sively diminish the property from which the 
child’s income is paid. Consequently, the in-
come interest is not considered an ordinary 
income interest for purposes of this para-
graph, and the standard section 7520 income 
interest factor may not be used to determine 
the present value of the income interest. 
Nevertheless, the present value of the child’s 
income interest is ascertainable by making a 
special actuarial calculation that would take 
into account not only the initial value of the 
trust corpus, the section 7520 interest rate 
for the month of the transfer, and the mor-
tality component for the child’s age, but also 
the assumption that the trust corpus will de-
cline at the rate of $5,000 each year during 
the child’s lifetime. The child’s right to re-
ceive an amount not in excess of $5,000 per 
year may be separately valued in this in-
stance and, assuming the trust corpus would 
not exhaust before the child would attain 
age 110, would be considered an ordinary an-
nuity interest. 

Example 5. Power to consume. The decedent, 
A, devised a life estate in 3 parcels of real es-
tate to A’s surviving spouse with the remain-
der to a child, or, if the child doesn’t survive, 
to the child’s estate. A also conferred upon 
the spouse an unrestricted power to consume 
the property, which includes the right to sell 
part or all of the property and to use the pro-
ceeds for the spouse’s support, comfort, hap-
piness, and other purposes. Any portion of 
the property or its sale proceeds remaining 
at the death of the surviving spouse is to 
vest by operation of law in the child at that 
time. The child predeceased the surviving 
spouse. In this case, the surviving spouse’s 
power to consume the corpus is unrestricted, 
and the exercise of the power could entirely 
exhaust the remainder interest during the 
life of the spouse. Consequently, the remain-
der interest that is includible in the child’s 
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estate is not considered an ordinary remain-
der interest for purposes of this paragraph 
and may not be valued actuarially under this 
section. 

(3) Mortality component—(i) Terminal 
illness. Except as provided in paragraph 
(b)(3)(ii) of this section, the mortality 
component prescribed under section 
7520 may not be used to determine the 
present value of an annuity, income in-
terest, remainder interest, or rever-
sionary interest if an individual who is 
a measuring life is terminally ill at the 
time of the decedent’s death. For pur-
poses of this paragraph (b)(3), an indi-
vidual who is known to have an incur-
able illness or other deteriorating 
physical condition is considered termi-
nally ill if there is at least a 50 percent 
probability that the individual will die 
within 1 year. However, if the indi-
vidual survives for eighteen months or 
longer after the date of the decedent’s 
death, that individual shall be pre-
sumed to have not been terminally ill 
at the date of death unless the con-
trary is established by clear and con-
vincing evidence. 

(ii) Terminal illness exceptions. In the 
case of the allowance of the credit for 
tax on a prior transfer under section 
2013, if a final determination of the fed-
eral estate tax liability of the trans-
feror’s estate has been made under cir-
cumstances that required valuation of 
the life interest received by the trans-
feree, the value of the property trans-
ferred, for purposes of the credit allow-
able to the transferee’s estate, shall be 
the value determined previously in the 
transferor’s estate. Otherwise, for pur-
poses of section 2013, the provisions of 
paragraph (b)(3)(i) of this section shall 
govern in valuing the property trans-
ferred. The value of a decedent’s rever-
sionary interest under sections 2037(b) 
and 2042(2) shall be determined without 
regard to the physical condition, im-
mediately before the decedent’s death, 
of the individual who is the measuring 
life. 

(iii) Death resulting from common acci-
dents. The mortality component pre-
scribed under section 7520 may not be 
used to determine the present value of 
an annuity, income interest, remainder 
interest, or reversionary interest if the 
decedent, and the individual who is the 

measuring life, die as a result of a com-
mon accident or other occurrence. 

(4) Examples. The provisions of para-
graph (b)(3) of this section are illus-
trated by the following examples: 

Example 1. Terminal illness. The decedent 
bequeaths $1,000,000 to a trust under the 
terms of which the trustee is to pay $103,000 
per year to a charitable organization during 
the life of the decedent’s child. Upon the 
death of the child, the remainder in the trust 
is to be distributed to the decedent’s grand-
child. The child, who is age 60, has been diag-
nosed with an incurable illness, and there is 
at least a 50 percent probability of the child 
dying within 1 year. Assuming the presump-
tion provided for in paragraph (b)(3)(i) of this 
section does not apply, the standard life an-
nuity factor for a person age 60 may not be 
used to determine the present value of the 
charitable organization’s annuity interest 
because there is at least a 50 percent prob-
ability that the child, who is the measuring 
life, will die within 1 year. Instead, a special 
section 7520 annuity factor must be com-
puted that takes into account the projection 
of the child’s actual life expectancy. 

Example 2. Deaths resulting from common ac-
cidents, etc. The decedent’s will establishes a 
trust to pay income to the decedent’s sur-
viving spouse for life. The will provides that, 
upon the spouse’s death or, if the spouse fails 
to survive the decedent, upon the decedent’s 
death the trust property is to pass to the de-
cedent’s children. The decedent and the dece-
dent’s spouse die simultaneously in an acci-
dent under circumstances in which it was 
impossible to determine who survived the 
other. Even if the terms of the will and ap-
plicable state law presume that the decedent 
died first with the result that the property 
interest is considered to have passed in trust 
for the benefit of the spouse for life, after 
which the remainder is to be distributed to 
the decedent’s children, the spouse’s life in-
come interest may not be valued by use of 
the mortality component described under 
section 7520. The result would be the same 
even if it was established that the spouse 
survived the decedent. 

(5) Additional limitations. Section 7520 
does not apply to the extent as may 
otherwise be provided by the Commis-
sioner. 

(c) Effective date. Section § 20.7520–3(a) 
is effective as of May 1, 1989. The provi-
sions of paragraph (b) of this section 
are effective with respect to estates of 
decedents dying after December 13, 
1995. 

[T.D. 8540, 59 FR 30170, June 10, 1994, as 
amended by T.D. 8630, 60 FR 63916, Dec. 13, 
1995] 
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§ 20.7520–4 Transitional rules. 
(a) Reliance. If the valuation date is 

after April 30, 1989, and before June 10, 
1994, an executor can rely on Notice 89– 
24, 1989–1 C.B. 660, or Notice 89–60, 1989– 
1 C.B. 700 (See § 601.601(d)(2)(ii)(b) of 
this chapter), in valuing the trans-
ferred interest. 

(b) Effective date. This section is ef-
fective as of May 1, 1989. 

PART 22—TEMPORARY ESTATE TAX 
REGULATIONS UNDER THE ECO-
NOMIC RECOVERY TAX ACT OF 
1981 

AUTHORITY: 26 U.S.C. 7805. 

§ 22.0 Certain elections under the Eco-
nomic Recovery Tax Act of 1981. 

(a) Election of special rules for wood-
lands—(1) In general. This paragraph 
applies to the election of special rules 
for woodlands under section 
2032A(e)(13) of the Code, as added by 
section 421(h) of the Economic Recov-
ery Tax Act of 1981. The executor shall 
make this election for an estate by at-
taching to the estate tax return a 
statement that— 

(i) Contains the decedent’s name and 
taxpayer identification number as they 
appear on the estate tax return, 

(ii) Identifies the election as an elec-
tion under section 2032A(e)(13) of the 
Code, 

(iii) Specifies the property with re-
spect to which the election is made, 
and 

(iv) Provides all information nec-
essary to show that the executor is en-
titled to make the election. 

(2) Additional information required. If 
later regulations issued under section 
2032A(e)(13) require the executor to fur-
nish information in addition to that re-
quired under paragraph (a)(1) of this 
section and an office of the Internal 
Revenue Service requests the executor 
to furnish the additional information, 
the executor shall furnish the addi-
tional information in a statement filed 
with that office of the Internal Rev-
enue Service within 60 days after the 
request is made. The statement shall 
also contain the information required 
by paragraphs (a)(1) (i), (ii), and (iii) of 
this section. If the additional informa-

tion is not provided within 60 days 
after the request is made, the election 
may, at the discretion of the Commis-
sioner, be held invalid. 

(b) Election of special use valuation for 
qualified real property. This paragraph 
applies to the election of special use 
valuation for qualified real property 
under section 2032A(d)(1) of the Code, 
as amended by section 421(j)(3) of the 
Economic Recovery Tax Act of 1981. 
This election shall be made in the man-
ner prescribed in § 20.2032A–8(a)(3), ex-
cept that the election shall be valid 
even if the estate tax return is not 
timely filed. 

(c) Elections irrevocable. Elections to 
which this section applies may not be 
revoked. 

(d) Effective date. The elections de-
scribed in this section are available 
with respect to the estates of decedents 
dying after 1981. 

[T.D. 7793, 46 FR 54540, Nov. 3, 1981] 

PART 25—GIFT TAX; GIFTS MADE 
AFTER DECEMBER 31, 1954 

GIFT TAX 
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25.2207A–1 Right of recovery of gift taxes in 
the case of certain marital deduction 
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25.2512–1 Valuation of property; in general. 
25.2512–2 Stocks and bonds. 
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25.2512–3 Valuation of interest in busi-
nesses. 

25.2512–4 Valuation of notes. 
25.2512–5 Valuation of annuities, unitrust 

interests, interests for life or term of 
years, and remainder or reversionary in-
terests. 

25.2512–6 Valuation of certain life insurance 
and annuity contracts; valuation of 
shares in an open-end investment com-
pany. 

25.2512–7 Effect of excise tax. 
25.2512–8 Transfers for insufficient consider-

ation. 
25.2513–1 Gifts by husband or wife to third 

party considered as made one-half by 
each. 

25.2513–2 Manner and time of signifying con-
sent. 

25.2513–3 Revocation of consent. 
25.2513–4 Joint and several liability for tax. 
25.2514–1 Transfers under power of appoint-

ment. 
25.2514–2 Powers of appointment created on 

or before October 21, 1942. 
25.2514–3 Powers of appointment created 

after October 21, 1942. 
25.2515–1 Tenancies by the entirety; in gen-

eral. 
25.2515–2 Tenancies by the entirety; trans-

fers treated as gifts; manner of election 
and valuation. 

25.2515–3 Termination of tenancy by the en-
tirety; cases in which entire value of gift 
is determined under section 2515(b). 

25.2515–4 Termination of tenancy by en-
tirety; cases in which none, or a portion 
only, of value of gift is determined under 
section 2515(b). 

25.2516–1 Certain property settlements. 
25.2516–2 Transfers in settlement of support 

obligations. 
25.2518–1 Qualified disclaimers of property; 

in general. 
25.2518–2 Requirements for a qualified dis-

claimer. 
25.2518–3 Disclaimer of less than an entire 

interest. 

ACTUARIAL TABLES APPLICABLE BEFORE MAY 
1, 1999 

25.2512–5A Valuation of annuities, unitrust 
interests, interests for life or term of 
years, and remainder or reversionary in-
terests transferred before May 1, 1999. 

DEDUCTIONS 

25.2519–1 Dispositions of certain life estates. 
25.2519–2 Effective date. 
25.2521–1 Specific exemption. 
25.2522(a)–1 Charitable and similar gifts; 

citizens or residents. 
25.2522(a)–2 Transfers not exclusively for 

charitable, etc., purposes in the case of 
gifts made before August 1, 1969. 

25.2522(b)–1 Charitable and similar gifts; 
nonresidents not citizens. 

25.2522(c)–1 Disallowance of charitable, etc., 
deductions because of ‘‘prohibited trans-
actions’’ in the case of gifts made before 
January 1, 1970. 

25.2522(c)–2 Disallowance of charitable, etc., 
deductions in the case of gifts made after 
December 31, 1969. 

25.2522(c)–3 Transfers not exclusively for 
charitable, etc., purposes in the case of 
gifts made after July 31, 1969. 

25.2522(c)–4 Disallowance of double deduc-
tion in the case of qualified terminable 
interest property. 

25.2522(d)–1 Additional cross references. 
25.2523(a)–1 Gift to spouse; in general. 
25.2523(b)–1 Life estate or other terminable 

interest. 
25.2523(c)–1 Interest in unidentified assets. 
25.2523(d)–1 Joint interests. 
25.2523(e)–1 Marital deduction; life estate 

with power of appointment in donee 
spouse. 

25.2523(f)–1 Election with respect to life es-
tate transferred to donee spouse. 

25.2523(g)–1 Special rule for charitable re-
mainder trusts. 

25.2523(h)–1 Denial of double deduction. 
25.2523(h)–2 Effective dates. 
25.2523(i)–1 Disallowance of marital deduc-

tion when spouse is not a United States 
citizen. 

25.2523(i)–2 Treatment of spousal joint ten-
ancy property where one spouse is not a 
United States citizen. 

25.2523(i)–3 Effective date. 
25.2524–1 Extent of deductions. 

DEDUCTIONS PRIOR TO 1982 

25.2523(f)–1A Special rule applicable to com-
munity property transferred prior to 
January 1, 1982. 

SPECIAL VALUATION RULES 

25.2701–0 Table of contents. 
25.2701–1 Special valuation rules in the case 

of transfers of certain interests in cor-
porations and partnerships. 

25.2701–2 Special valuation rules for applica-
ble retained interests. 

25.2701–3 Determination of amount of gift. 
25.2701–4 Accumulated qualified payments. 
25.2701–5 Adjustments to mitigate double 

taxation. 
25.2701–6 Indirect holding of interests. 
25.2701–7 Separate interests. 
25.2701–8 Effective dates. 
25.2702–0 Table of contents. 
25.2702–1 Special valuation rules in the case 

of transfers of interests in trust. 
25.2702–2 Definitions and valuation rules. 
25.2702–3 Qualified interests. 
25.2702–4 Certain property treated as held in 

trust. 
25.2702–5 Personal residence trusts. 
25.2702–6 Reduction in taxable gifts. 
25.2702–7 Effective dates. 
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25.2703–1 Property subject to restrictive ar-
rangements. 

25.2703–2 Effective date. 
25.2704–1 Lapse of certain rights. 
25.2704–2 Transfers subject to applicable re-

strictions. 
25.2704–3 Effective date. 

PROCEDURE AND ADMINISTRATION 

25.6001–1 Records required to be kept. 
25.6011–1 General requirement of return, 

statement, or list. 
25.6011–4 Requirement of statement dis-

closing participation in certain trans-
actions by taxpayers. 

25.6019–1 Persons required to file returns. 
25.6019–2 Returns required in case of con-

sent under section 2513. 
25.6019–3 Contents of return. 
25.6019–4 Description of property listed on 

return. 
25.6061–1 Signing of returns and other docu-

ments. 
25.6065–1 Verification of returns. 
25.6075–1 Returns; time for filing gift tax re-

turns for gifts made after December 31, 
1981. 

25.6075–2 Returns; time for filing gift tax re-
turns for gifts made after December 31, 
1976, and before January 1, 1982. 

25.6081–1 Extension of time for filing re-
turns. 

25.6091–1 Place for filing returns and other 
documents. 

25.6091–2 Exceptional cases. 
25.6151–1 Time and place for paying tax 

shown on return. 
25.6161–1 Extension of time for paying tax 

or deficiency. 
25.6165–1 Bonds where time to pay tax or de-

ficiency has been extended. 
25.6302–1 Voluntary payments of gift taxes 

by electronic funds transfer. 
25.6321–1 Lien for taxes. 
25.6323–1 Validity and priority against cer-

tain persons. 
25.6324–1 Special lien for gift tax. 
25.6601–1 Interest on underpayment, non-

payment, or extensions of time for pay-
ment, of tax. 

25.6905–1 Discharge of executor from per-
sonal liability for decedent’s income and 
gift taxes. 

25.7101–1 Form of bonds. 

GENERAL ACTUARIAL VALUATIONS 

25.7520–1 Valuation of annuities, unitrust 
interests, interests for life or term of 
years, and remainder or reversionary in-
terests. 

25.7520–2 Valuation of charitable interests. 
25.7520–3 Limitation on the application of 

section 7520. 
25.7520–4 Transitional rules. 

AUTHORITY: 26 U.S.C. 7805. 

Section 25.2512–5 also issued under 26 U.S.C. 
7520(c)(2). 

Section 25.2512–5A also issued under 26 
U.S.C. 7520(c)(2). 

Section 25.2518–2 is also issued under 26 
U.S.C. 2518(b). 

Section 25.6302–1 also issued under 26 U.S.C. 
6302(a) and (h). 

Section 25.7520–1 also issued under 26 U.S.C. 
7520(c)(2). 

Section 25.7520–2 also issued under 26 U.S.C. 
7520(c)(2). 

Section 25.7520–3 also issued under 26 U.S.C. 
7520(c)(2). 

Section 25.7520–4 also issued under 26 U.S.C. 
7520(c)(2). 

SOURCE: T.D. 6334, 23 FR 8904, Nov. 15, 1958; 
25 FR 14021, Dec. 31, 1960, unless otherwise 
noted. 

GIFT TAX 

§ 25.0–1 Introduction. 
(a) In general. (1) The regulations in 

this part are designated ‘‘Gift Tax Reg-
ulations.’’ These regulations pertain to 
(i) the gift tax imposed by Chapter 12 of 
Subtitle B of the Internal Revenue 
Code on the transfer of property by gift 
by individuals in the calendar year 
1955, in subsequent calendar years be-
ginning before the calendar year 1971, 
in calendar quarters beginning with 
the first calendar quarter of calendar 
year 1971 through the last calendar 
quarter of the calendar year 1981, and 
in calendar years beginning with the 
calendar year 1982, and (ii) certain re-
lated administrative provisions of Sub-
title F of the Code. It should be noted 
that the application of some of the pro-
visions of these regulations may be af-
fected by the provisions of an applica-
ble gift tax convention with a foreign 
country. Unless otherwise indicated, 
references in these regulations to the 
‘‘Internal Revenue Code’’ or the 
‘‘Code’’ are references to the Internal 
Revenue Code of 1954, as amended, and 
references to a section or other provi-
sion of law are references to a section 
or other provision of the Internal Rev-
enue Code of 1954, as amended. The Gift 
Tax Regulations are applicable to the 
transfer of property by gift by individ-
uals in calendar years 1955 through 
1970, in calendar quarters beginning 
with the first calendar quarter of cal-
endar year 1971 through the last cal-
endar quarter of the calendar year 1981, 
and in calendar years beginning with 
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the calendar year 1982, and supersede 
the regulations contained in part 86, 
subchapter B, Chapter 1, Title 26, Code 
of Federal Regulations (1939) (Regula-
tions 108, Gift Tax (8 FR 10858)), as pre-
scribed and made applicable to the In-
ternal Revenue Code of 1954 by Treas-
ury Decision 6091, signed August 16, 
1954 (19 FR 5167, Aug. 17, 1954). 

(2) Section 2501(b) makes the provi-
sions of Chapter 12 of the Code apply in 
the case of gifts made after September 
2, 1958, by certain citizens of the United 
States who were residents of a posses-
sion thereof at the time the gifts were 
made. Section 2501(c) makes the provi-
sions of Chapter 12 apply in the case of 
gifts made after September 14, 1960, by 
certain other citizens of the United 
States who were residents of a posses-
sion thereof at the time the gifts were 
made. See paragraphs (c) and (d) of 
§ 25.2501–1. Except as otherwise pro-
vided in paragraphs (c) and (d) of 
§ 25.2501–1, the provisions of these regu-
lations do not apply to the making of 
gifts by such citizens. 

(b) Nature of tax. The gift tax is not a 
property tax. It is a tax imposed upon 
the transfer of property by individuals. 
It is not applicable to transfers by cor-
porations or persons other than indi-
viduals. However, see paragraph (h)(1) 
of § 25.2511–1 with respect to the extent 
to which a transfer by or to a corpora-
tion is considered a transfer by or to 
its shareholders. 

(c) Scope of regulations—(1) Determina-
tion of tax liability. subchapter A of 
Chapter 12 of the Code pertains to the 
determination of tax liability. The reg-
ulations pursuant to subchapter A are 
set forth in §§ 25.2501–1 through 25.2504– 
2. Sections 25.2701–5 and 25.2702–6 con-
tain rules that provide additional ad-
justments to mitigate double taxation 
where the amount of the transferor’s 
property was previously determined 
under the special valuation provisions 
of sections 2701 and 2702. 

(2) Transfer. Subchapter B of chapter 
12 and chapter 14 of the Internal Rev-
enue Code pertain to the transfers 
which constitute the making of gifts 
and the valuation of those transfers. 
The regulations pursuant to sub-
chapter B are set forth in §§ 25.2511–1 
through 25.2518–3. The regulations pur-

suant to chapter 14 are set forth in 
§§ 25.2701–1 through 25.2704–3. 

(3) Deductions. Subchapter C of Chap-
ter 12 of the Code pertains to the de-
ductions which are allowed in deter-
mining the amount of taxable gifts. 
The regulations pursuant to Sub-
chapter C are set forth in §§ 25.2521–1 
through 25.2524–1. 

(4) Procedure and administration provi-
sions. Subtitle F of the Internal Rev-
enue Code contains some sections 
which are applicable to the gift tax. 
The regulations pursuant to those sec-
tions are set forth in §§ 25.6001–1 
through 25.7101–1. Such regulations do 
not purport to be all the regulations on 
procedure and administration which 
are pertinent to gift tax matters. For 
the remainder of the regulations on 
procedure and administration which 
are pertinent to gift tax matters, see 
part 301 of this chapter (Regulations on 
Procedure and Administration). 

(d) Arrangement and numbering. Each 
section of the regulations in this part 
(other than this section) is designated 
by a number composed of the part 
number followed by a decimal point 
(25.); the section of the Internal Rev-
enue Code which it interprets; a hy-
phen (-); and a number identifying this 
section. By use of these designations 
one can ascertain the sections of the 
regulations relating to a provision of 
the Code. For example, the regulations 
pertaining to section 2521 of the Code 
are designated § 25.2521–1. 

[T.D. 6334, 23 FR 8904, Nov. 15, 1958, as amend-
ed by T.D. 6542, 26 FR 548, Jan. 20, 1961; 45 FR 
6089, Jan. 25, 1980; T.D. 7910, 48 FR 40372, 
Sept. 7, 1983; T.D. 8395, 57 FR 4254, Feb. 4, 
1992] 

DETERMINATION OF TAX LIABILITY 

§ 25.2207A–1 Right of recovery of gift 
taxes in the case of certain marital 
deduction property. 

(a) In general. If an individual is 
treated as transferring an interest in 
property by reason of section 2519, the 
individual or the individual’s estate is 
entitled to recover from the person re-
ceiving the property (as defined in para-
graph (e) of this section) the amount of 
gift tax attributable to that property. 
The value of property to which this 
paragraph (a) applies is the value of all 
interests in the property other than 
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the qualifying income interest. There 
is no right of recovery from any person 
for the property received by that per-
son for which a deduction was allowed 
from the total amount of gifts, if no 
Federal gift tax is attributable to the 
property. The right of recovery arises 
at the time the Federal gift tax is actu-
ally paid by the transferor subject to 
section 2519. 

(b) Failure of a person to exercise the 
right of recovery. (1) The failure of a 
person to exercise a right of recovery 
provided by section 2207A(b) upon a 
lifetime transfer subject to section 2519 
is treated as a transfer for Federal gift 
tax purposes of the unrecovered 
amounts to the person(s) from whom 
the recovery could have been obtained. 
See § 25.2511–1. The transfer is consid-
ered to be made when the right to re-
covery is no longer enforceable under 
applicable law and is treated as a gift 
even if recovery is impossible. A delay 
in the exercise of the right of recovery 
without payment of sufficient interest 
is a below-market loan. Section 1.7872– 
5T of this chapter describes factors 
that are used to determine, based on 
the facts and circumstances of a par-
ticular case, whether a loan otherwise 
subject to imputation under section 
7872 (relating to the treatment of 
below-market loans) is exempted from 
its provisions. 

(2) The transferor subject to section 
2519 may execute a written waiver of 
the right of recovery arising under sec-
tion 2207A before that right of recovery 
becomes unenforceable. If a waiver is 
executed, the transfer of the unre-
covered amounts by the transferor is 
considered to be made on the later of— 

(i) The date of the valid and irrev-
ocable waiver rendering the right of re-
covery no longer enforceable; or 

(ii) The date of the payment of the 
tax by the transferor. 

(c) Amount of gift tax attributable to all 
properties. The amount of Federal gift 
tax attributable to all properties in-
cludible in the total amount of gifts 
under section 2519 made during the cal-
endar year is the amount by which the 
total Federal gift tax for the calendar 
year (including penalties and interest 
attributable to the tax) under chapter 
12 of the Internal Revenue Code which 
has been paid, exceeds the total Fed-

eral gift tax for the calendar year (in-
cluding penalties and interest attrib-
utable to the tax) under chapter 12 of 
the Internal Revenue Code which would 
have been paid if the value of the prop-
erties includible in the total amount of 
gifts by reason of section 2519 had not 
been included. 

(d) Amount of gift tax attributable to a 
particular property. A person’s right of 
recovery with respect to a particular 
property is an amount equal to the 
amount determined in paragraph (c) of 
this section multiplied by a fraction. 
The numerator of the fraction is the 
value of the particular property in-
cluded in the total amount of gifts 
made during the calendar year by rea-
son of section 2519, less any deduction 
allowed with respect to the property. 
The denominator of the fraction is the 
total value of all properties included in 
the total amount of gifts made during 
the calendar year by reason of section 
2519, less any deductions allowed with 
respect to those properties. 

(e) Person receiving the property. If the 
property is in a trust at the time of the 
transfer, the person receiving the prop-
erty is the trustee, and any person who 
has received a distribution of the prop-
erty prior to the expiration of the right 
of recovery if the property does not re-
main in trust. This paragraph (e) does 
not affect the right, if any, under local 
law, of any person with an interest in 
property to reimbursement or con-
tribution from another person with an 
interest in the property. 

(f) Example. The following example il-
lustrates the application of paragraphs 
(a) through (e) of this section. 

Example. D created an inter vivos trust 
during 1994 with certain income producing 
assets valued at $1,000,000. The trust provides 
that all income is payable to D’s wife, S, for 
S’s life, with the remainder at S’s death to 
be divided equally among their four children. 
In computing taxable gifts during calendar 
year 1994, D deducted, pursuant to section 
2523(f), $1,000,000 from the total amount of 
gifts made. In addition, assume that S re-
ceived no other transfers from D and that S 
made a gift during 1996 of the entire life in-
terest to one of the children, at which time 
the value of trust assets was $1,080,000 and 
the value of S’s life interest was $400,000. Al-
though the entire value of the trust assets 
($1,080,000) is, pursuant to sections 2511 and 
2519, included in the total amount of S’s gifts 
for calendar year 1996, S is only entitled to 
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reimbursement for the Federal gift tax at-
tributable to the value of the remainder in-
terest, that is, the Federal gift tax attrib-
utable to $680,000 ($1,080,000 less $400,000). The 
Federal gift tax attributable to $680,000 is 
equal to the amount by which the total Fed-
eral gift tax (including penalties and inter-
est) paid for the calendar year exceeds the 
federal gift tax (including penalties and in-
terest) that would have been paid if the total 
amount of gifts during 1996 had been reduced 
by $680,000. That amount of tax may be re-
covered by S from the trust. 

[T.D. 8522, 59 FR 9655, Mar. 1, 1994, as amend-
ed by T.D. 9077, 68 FR 42595, July 18, 2003] 

§ 25.2207A–2 Effective date. 
The provisions of § 25.2207A–1 are ef-

fective with respect to dispositions 
made after March 1, 1994. With respect 
to gifts made on or before such date, 
the donor may rely on any reasonable 
interpretation of the statutory provi-
sions. For these purposes, the provi-
sions of § 25.2207A–1 (as well as project 
LR–211–76, 1984–1 C.B., page 598, see 
§ 601.601(d)(2)(ii)(b) of this chapter), are 
considered a reasonable interpretation 
of the statutory provisions. 

[T.D. 8522, 59 FR 9656, Mar. 1, 1994] 

§ 25.2501–1 Imposition of tax. 
(a) In general. (1) The tax applies to 

all transfers by gift of property, wher-
ever situated, by an individual who is a 
citizen or resident of the United 
States, to the extent the value of the 
transfers exceeds the amount of the ex-
clusions authorized by section 2503 and 
the deductions authorized by sections 
2521 (as in effect prior to its repeal by 
the Tax Reform Act of 1976), 2522, and 
2523. For each ‘‘calendar period’’ (as de-
fined in § 25.2502–1(c)(1)), the tax de-
scribed in this paragraph (a) is imposed 
on the transfer of property by gift dur-
ing such calendar period. 

(2) The tax does not apply to a trans-
fer by gift of intangible property before 
January 1, 1967, by a nonresident not a 
citizen of the United States, unless the 
donor was engaged in business in the 
United States during the calendar year 
in which the transfer was made. 

(3)(i) The tax does not apply to any 
transfer by gift of intangible property 
on or after January 1, 1967, by a non-
resident not a citizen of the United 
States (whether or not he was engaged 
in business in the United States), un-

less the donor is an expatriate who lost 
his U.S. citizenship after March 8, 1965, 
and within the 10-year period ending 
with the date of transfer, and the loss 
of citizenship— 

(a) Did not result from the applica-
tion of section 301(b), 350, or 355 of the 
Immigration and Nationality Act, as 
amended (8 U.S.C. 1401(b), 1482, or 1487) 
(For a summary of these sections, see 
paragraph (d)(1) of § 20.2107–1 of this 
chapter (estate tax regulations)), and 

(b) Had for one of its principal pur-
poses (but not necessarily its only prin-
cipal purpose) the avoidance of Federal 
income, estate, or gift tax. 

(ii) In determining for purposes of 
subdivision (i)(b) of this subparagraph 
whether a principal purpose for the loss 
of U.S. citizenship by a donor was the 
avoidance of Federal income, estate, or 
gift tax, the Commissioner must first 
establish that it is reasonable to be-
lieve that the donor’s loss of U.S. citi-
zenship would, but for section 2501(a)(3) 
and this subparagraph, result in a sub-
stantial reduction for the calendar pe-
riod (as defined in § 25.2502–1(c)(1)) in 
the sum of (a) the Federal gift tax and 
(b) all gift taxes imposed by foreign 
countries and political subdivisions 
thereof, in respect of the transfer of 
property by gift. Once the Commis-
sioner has so established, the burden of 
proving that the loss of citizenship by 
the donor did not have for one of its 
principal purposes the avoidance of 
Federal income, estate, or gift tax 
shall be on the donor. In the absence of 
complete factual information, the 
Commissioner may make a tentative 
determination, based on the informa-
tion available, that the donor’s loss of 
U.S. citizenship would, but for section 
250(a)(3) and this subparagraph, result 
in a substantial reduction for the cal-
endar period in the sum of the Federal 
and foreign gift taxes described in (a) 
and (b) of this subdivision on the trans-
fer of property by gift. This tentative 
determination may be based upon the 
fact that the laws of the foreign coun-
try of which the donor became a citizen 
and the laws of the foreign country of 
which the donor was a resident at the 
time of the transfer, including the laws 
of any political subdivision of those 
foreign countries, would ordinarily re-
sult, in the case of a nonexpatriate 
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donor having the same citizenship and 
residence as the donor, in liability for 
total gift taxes under such laws for the 
calendar period substantially lower 
than the amount of the Federal gift tax 
which would be imposed for such period 
on an amount of comparable gifts by a 
citizen of the United States. In the ab-
sence of a preponderance of evidence to 
the contrary, this tentative determina-
tion shall be sufficient to establish 
that it is reasonable to believe that the 
donor’s loss of U.S. citizenship would, 
but for section 2501(a)(3) and this sub-
paragraph, result in a substantial re-
duction for the calendar period in the 
sum of the Federal and foreign gift 
taxes described in (a) and (b) of this 
subdivision on the transfer of property 
by gift. 

(4) For additional rules relating to 
the application of the tax to transfers 
by nonresidents not citizens of the 
United States, see section 2511 and 
§ 25.2511–3. 

(5) The general rule of this paragraph 
(a) shall not apply to a transfer after 
May 7, 1974, of money or other property 
to a political organization for the use 
of that organization. However, this ex-
ception to the general rule applies sole-
ly to a transfer to a political organiza-
tion as defined in section 527(e)(1) and 
including a newsletter fund to the ex-
tent provided under section 527(g). The 
general rule governs a transfer of prop-
erty to an organization other than a 
political organization as so defined. 

(b) Resident. A resident is an indi-
vidual who has his domicile in the 
United States at the time of the gift. 
For this purpose the United States in-
cludes the States and the District of 
Columbia. The term also includes the 
Territories of Alaska and Hawaii prior 
to admission as a State. See section 
7701(a)(9). All other individuals are 
nonresidents. A person acquires a 
domicile in a place by living there, for 
even a brief period of time, with no 
definite present intention of moving 
therefrom. Residence without the req-
uisite intention to remain indefinitely 
will not constitute domicile, nor will 
intention to change domicile effect 
such a change unless accompanied by 
actual removal. 

(c) Certain residents of possessions con-
sidered citizens of the United States. As 

used in this part, the term ‘‘citizen of 
the United States’’ includes a person 
who makes a gift after September 2, 
1958 and who, at the time of making 
the gift, was domiciled in a possession 
of the United States and was a United 
States citizen, and who did not acquire 
his United States citizenship solely by 
reason of his being a citizen of such 
possession or by reason of his birth or 
residence within such possession. The 
gift of such a person is, therefore, sub-
ject to the tax imposed by section 2501 
in the same manner in which a gift 
made by a resident of the United 
States is subject to the tax. See para-
graph (a) of § 25.01 and paragraph (d) of 
this section for further information re-
lating to the application of the Federal 
gift tax to gifts made by persons who 
were residents of possessions of the 
United States. The application of this 
paragraph may be illustrated by the 
following example and the examples 
set forth in paragraph (d) of this sec-
tion: 

Example. A, a citizen of the United States 
by reason of his birth in the United States at 
San Francisco, established residence in 
Puerto Rico and acquired Puerto Rican citi-
zenship. A makes a gift of stock of a Spanish 
corporation on September 4, 1958, while a cit-
izen and domiciliary of Puerto Rico. A’s gift 
is, by reason of the provisions of section 
2501(b) subject to the tax imposed by section 
2501 inasmuch as his United States citizen-
ship is based on birth in the United States 
and is not based solely on being a citizen of 
a possession or solely on birth or residence 
in a possession. 

(d) Certain residents of possessions con-
sidered nonresidents not citizens of the 
United States. As used in this part, the 
term ‘‘nonresident not a citizen of the 
United States’’ includes a person who 
makes a gift after September 14, 1960, 
and who at the time of making the gift, 
was domiciled in a possession of the 
United States and was a United States 
citizen, and who acquired his United 
States citizenship solely by reason of 
his being a citizen of such possession or 
by reason of his birth or residence 
within such possession. The gift of such 
a person, is, therefore, subject to the 
tax imposed by section 2501 in the same 
manner in which a gift is subject to the 
tax when made by a donor who is a 
‘‘nonresident not a citizen of the 
United States.’’ See paragraph (a) of 

VerDate Aug<04>2004 11:29 Apr 28, 2005 Jkt 205096 PO 00000 Frm 00525 Fmt 8010 Sfmt 8010 Y:\SGML\205096.XXX 205096



516 

26 CFR Ch. I (4–1–05 Edition) § 25.2502–1 

§ 25.01 and paragraph (c) of this section 
for further information relating to the 
application of the Federal gift tax to 
gifts made by persons who were resi-
dents of possessions of the United 
States. The application of this para-
graph may be illustrated by the fol-
lowing examples and the example set 
forth in paragraph (c) of this section. 
In each of the following examples the 
person who makes the gift is deemed a 
‘‘nonresident not a citizen of the 
United States’’ and his gift is subject 
to the tax imposed by section 2501 in 
the same manner in which a gift is sub-
ject to the tax when made by a donor 
who is a nonresident not a citizen of 
the United States, since he made the 
gift after September 14, 1960, but would 
not have been so deemed and subject to 
such tax if the person who made the 
gift had made it on or before Sep-
tember 14, 1960. 

Example (1). C, who acquired his United 
States citizenship under section 5 of the Act 
of March 2, 1917 (39 Stat. 953), by reason of 
being a citizen of Puerto Rico, while domi-
ciled in Puerto Rico makes a gift on October 
1, 1960, of real estate located in New York. C 
is considered to have acquired his United 
States citizenship solely by reason of his 
being a citizen of Puerto Rico. 

Example (2). E, whose parents were United 
States citizens by reason of their birth in 
Boston, was born in the Virgin Islands on 
March 1, 1927. On September 30, 1960, while 
domiciled in the Virgin Islands, he made a 
gift of tangible personal property situated in 
Kansas. E is considered to have acquired his 
United States citizenship solely by reason of 
his birth in the Virgin Islands (section 306 of 
the Immigration and Nationality Act (66 
Stat. 237, 8 U.S.C. 1406)). 

Example (3). N, who acquired United States 
citizenship by reason of being a native of the 
Virgin Islands and a resident thereof on June 
28, 1932 (section 306 of the Immigration and 
Nationality Act (66 Stat. 237, 8 U.S.C. 1406)), 
made a gift on October 1, 1960, at which time 
he was domiciled in the Virgin Islands, of 
tangible personal property situated in Wis-
consin. N is considered to have acquired his 
United States citizenship solely by reason of 
his birth or residence in the Virgin Islands. 

Example (4). P, a former Danish citizen, 
who on January 17, 1917, resided in the Vir-
gin Islands, made the declaration to preserve 
his Danish citizenship required by Article 6 
of the treaty entered into on August 4, 1916, 
between the United States and Denmark. 
Subsequently P acquired United States citi-
zenship when he renounced such declaration 
before a court of record (section 306 of the 

Immigration and Nationality Act (66 Stat. 
237, 8 U.S.C. 1406)). P, while domiciled in the 
Virgin Islands, made a gift on October 1, 
1960, of tangible personal property situated 
in California, P is considered to have ac-
quired his United States citizenship solely 
by reason of his birth of residence in the Vir-
gin Islands. 

Example (5). R, a former French citizen, ac-
quired his United States citizenship through 
naturalization proceedings in a court located 
in the Virgin Islands after having qualified 
for citizenship by residing in the Virgin Is-
lands for 5 years. R, while domiciled in the 
Virgin Islands, made a gift of tangible per-
sonal property situated in Hawaii on October 
1, 1960. R is considered to have acquired his 
United States citizenship solely by reason of 
his birth or residence within the Virgin Is-
lands. 

[T.D. 6334, 23 FR 8904, Nov. 15, 1958, as amend-
ed by T.D. 6542, 26 FR 549 Jan. 20 1961; T.D. 
7296, 38 FR 34201, Dec. 12, 1973; T.D. 7871, 45 
FR 8004, Feb. 6, 1980; T.D. 7910, 48 FR 40372, 
Sept. 7, 1983] 

§ 25.2502–1 Rate of tax. 
(a) Computation of tax. The rate of tax 

is determined by the total of all gifts 
made by the donor during the calendar 
period and all the preceding calendar 
periods since June 6, 1932. See § 25.2502– 
1(c)(1) for the definition of ‘‘calendar 
period’’ and § 25.2502–1(c)(2) for the defi-
nition of ‘‘preceding calendar periods.’’ 
The following six steps are to be fol-
lowed in computing the tax: 

(1) First step. Ascertain the amount of 
the ‘‘taxable gifts’’ (as defined in 
§ 25.2503–1) for the calendar period for 
which the return is being prepared. 

(2) Second step. Ascertain ‘‘the aggre-
gate sum of the taxable gifts for each 
of the preceding calendar periods’’ (as 
defined in § 25.2504–1), considering only 
those gifts made after June 6, 1932. 

(3) Third step. Ascertain the total 
amount of the taxable gifts, which is 
the sum of the amounts determined in 
the first and second steps.See § 25.2702– 
6 for an adjustment to the total 
amount of an individual’s taxable gifts 
where the individual’s current taxable 
gifts include the transfer of certain in-
terests in trust that were previously 
valued under the provisions of section 
2702. 

(4) Fourth step. Compute the ten-
tative tax on the total amount of tax-
able gifts (as determined in the third 
step) using the rate schedule in effect 
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at the time the gift (for which the re-
turn is being filed) is made. 

(5) Fifth step. Compute the tentative 
tax on the aggregate sum of the tax-
able gifts for each of the preceding cal-
endar periods (as determined in the 
second step), using the same rate 
schedule set forth in the fourth step of 
this paragraph (a). 

(6) Sixth step. Subtract the amount 
determined in the fifth step from the 
amount determined in the fourth step. 
The amount remaining is the gift tax 
for the calendar period for which the 
return is being prepared. 

(b) Rate of tax. The tax is computed 
in accordance with the rate schedule in 
effect at the time the gift was made as 
set forth in section 2001(c) or cor-
responding provisions of prior law. 

(c) Definitions. (1) The term ‘‘calendar 
period’’ means: 

(i) Each calendar year for the cal-
endar years 1932 (but only that portion 
of such year after June 6, 1932) through 
1970; 

(ii) Each calendar quarter for the 
first calendar quarter of the calendar 
year 1971 through the last calendar 
quarter of calendar year 1981; or 

(iii) Each calendar year for the cal-
endar year 1982 and each succeeding 
calendar year. 

(2) The term ‘‘preceding calendar pe-
riods’’ means all calendar periods end-
ing prior to the calendar period for 
which the tax is being computed. 

(d) Examples. The following examples 
illustrate the application of this sec-
tion with respect to gifts made by citi-
zens or residents of the United States: 

Example (1). Assume that in 1955 the donor 
made taxable gifts, as ascertained under the 
first step (paragraph (a)(2) of this section), of 
$62,500 and that there were no taxable gifts 
for prior years, with the result that the 
amount ascertainable under the third step is 
$62,500. Under the fourth step a tax is com-
puted on this amount. Reference to the tax 
rate schedule in effect in the year 1955 dis-
closes that the tax on this amount is $7,650. 

Example (2). A donor makes gifts (other 
than gifts of future interests in property) 
during the calendar year 1955 of $30,000 to A 
and $33,000 to B. Two exclusions of $3,000 
each are allowable, in accordance with the 
provisions of section 2503(b), which results in 
included gifts for 1955 of $57,000. Specific ex-
emption was claimed and allowed in a total 
amount of $50,000 in the donor’s gift tax re-
turns for the calendar years 1934 and 1935 so 

there remains no specific exemption avail-
able for the donor to claim for 1955. The total 
amount of gifts made by the donor during 
preceding years, after excluding $5,000 for 
each donee for each calendar year in accord-
ance with the provisions of section 1003(b)(1) 
of the 1939 Code, is computed as follows: 
Calendar year 1934 ............................................... $120,000 
Calendar year 1935 ............................................... 25,000 

Total amount of included gifts for preceding 
calendar years ............................................ 145,000 

The aggregate sum of the taxable gifts for 
preceding calendar years is $115,000, which is 
determined by deducting a specific exemp-
tion of $30,000 from $145,000, the total amount 
of included gifts for preceding calendar 
years. The deduction from the 1934 and 1935 
gifts for the specific exemption cannot ex-
ceed $30,000 for purposes of computing the 
tax on the 1955 gifts even though a specific 
exemption in a total amount of $50,000 was 
allowed in computing the donor’s gift tax li-
ability for 1934 and 1935. (See paragraph (b) of 
§ 25.2504–1.) The computation of the tax for 
the calendar year 1955 (following the steps 
set forth in paragraph (a) of this section) is 
shown below: 
(1) Amount of taxable gifts for year ....................... $57,000 
(2) Total amount of taxable gifts for preceding 

years ................................................................... 115,000 

(3) Total taxable gifts ............................................. 172,000 

(4) Tax computed on item 3 (in accordance with 
the rate schedule in effect for the year 1955) ... 31,725 

(5) Tax computed on item 2 (using same rate 
schedule) ............................................................ 18,900 

(6) Tax for year 1955 (item 4 minus item 5) ......... 12,825 

Example (3) (i) Facts. During the calendar 
year 1955, H makes the following gifts of 
present interests: 
To his daughter ...................................................... $40,000 
To his son .............................................................. 5,000 
To W, his wife ........................................................ 5,000 
To a charitable organization .................................. 10,000 

The gifts to W qualify for the marital deduc-
tion, and, pursuant to the provisions of sec-
tion 2513 (see § 25.2513–1), H and W consent to 
treat the gifts to third parties as having 
been made one-half by each spouse. The 
amount of H’s taxable gifts for preceding 
years is $50,000. Only $25,000 of H’s specific 
exemption provided under section 2521, which 
was in effect at the time, was claimed and al-
lowed in preceding years. H’s remaining spe-
cific exemption of $5,000 is claimed for the 
calendar year of 1955. See § 25.2521–1. W made 
no gifts during the calendar year 1955 nor 
during any preceding calendar year. W 
claims sufficient specific exemption on her 
return to eliminate tax liability. 

(ii) Computation of H’s tax for the calendar 
year 1955—(a) H’s taxable gifts for year. 

Total gifts of H .................................................. $60,000 
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Less: Portion of items to be reported by spouse 
(one-half of total gifts to daughter, son and char-
ity) ......................................................................... 27,500 

Balance ............................................................. 32,500 
Less: Exclusions (three of $3,000 each for daugh-

ter, wife and charity and one of $2,500 for son) 11,500 

Total included amount of gifts for year ............ 21,000 
Less: Deductions: 

Charity .............................................. $2,000 
Marital ............................................... 2,000 
Specific exemption ........................... 5,000 

Total deductions ............................ ............ 9,000 

Amount of taxable gifts for year ... ............ 12,000 

(b) Computation of tax. The steps set forth 
in paragraph (a) of this section are followed. 
(1) Amount of taxable gifts for year ......................... $12,000 
(2) Total taxable gifts for preceding years .............. 50,000 

(3) Total taxable gifts (item (1) plus item (2)) ......... 62,000 
(4) Tax computed on item (3) (in accordance with 

the rate schedule in effect for the year 1955) ..... 7,545 
(5) Tax computed in item (2) (in accordance with 

the rate schedule in effect for the year 1955) ..... 5,250 

(6) Tax for the calendar year (item (4) minus item 
(5)) ........................................................................ 2,295 

(iii) Computation of W’s tax for calendar year 
1955—(a) W’s taxable gifts for year. 

Total gifts of W ................................................. 0 
Less: Portion of items to be reported by spouse .... 0 

Balance ............................................................. 0 
Gifts of spouse to be included ................................. $27,500 

Total gifts for year ............................................ 27,500 
Less: Exclusions (two of $3,000 each for daughter 

and charity and one of $2,500 for son) ............... $8,500 

Balance ............................................................. 19,000 
Less—Deductions: 

Charity ............................................ $2,000 
Marital ............................................. 0 

Specific exemption ......................... 17,000 

Total deductions ................................. $19,000 

Amount of taxable gifts for year ......... 0 

(b) Computation of tax. Since W had no 
‘‘taxable gifts’’ during the year, there is no 
tax. 

Example (4) (i) Facts. The facts are the same 
as in example (3) except that W made out-
right gifts of $10,000 to her niece and $20,000 
to H at various times during the year. The 
amount of taxable gifts made by W in pre-
ceding calendar years is $75,000, and only 
$20,000 of her specific exemption provided 
under section 2521, which was in effect at the 
time, was claimed and allowed for preceding 
years. See § 25.2521–1. The remaining specific 
exemption of $10,000 is claimed for the cal-
endar year 1955. 

(ii) Computation of H’s tax for the calendar 
year 1955—(a) H’s taxable gifts for year. 

Total gifts of H .................................................. $60,000 
Less: Portion of items to be reported by spouse .... 27,500 

Balance ............................................................. 32,500 
Gifts of spouse to be included ................................. 5,000 

Total gifts for year ............................................ 37,500 
Less: Exclusions ($11,500 as shown in example 

(3) plus $3,000 exclusion for gift to niece) .......... 14,500 

Total included amount of gifts for year ............ 23,000 
Deductions: 

Charity .............................................. $2,000 
Marital ............................................... 2,000 
Specific exemption ........................... 5,000 

Total deductions ...................................................... 9,000 

Amount of taxable gifts for year ......... 14,000 

(b) Computation of tax. 
(1) Amount of taxable gifts for year ......................... $14,000 
(2) Total taxable gifts for preceding years .............. 50,000 

(3) Total taxable gifts (item (1) plus item (2)) ......... 64,000 
(4) Tax computed on item (3) .................................. 7,965 
(5) Tax computed on item (2) .................................. 5,250 

(6) Tax for year (item (4) minus item (5)) ............... 2,715 

(iii) Computation of W’s tax for the calendar 
year 1955—(a) W’s taxable gifts for year. 

Total gifts of W ................................................. $30,000 
Less: Portion of item—to be reported by spouse 

(one-half of gift to niece) ...................................... 5,000 

Balance ............................................................. 25,000 
Gifts of spouse to be included ................................. 27,500 

Total gifts for year ............................................ 52,500 
Less: Exclusions (four of $3,000 each for daugh-

ter, husband, niece and charity, and one of 
$2,500 for son) ..................................................... $14,500 

Total included amount of gifts for year ............ 38,000 
Deductions: 

Charity ............................................ $2,000 
Marital ............................................. 10,000 
Specific exemption ......................... 10,000 

Total deductions ................................. 22,000 

Amount of taxable gifts for year ......... $16,000 

(b) Computation of tax. 
(1) Amount of taxable gifts for year ......................... 16,000 
(2) Total taxable gifts for preceding years .............. 75,000 

(3) Total taxable gifts ............................................... 91,000 

(4) Tax computed on item (3) .................................. 13,635 
(5) Tax computed on item (2) .................................. 10,275 

(6) Tax for year (item (4) minus item (5)) ............... 3,360 

Example (5). A makes gifts (other than gifts 
of future interests in property) to B in the 
first quarter of 1971 of $43,000 and in the sec-
ond quarter of 1971 of $60,000. A gave to C in 
the second quarter of 1971 land valued at 
$11,000. The full amount of A’s specific ex-
emption provided under section 2521 was 
claimed and allowed in 1956. In 1966, A made 
taxable gifts totaling $21,000 on which gift 
tax was timely paid and no other taxable 
gifts were made by A in any other year pre-
ceding 1971. The gift tax return due for the 
first calendar quarter of 1971 was timely filed 
and the tax paid. With respect to the gifts 
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made to B in 1971, the $3,000 annual gift tax 
exclusion provided by section 2503(b) is ap-
plied in its entirety against the $43,000 gift 
made to B in the first quarter and therefore 
is not available to offset the $60,000 gift made 
to B in the second quarter (See § 25.2503–2(b)). 
A further $3,000 annual gift tax exclusion is 
available, however, to offset the $11,000 gift 
made to C in the second quarter of 1971. The 
computation of the gift tax for the second 
calendar quarter of 1971 due on August 15, 
1971 (following the steps set forth in para-
graph (a) of this section) is shown below: 
(1) Amount of taxable gifts for the second calendar 

quarter of 1971 ($60,000+$11,000¥$3,000) ...... $68,000 
(2) Total amount of taxable gifts for preceding cal-

endar periods ($43,000 ¥$3,000+$21,000) ........ 61,000 

(3) Total taxable gifts ............................................... 129,000 

(4) Tax computed on item 3 (in accordance with 
rate schedule in effect for the year 1971 ............. 22,050 

(5) Tax computed on item 2 (using same rate 
schedule) .............................................................. 7,335 

(6) Tax for second calendar quarter of 1971 (item 
4 minus item 5) .................................................... 14,715 

Example (6). A makes gifts (other than gifts 
of future interests in property) during the 
calendar year 1982 of $160,000 to B and $100,000 
to C. Two exclusions of $10,000 each are al-
lowable, in accordance with the provisions of 
section 2503(b), which results in taxable gifts 
for 1982 of $240,000. In the first calendar quar-
ter of 1978, A made taxable gifts totaling 
$100,000 on which gift tax was paid. For the 
calendar year 1969, A made taxable gifts to-
taling $50,000. The full amount of A’s specific 
exemption provided under section 2521, which 
was in effect at the time, was claimed and al-
lowed in 1968. The computation of the gift 
tax for the calendar period 1982 (following 
the steps set forth in paragraph (a) of this 
section) is shown below. 

(1) Amount of taxable gifts for the calendar 
year 1982, $240,000. 

(2) Total amount of taxable gifts for pre-
ceding calendar periods ($100,000+$50,000), 
$150,000. 

(3) Total taxable gifts, $390,000. 
(4) Tax computed on item 3 (in accordance 

with the rate schedule in effect for the year 
1982), $118,400. 

(5) Tax computed on item 2 (using same 
rate schedule), $38,800. 

(6) Tax for year 1982 (item 4 minus item 5), 
$79,600. 

[T.D. 6334, 23 FR 8904, Nov. 15, 1958, as amend-
ed by T.D. 7238, 37 FR 28725, Dec. 29, 1972; 
T.D. 7910, 48 FR 40372, Sept. 7, 1983; T.D. 8395, 
57 FR 4255, Feb. 4, 1992] 

§ 25.2502–2 Donor primarily liable for 
tax. 

Section 2502(d) provides that the 
donor shall pay the tax. If the donor 

dies before the tax is paid the amount 
of the tax is a debt due the United 
States from the decedent’s estate and 
his executor or administrator is re-
sponsible for its payment out of the es-
tate. (See § 25.6151–1 for the time and 
place for paying the tax.) If there is no 
duly qualified executor or adminis-
trator, the heirs, legatees, devisees, 
and distributees are liable for and re-
quired to pay the tax to the extent of 
the value of their inheritances, be-
quests, devises, or distributive shares 
of the donor’s estate. If a husband and 
wife effectively signify consent, under 
section 2513, to have gifts made to a 
third party during any ‘‘calendar pe-
riod’’ (as defined in § 25.2502–1(c)(1)) 
considered as made one-half by each, 
the liability with respect to the gift 
tax of each spouse for that calendar pe-
riod is joint and several (see § 25.2513–4). 
As to the personal liability of the 
donee, see paragraph (b) of § 301.6324–1 
of this chapter (Regulations on Proce-
dure and Administration). As to the 
personal liability of the executor or ad-
ministrator, see section 3467 of the Re-
vised Statutes (31 U.S.C. 192), which 
reads as follows: 

Every executor, administrator, or assignee, 
or other person, who pays, in whole or in 
part, any debt due by the person or estate for 
whom or for which he acts before he satisfies 
and pays the debts due to the United States 
from such person or estate, shall become an-
swerable in his own person and estate to the 
extent of such payments for the debts so due 
to the United States, or for so much thereof 
as may remain due and unpaid. 

As used in such section 3467, the word 
‘‘debt’’ includes a beneficiary’s dis-
tributive share of an estate. Thus if an 
executor pays a debt due by the estate 
which is being administered by him or 
distributes any portion of the estate 
before there is paid all of the gift tax 
which he has a duty to pay, the execu-
tor is personally liable, to the extent of 
the payment or distribution, for so 
much of the gift tax as remains due 
and unpaid. 

[T.D. 7238, 37 FR 28726, Dec. 29, 1972, as 
amended by T.D. 7910, 48 FR 40373, Sept. 7, 
1983] 
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§ 25.2503–1 General definitions of ‘‘tax-
able gifts’’ and of ‘‘total amount of 
gifts.’’ 

The term taxable gifts means the 
‘‘total amount of gifts’’ made by the 
donor during the ‘‘calendar period’’ (as 
defined in § 25.2502–1(c)(1)) less the de-
ductions provided for in sections 2521 
(as in effect before its repeal by the 
Tax Reform Act of 1976), 2522, and 2523 
(specific exemption, charitable, etc., 
gifts and the marital deduction, respec-
tively). The term ‘‘total amount of 
gifts’’ means the sum of the values of 
the gifts made during the calendar pe-
riod less the amounts excludable under 
section 2503(b). See § 25.2503–2. The en-
tire value of any gift of a future inter-
est in property must be included in the 
total amount of gifts for the calendar 
period in which the gift is made. See 
§ 25.2503–3. 

[T.D. 7910, 48 FR 40373, Sept. 7, 1983] 

§ 25.2503–2 Exclusions from gifts. 

(a) Except as provided in paragraph 
(f) of this section (involving gifts to a 
noncitizen spouse), the first $10,000 of 
gifts made to any one donee during the 
calendar year 1982 or any calendar year 
thereafter, except gifts of future inter-
ests in property as defined in §§ 25.2503– 
3 and 25.2503–4, is excluded in deter-
mining the total amount of gifts
for the calendar year. In the case of 
a gift in trust the beneficiary of the 
trust is the donee. 

(b) Gifts made after December 31, 1970 
and before January 1, 1982. In computing 
taxable gifts for the calendar quarter, 
in the case of gifts (other than gifts of 
future interests in property) made to 
any person by the donor during any 
calendar quarter of the calendar year 
1971 or any subsequent calendar year, 
$3,000 of such gifts to such person less 
the aggregate of the amounts of such 
gifts to such person during all pre-
ceding calendar quarters of any such 
calendar year shall not be included in 
the total amount of gifts made during 
such quarter. Thus, the first $3,000 of 
gifts made to any one donee during the 
calendar year 1971 or any calendar year 
thereafter, except gifts of future inter-
ests in property as defined in §§ 25.2503– 
3 and 25.2503–4, is excluded in deter-
mining the total amount of gifts for a 

calendar quarter. In the case of a gift 
in trust the beneficiary of the trust is 
the donee. The application of this para-
graph may be illustrated by the fol-
lowing examples: 

Example (1). A made a gift of $3,000 to B on 
January 8, 1971, and on April 20, 1971, gave B 
an additional gift of $10,000. A made no other 
gifts in 1971. The total amount of gifts made 
by A during the second quarter of 1971 is 
$10,000 because the $3,000 exclusion provided 
by section 2503(b) is first applied to the Janu-
ary 8th gift. 

Example (2). A gave $2,000 to B on January 
8, 1971, and on April 20, 1971, gave him $10,000. 
The total amount of gifts made by A during 
the second quarter of 1971 is $9,000 because 
only $2,000 of the $3,000 exclusion provided by 
section 2503(b) was applied against the Janu-
ary 8th gift; $1,000 was available to offset 
other gifts (except gifts of a future interest) 
made to B during 1971. 

(c) Gifts made before January 1, 1971. 
The first $3,000 of gifts made to any one 
donee during the calendar year 1955, or 
1970, or any calendar year intervening 
between calendar year 1955 and cal-
endar year 1970, except gifts of future 
interests in property as defined in 
§§ 25.2503–3 and 25.2503–4, is excluded in 
determining the total amount of gifts 
for the calendar year. In the case of a 
gift in trust the beneficiary of the 
trust is the donee. 

(d) Transitional rule. The increased 
annual gift tax exclusion as defined in 
section 2503(b) shall not apply to any 
gift subject to a power of appointment 
granted under an instrument executed 
before September 12, 1981, and not 
amended on or after that date, pro-
vided that: (1) The power is exercisable 
after December 31, 1981, (2) the power is 
expressly defined in terms of, or by ref-
erence to, the amount of the gift tax 
exclusion under section 2503(b) (or the 
corresponding provision of prior law), 
and (3) there is not enacted a State law 
applicable to such instrument which 
construes the power of appointment as 
referring to the increased annual gift 
tax exclusion provided by the Eco-
nomic Recovery Tax Act of 1981. 

(e) Examples. The provisions of para-
graph (d) of this section may be illus-
trated by the following examples: 

Example (1). A executed an instrument to 
create a trust for the benefit of B on July 2, 
1981. The trust granted to B the power, for a 
period of 90 days after any transfer of cash to 
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the trust, to withdraw from the trust the 
lesser of the amount of the transferred cash 
or the amount equal to the section 2503(b) 
annual gift tax exclusion. The trust was not 
amended on or after September 12, 1981. No 
state statute has been enacted which con-
strues the power of appointment as referring 
to the increased annual gift tax exclusion 
provided by the Economic Recovery Tax Act 
of 1981. Accordingly, the maximum annual 
gift tax exclusion applicable to any gift sub-
ject to the exercise of the power of appoint-
ment is $3,000. 

Example (2). Assume the same facts as in 
example (1) except that the power of appoint-
ment granted in the trust refers to section 
2503(b) as amended at any time. The max-
imum annual gift tax exclusion applicable to 
any gift subject to the exercise of the power 
of appointment is $10,000. 

(f) Special rule in the case of gifts made 
on or after July 14, 1988, to a spouse who 
is not a United States citizen—(1) In gen-
eral. Subject to the special rules set 
forth at § 20.2056A–1(c) of this chapter, 
in the case of gifts made on or after 
July 14, 1988, if the donee of the gift is 
the donor’s spouse and the donee 
spouse is not a citizen of the United 
States at the time of the gift, the first 
$100,000 of gifts made during the cal-
endar year to the donee spouse (except 
gifts of future interests) is excluded in 
determining the total amount of gifts 
for the calendar year. The rule of this 
paragraph (f) applies regardless of 
whether the donor is a citizen or resi-
dent of the United States for purposes 
of chapter 12 of the Internal Revenue 
Code. 

(2) Gifts made after June 29, 1989. In 
the case of gifts made after June 29, 
1989, the $100,000 exclusion provided in 
paragraph (f)(1) of this section applies 
only if the gift in excess of the other-
wise applicable annual exclusion is in a 
form that qualifies for the gift tax 
marital deduction under section 2523(a) 
but for the provisions of section 
2523(i)(1) (disallowing the marital de-
duction if the donee spouse is not a 
United States citizen.) See § 25.2523(i)– 
1(d), Example 4. 

(3) Effective date. This paragraph (f) is 
effective with respect to gifts made 
after August 22, 1995. 

[T.D. 7238, 37 FR 28727, Dec. 29, 1972, as 
amended by T.D. 7910, 48 FR 40373, Sept. 7, 
1983; T.D. 7978, 49 FR 38541, Oct. 1, 1984; T.D. 
8612, 60 FR 43552, Aug. 22, 1995] 

§ 25.2503–3 Future interests in prop-
erty. 

(a) No part of the value of a gift of a 
future interest may be excluded in de-
termining the total amount of gifts 
made during the ‘‘calendar period’’ (as 
defined in § 25.2502–1(c)(1)). ‘‘Future in-
terest’’ is a legal term, and includes re-
versions, remainders, and other inter-
ests or estates, whether vested or con-
tingent, and whether or not supported 
by a particular interest or estate, 
which are limited to commence in use, 
possession, or enjoyment at some fu-
ture date or time. The term has no ref-
erence to such contractual rights as 
exist in a bond, note (though bearing 
no interest until maturity), or in a pol-
icy of life insurance, the obligations of 
which are to be discharged by pay-
ments in the future. But a future inter-
est or interests in such contractual ob-
ligations may be created by the limita-
tions contained in a trust or other in-
strument of transfer used in effecting a 
gift. 

(b) An unrestricted right to the im-
mediate use, possession, or enjoyment 
of property or the income from prop-
erty (such as a life estate or term cer-
tain) is a present interest in property. 
An exclusion is allowable with respect 
to a gift of such an interest (but not in 
excess of the value of the interest). If a 
donee has received a present interest in 
property, the possibility that such in-
terest may be diminished by the trans-
fer of a greater interest in the same 
property to the donee through the ex-
ercise of a power is disregarded in com-
puting the value of the present inter-
est, to the extent that no part of such 
interest will at any time pass to any 
other person (see example (4) of para-
graph (c) of this section). For an excep-
tion to the rule disallowing an exclu-
sion for gifts of future interests in the 
case of certain gifts to minors, see 
§ 25.2503–4. 

(c) The operation of this section may 
be illustrated by the following exam-
ples: 

Example (1). Under the terms of a trust cre-
ated by A the trustee is directed to pay the 
net income to B, so long as B shall live. The 
trustee is authorized in his discretion to 
withhold payments of income during any pe-
riod he deems advisable and add such income 
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to the trust corpus. Since B’s right to re-
ceive the income payments is subject to the 
trustee’s discretion, it is not a present inter-
est and no exclusion is allowable with re-
spect to the transfer in trust. 

Example (2). C transfers certain insurance 
policies on his own life to a trust created for 
the benefit of D. Upon C’s death the proceeds 
of the policies are to be invested and the net 
income therefrom paid to D during his life-
time. Since the income payments to D will 
not begin until after C’s death the transfer 
in trust represents a gift of a future interest 
in property against which no exclusion is al-
lowable. 

Example (3). Under the terms of a trust cre-
ated by E the net income is to be distributed 
to E’s three children in such shares as the 
trustee, in his uncontrolled discretion deems 
advisable. While the terms of the trust pro-
vide that all of the net income is to be dis-
tributed, the amount of income any one of 
the three beneficiaries will receive rests en-
tirely within the trustee’s discretion and 
cannot be presently ascertained. Accord-
ingly, no exclusions are allowable with re-
spect to the transfers to the trust. 

Example (4). Under the terms of a trust the 
net income is to be paid to F for life, with 
the remainder payable to G on F’s death. 
The trustee has the uncontrolled power to 
pay over the corpus to F at any time. Al-
though F’s present right to receive the in-
come may be terminated, no other person 
has the right to such income interest. Ac-
cordingly, the power in the trustee is dis-
regarded in determining the value of F’s 
present interest. The power would not be dis-
regarded to the extent that the trustee dur-
ing F’s life could distribute corpus to persons 
other than F. 

Example (5). The corpus of a trust created 
by J consists of certain real property, sub-
ject to a mortgage. The terms of the trust 
provide that the net income from the prop-
erty is to be used to pay the mortgage. After 
the mortgage is paid in full the net income 
is to be paid to K during his lifetime. Since 
K’s right to receive the income payments 
will not begin until after the mortgage is 
paid in full the transfer in trust represents a 
gift of a future interest in property against 
which no exclusion is allowable. 

Example (6). L pays premiums on a policy 
of insurance on his life, all the incidents of 
ownership in the policy (including the right 
to surrender the policy) are vested in M. The 
payment of premiums by L constitutes a gift 
of a present interest in property. 

[T.D. 6334, 23 FR 8904, Nov. 15, 1958, as amend-
ed by T.D. 7238, 37 FR 28727, Dec. 29, 1972; 
T.D. 7910, 48 FR 40373, Sept. 7, 1983] 

§ 25.2503–4 Transfer for the benefit of 
a minor. 

(a) Section 2503(c) provides that no 
part of a transfer for the benefit of a 
donee who has not attained the age of 
21 years on the date of the gift will be 
considered a gift of a future interest in 
property if the terms of the transfer 
satisfy all of the following conditions: 

(1) Both the property itself and its in-
come may be expended by or for the 
benefit of the donee before he attains 
the age of 21 years; 

(2) Any portion of the property and 
its income not disposed of under sub-
paragraph (1) of this paragraph will 
pass to the donee when he attains the 
age of 21 years; and 

(3) Any portion of the property and 
its income not disposed of under sub-
paragraph (1) of this paragraph will be 
payable either to the estate of the 
donee or as he may appoint under a 
general power of appointment as de-
fined in section 2514(c) if he dies before 
attaining the age of 21 years. 

(b) Either a power of appointment ex-
ercisable by the donee by will or a 
power of appointment exercisable by 
the donee during his lifetime will sat-
isfy the conditions set forth in para-
graph (a)(3) of this section. However, if 
the transfer is to qualify for the exclu-
sion under this section, there must be 
no restrictions of substance (as distin-
guished from formal restrictions of the 
type described in paragraph (g)(4) of 
§ 25.2523(e)–1 by the terms of the instru-
ment of transfer on the exercise of the 
power by the donee. However, if the 
minor is given a power of appointment 
exercisable during lifetime or is given 
a power of appointment exercisable by 
will, the fact that under the local law 
a minor is under a disability to exer-
cise an intervivos power or to execute 
a will does not cause the transfer to 
fail to satisfy the conditions of section 
2503(c). Further, a transfer does not fail 
to satisfy the conditions of section 
2503(c) by reason of the mere fact 
that— 

(1) There is left to the discretion of a 
trustee the determination of the 
amounts, if any, of the income or prop-
erty to be expended for the benefit of 
the minor and the purpose for which 
the expenditure is to be made, provided 
there are no substantial restrictions 
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under the terms of the trust instru-
ment on the exercise of such discre-
tion; 

(2) The donee, upon reaching age 21, 
has the right to extend the term of the 
trust; or 

(3) The governing instrument con-
tains a disposition of the property or 
income not expended during the 
donee’s minority to persons other than 
the donee’s estate in the event of the 
default of appointment by the donee. 

(c) A gift to a minor which does not 
satisfy the requirements of section 
2503(c) may be either a present or a fu-
ture interest under the general rules of 
§ 25.2503–3. Thus, for example, a transfer 
of property in trust with income re-
quired to be paid annually to a minor 
beneficiary and corpus to be distrib-
uted to him upon his attaining the age 
of 25 is a gift of a present interest with 
respect to the right to income but is a 
gift of a future interest with respect to 
the right to corpus. 

§ 25.2503–6 Exclusion for certain quali-
fied transfer for tuition or medical 
expenses. 

(a) In general. Section 2503(e) provides 
that any qualified transfer after De-
cember 31, 1981, shall not be treated as 
a transfer of property by gift for pur-
poses of Chapter 12 of Subtitle B of the 
Code. Thus, a qualified transfer on be-
half of any individual is excluded in de-
termining the total amount of gifts in 
calendar year 1982 and subsequent 
years. This exclusion is available in ad-
dition to the $10,000 annual gift tax ex-
clusion. Furthermore, an exclusion for 
a qualified transfer is permitted with-
out regard to the relationship between 
the donor and the donee. 

(b) Qualified transfers—(1) Definition. 
For purposes of this paragraph, the 
term ‘‘qualified transfer’’ means any 
amount paid on behalf of an indi-
vidual— 

(i) As tuition to a qualifying edu-
cational organization for the education 
or training of that individual, or 

(ii) To any person who provides med-
ical care with respect to that indi-
vidual as payment for the qualifying 
medical expenses arising from such 
medical care. 

(2) Tuition expenses. For purposes of 
paragraph (b)(1)(i) of this section, a 

qualifying educational organization is 
one which normally maintains a reg-
ular faculty and curriculum and nor-
mally has a regularly enrolled body of 
pupils or students in attendance at the 
place where its educational activities 
are regularly carried on. See section 
170(b)(1)(A)(ii) and the regulations 
thereunder. The unlimited exclusion is 
permitted for tuition expenses of full- 
time or part-time students paid di-
rectly to the qualifying educational or-
ganization providing the education. No 
unlimited exclusion is permitted for 
amounts paid for books, supplies, dor-
mitory fees, board, or other similar ex-
penses which do not constitute direct 
tuition costs. 

(3) Medical expenses. For purposes of 
paragraph (b)(1)(ii) of this section, 
qualifying medical expenses are lim-
ited to those expenses defined in sec-
tion 213(d) (section 213(e) prior to Janu-
ary 1, 1984) and include expenses in-
curred for the diagnosis, cure, mitiga-
tion, treatment or prevention of dis-
ease, or for the purpose of affecting any 
structure or function of the body or for 
transportation primarily for and essen-
tial to medical care. In addition, the 
unlimited exclusion from the gift tax 
includes amounts paid for medical in-
surance on behalf of any individual. 
The unlimited exclusion from the gift 
tax does not apply to amounts paid for 
medical care that are reimbursed by 
the donee’s insurance. Thus, if pay-
ment for a medical expense is reim-
bursed by the donee’s insurance com-
pany, the donor’s payment for that ex-
pense, to the extent of the reimbursed 
amount, is not eligible for the unlim-
ited exclusion from the gift tax and the 
gift is treated as having been made on 
the date the reimbursement is received 
by the donee. 

(c) Examples. The provisions of para-
graph (b) of this section may be illus-
trated by the following examples. 

Example (1). In 1982, A made a tuition pay-
ment directly to a foreign university on be-
half of B. A had no legal obligation to make 
this payment. The foreign university is de-
scribed in section 170(b)(1)(A)(ii) of the Code. 
A’s tuition payment is exempt from the gift 
tax under section 2503(e) of the Code. 

Example (2). A transfers $100,000 to a trust 
the provisions of which state that the funds 
are to be used for tuition expenses incurred 
by A’s grandchildren. A’s transfer to the 
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trust is a completed gift for Federal gift tax 
purposes and is not a direct transfer to an 
educational organization as provided in para-
graph (b)(2) of this section and does not qual-
ify for the unlimited exclusion from gift tax 
under section 2503(e). 

Example (3). C was seriously injured in an 
automobile accident in 1982. D, who is unre-
lated to C, paid C’s various medical expenses 
by checks made payable to the physician. D 
also paid the hospital for C’s hospital bills. 
These medical and hospital expenses were 
types described in section 213 of the Code and 
were not reimbursed by insurance or other-
wise. Because the medical and hospital bills 
paid in 1982 for C were medical expenses 
within the meaning of section 213 of the 
Code, and since they were paid directly by D 
to the person rendering the medical care, 
they are not treated as transfers subject to 
the gift tax. 

Example (4). Assume the same facts as in 
example (2) except that instead of making 
the payments directly to the medical service 
provider, D reimbursed C for the medical ex-
penses which C had previously paid. The pay-
ments made by D to C do not qualify for the 
exclusion under section 2503(e) of the Code 
and are subject to the gift tax on the date 
the reimbursement is received by C to the 
extent the reimbursement and all other gifts 
from D to C during the year of the reim-
bursement exceed the $10,000 annual exclu-
sion provided in section 2503(b). 

[T.D. 7978, 49 FR 38541, Oct. 1, 1984; 49 FR 
39843, Oct. 11, 1984] 

§ 25.2504–1 Taxable gifts for preceding 
calendar periods. 

(a) In order to determine the correct 
gift tax liability for any calendar pe-
riod it is necessary to ascertain the 
correct amount, if any, of the aggre-
gate sum of the taxable gifts for each 
of the ‘‘preceding calendar periods’’ (as 
defined in § 25.2502–1(c)(2)). See para-
graph (a) of § 25.2502–1. The term ‘‘ag-
gregate sum of the taxable gifts for 
each of the preceding calendar periods’’ 
means the correct aggregate of such 
gifts, not necessarily that returned for 
those calendar periods and in respect of 
which tax was paid. All transfers that 
constituted gifts in prior calendar peri-
ods under the laws, including the provi-
sions of law relating to exclusions from 
gifts, in effect at the time the transfers 
were made are included in determining 
the amount of taxable gifts for pre-
ceding calendar periods. The deduc-
tions other than for the specific exemp-
tion (see paragraph (b) of this section) 
allowed by the laws in effect at the 

time the transfers were made also are 
taken into account in determining the 
aggregate sum of the taxable gifts for 
preceding calendar periods. (The allow-
able exclusion from a gift is $5,000 for 
years before 1939, $4,000 for the cal-
endar years 1939 through 1942, $3,000 for 
the calendar years 1943 through 1981, 
and $10,000 thereafter.) 

(b) In determining the aggregate sum 
of the taxable gifts for the ‘‘preceding 
calendar periods’’ (as defined in 
§ 25.2502–1(c)(2)), the total of the 
amounts allowed as deductions for the 
specific exemption, under section 2521 
(as in effect prior to its repeal by the 
Tax Reform Act of 1976) and the cor-
responding provisions of prior laws, 
shall not exceed $30,000. Thus, if the 
only prior gifts by a donor were made 
in 1940 and 1941 (at which time the spe-
cific exemption allowable was $40,000), 
and if in the donor’s returns for those 
years the donor claimed deductions to-
taling $40,000 for the specific exemption 
and reported taxable gifts totaling 
$110,000, then in determining the aggre-
gate sum of the taxable gifts for the 
preceding calendar periods, the deduc-
tions for the specific exemption cannot 
exceed $30,000, and the donor’s taxable 
gifts for such periods will be $120,000 
(instead of the $110,000 reported on the 
donor’s returns). (The allowable deduc-
tion for the specific exemption was 
$50,000 for calendar years before 1936, 
$40,000 for calendar years 1936 through 
1942, and $30,000 for 1943 through 1976.) 

(c) If the donor and the donor’s 
spouse consented to have gifts made to 
third parties considered as made one- 
half by each spouse, pursuant to the 
provisions of section 2513 or section 
1000(f) of the Internal Revenue Code of 
1939 (which corresponds to section 
2513), these provisions shall be taken 
into account in determining the aggre-
gate sum of the taxable gifts for the 
preceding calendar periods (under para-
graph (a) of this section). 

(d) If interpretations of the gift tax 
law in preceding calendar periods re-
sulted in the erroneous inclusion of 
property for gift tax purposes that 
should have been excluded, or the erro-
neous exclusion of property that should 
have been included, adjustments must 
be made in order to arrive at the cor-
rect aggregate of taxable gifts for the 
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preceding calendar periods (under para-
graph (a) of this section). However, see 
section 1000 (e) and (g) of the 1939 Code 
relating to certain discretionary trusts 
and reciprocal trusts. However, see 
§ 25.2504–2(b) regarding certain gifts 
made after August 5, 1997. 

[T.D. 7238, 37 FR 28727, Dec. 29, 1972, as 
amended by T.D. 7910, 48 FR 40373, Sept. 7, 
1983; T.D. 8845, 64 FR 67770, Dec. 3, 1999] 

§ 25.2504–2 Determination of gifts for 
preceding calendar periods. 

(a) Gifts made before August 6, 1997. If 
the time has expired within which a 
tax may be assessed under chapter 12 of 
the Internal Revenue Code (or under 
corresponding provisions of prior laws) 
on the transfer of property by gift 
made during a preceding calendar pe-
riod, as defined in § 25.2502–1(c)(2), the 
gift was made prior to August 6, 1997, 
and a tax has been assessed or paid for 
such prior calendar period, the value of 
the gift, for purposes of arriving at the 
correct amount of the taxable gifts for 
the preceding calendar periods (as de-
fined under § 25.2504–1(a)), is the value 
used in computing the tax for the last 
preceding calendar period for which a 
tax was assessed or paid under chapter 
12 of the Internal Revenue Code or the 
corresponding provisions of prior laws. 
However, this rule does not apply 
where no tax was paid or assessed for 
the prior calendar period. Further-
more, this rule does not apply to ad-
justments involving issues other than 
valuation. See § 25.2504–1(d). 

(b) Gifts made or section 2701(d) taxable 
events occurring after August 5, 1997. If 
the time has expired under section 6501 
within which a gift tax may be assessed 
under chapter 12 of the Internal Rev-
enue Code (or under corresponding pro-
visions of prior laws) on the transfer of 
property by gift made during a pre-
ceding calendar period, as defined in 
§ 25.2502–1(c)(2), or with respect to an 
increase in taxable gifts required under 
section 2701(d) and § 25.2701–4, and the 
gift was made, or the section 2701(d) 
taxable event occurred, after August 5, 
1997, the amount of the taxable gift or 
the amount of the increase in taxable 
gifts, for purposes of determining the 
correct amount of taxable gifts for the 
preceding calendar periods (as defined 
in § 25.2504–1(a)), is the amount that is 

finally determined for gift tax purposes 
(within the meaning of § 20.2001–1(c) of 
this chapter) and such amount may not 
be thereafter adjusted. The rule of this 
paragraph (b) applies to adjustments 
involving all issues relating to the gift 
including valuation issues and legal 
issues involving the interpretation of 
the gift tax law. For purposes of deter-
mining if the time has expired within 
which a gift tax may be assessed, see 
§ 301.6501(c)–1(e) and (f) of this chapter. 

(c) Examples. The following examples 
illustrate the rules of paragraphs (a) 
and (b) of this section: 

Example 1. (i) Facts. In 1996, A transferred 
closely-held stock in trust for the benefit of 
B, A’s child. A timely filed a Federal gift tax 
return reporting the 1996 transfer to B. No 
gift tax was assessed or paid as a result of 
the gift tax annual exclusion and the appli-
cation of A’s available unified credit. In 2001, 
A transferred additional closely-held stock 
to the trust. A’s Federal gift tax return re-
porting the 2001 transfer was timely filed and 
the transfer was adequately disclosed under 
§ 301.6501(c)–1(f)(2) of this chapter. In com-
puting the amount of taxable gifts, A 
claimed annual exclusions with respect to 
the transfers in 1996 and 2001. In 2003, A 
transfers additional property to B and time-
ly files a Federal gift tax return reporting 
the gift. (ii) Application of the rule limiting ad-
justments to prior gifts. Under section 2504(c), 
in determining A’s 2003 gift tax liability, the 
amount of A’s 1996 gift can be adjusted for 
purposes of computing prior taxable gifts, 
since that gift was made prior to August 6, 
1997, and therefore, the provisions of para-
graph (a) of this section apply. Adjustments 
can be made with respect to the valuation of 
the gift and legal issues presented (for exam-
ple, the availability of the annual exclusion 
with respect to the gift). However, A’s 2001 
transfer was adequately disclosed on a time-
ly filed gift tax return and, thus, under para-
graph (b) of this section, the amount of the 
2001 taxable gift by A may not be adjusted 
(either with respect to the valuation of the 
gift or any legal issue) for purposes of com-
puting prior taxable gifts in determining A’s 
2003 gift tax liability. 

Example 2. (i) Facts. In 1996, A transferred 
closely-held stock to B, A’s child. A timely 
filed a Federal gift tax return reporting the 
1996 transfer to B and paid gift tax on the 
value of the gift reported on the return. On 
August 1, 1997, A transferred additional 
closely-held stock to B in exchange for a 
promissory note signed by B. Also, on Sep-
tember 10, 1997, A transferred closely-held 
stock to C, A’s other child. On April 15, 1998, 
A timely filed a gift tax return for 1997 re-
porting the September 10, 1997, transfer to C 
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and, under § 301.6501(c)–1(f)(2) of this chapter, 
adequately disclosed that transfer and paid 
gift tax with respect to the transfer. How-
ever, A believed that the transfer to B on 
August 1, 1997, was for full and adequate con-
sideration and A did not report the transfer 
to B on the 1997 Federal gift tax return. In 
2002, A transfers additional property to B and 
timely files a Federal gift tax return report-
ing the gift. 

(ii) Application of the rule limiting adjust-
ments to prior gifts. Under section 2504(c), in 
determining A’s 2002 gift tax liability, the 
value of A’s 1996 gift cannot be adjusted for 
purposes of computing the value of prior tax-
able gifts, since that gift was made prior to 
August 6, 1997, and a timely filed Federal gift 
tax return was filed on which a gift tax was 
assessed and paid. However, A’s prior taxable 
gifts can be adjusted to reflect the August 1, 
1997, transfer because, although a gift tax re-
turn for 1997 was timely filed and gift tax 
was paid, under § 301.6501(c)–1(f) of this chap-
ter the period for assessing gift tax with re-
spect to the August 1, 1997, transfer did not 
commence to run since that transfer was not 
adequately disclosed on the 1997 gift tax re-
turn. Accordingly, a gift tax may be assessed 
with respect to the August 1, 1997, transfer 
and the amount of the gift would be reflected 
in prior taxable gifts for purposes of com-
puting A’s gift tax liability for 2002. A’s Sep-
tember 10, 1997, transfer to C was adequately 
disclosed on a timely filed gift tax return 
and, thus, under paragraph (b) of this sec-
tion, the amount of the September 10, 1997, 
taxable gift by A may not be adjusted for 
purposes of computing prior taxable gifts in 
determining A’s 2002 gift tax liability. 

Example 3. (i) Facts. In 1994, A transferred 
closely-held stock to B and C, A’s children. A 
timely filed a Federal gift tax return report-
ing the 1994 transfers to B and C and paid gift 
tax on the value of the gifts reported on the 
return. Also in 1994, A transferred closely- 
held stock to B in exchange for a bona fide 
promissory note signed by B. A believed that 
the transfer to B in exchange for the promis-
sory note was for full and adequate consider-
ation and A did not report that transfer to B 
on the 1994 Federal gift tax return. In 2002, A 
transfers additional property to B and time-
ly files a Federal gift tax return reporting 
the gift. 

(ii) Application of the rule limiting adjust-
ments to prior gifts. Under section 2504(c), in 
determining A’s 2002 gift tax liability, the 
value of A’s 1994 gifts cannot be adjusted for 
purposes of computing prior taxable gifts be-
cause those gifts were made prior to August 
6, 1997, and a timely filed Federal gift tax re-
turn was filed with respect to which a gift 
tax was assessed and paid, and the period of 
limitations on assessment has expired. The 
provisions of paragraph (a) of this section 
apply to the 1994 transfers. However, for pur-
poses of determining A’s adjusted taxable 

gifts in computing A’s estate tax liability, 
the gifts may be adjusted. See § 20.2001–1(a) of 
this chapter. 

(d) Effective dates. Paragraph (a) of 
this section applies to transfers of 
property by gift made prior to August 
6, 1997. Paragraphs (b) and (c) of this 
section apply to transfers of property 
by gift made after August 5, 1997, if the 
gift tax return for the calendar period 
in which the transfer is reported is 
filed after December 3, 1999. 

[T.D. 8845, 64 FR 67770, Dec. 3, 1999] 

TRANSFERS 

§ 25.2511–1 Transfers in general. 

(a) The gift tax applies to a transfer 
by way of gift whether the transfer is 
in trust or otherwise, whether the gift 
is direct or indirect, and whether the 
property is real or personal, tangible or 
intangible. For example, a taxable 
transfer may be effected by the cre-
ation of a trust, the forgiving of a debt, 
the assignment of a judgment, the as-
signment of the benefits of an insur-
ance policy, or the transfer of cash, 
certificates of deposit, or Federal, 
State or municipal bonds. Statutory 
provisions which exempt bonds, notes, 
bills and certificates of indebtedness of 
the Federal Government or its agencies 
and the interest thereon from taxation 
are not applicable to the gift tax, since 
the gift tax is an excise tax on the 
transfer, and is not a tax on the subject 
of the gift. 

(b) In the case of a gift by a non-
resident not a citizen of the United 
States— 

(1) If the gift was made on or after 
January 1, 1967, by a donor who was not 
an expatriate to whom section 
2501(a)(2) was inapplicable on the date 
of the gift by reason of section 
2501(a)(3) and paragraph (a)(3) of 
§ 25.2501–1, or 

(2) If the gift was made before Janu-
ary 1, 1967, by a donor who was not en-
gaged in business in the United States 
during the calendar year in which the 
gift was made, the gift tax applies only 
if the gift consisted of real property or 
tangible personal property situated 
within the United States at the time of 
the transfer. See §§ 25.2501–1 and 25.2511– 
3. 

VerDate Aug<04>2004 11:29 Apr 28, 2005 Jkt 205096 PO 00000 Frm 00536 Fmt 8010 Sfmt 8010 Y:\SGML\205096.XXX 205096



527 

Internal Revenue Service, Treasury § 25.2511–1 

(c)(1) The gift tax also applies to gifts 
indirectly made. Thus, any transaction 
in which an interest in property is gra-
tuitously passed or conferred upon an-
other, regardless of the means or de-
vice employed, constitutes a gift sub-
ject to tax. See further § 25.2512–8 relat-
ing to transfers for insufficient consid-
eration. However, in the case of a 
transfer creating an interest in prop-
erty (within the meaning of § 25.2518– 
2(c)(3) and (c)(4)) made after December 
31, 1976, this paragraph (c)(1) shall not 
apply to the donee if, as a result of a 
qualified disclaimer by the donee, the 
interest passes to a different donee. 
Nor shall it apply to a donor if, as a re-
sult of a qualified disclaimer by the 
donee, a completed transfer of an inter-
est in property is not effected. See sec-
tion 2518 and the corresponding regula-
tions for rules relating to a qualified 
disclaimer. 

(2) In the case of taxable transfers 
creating an interest in the person dis-
claiming made before January 1, 1977, 
where the law governing the adminis-
tration of the decedent’s estate gives a 
beneficiary, heir, or next-of-kin a right 
completely and unqualifiedly to refuse 
to accept ownership of property trans-
ferred from a decedent (whether the 
transfer is effected by the decedent’s 
will or by the law of descent and dis-
tribution), a refusal to accept owner-
ship does not constitute the making of 
a gift if the refusal is made within a 
reasonable time after knowledge of the 
existence of the transfer. The refusal 
must be unequivocal and effective 
under the local law. There can be no re-
fusal of ownership of property after its 
acceptance. In the absence of the facts 
to the contrary, if a person fails to 
refuse to accept a transfer to him of 
ownership of a decedent’s property 
within a reasonable time after learning 
of the existence of the transfer, he will 
be presumed to have accepted the prop-
erty. Where the local law does not per-
mit such a refusal, any disposition by 
the beneficiary, heir, or next-of-kin 
whereby ownership is transferred gra-
tuitously to another constitutes the 
making of a gift by the beneficiary, 
heir, or next-of-kin. In any case where 
a refusal is purported to relate to only 
a part of the property, the determina-
tion of whether or not there has been a 

complete and unqualified refusal to ac-
cept ownership will depend on all of the 
facts and circumstances in each par-
ticular case, taking into account the 
recognition and effectiveness of such a 
purported refusal under the local law. 
In illustration, if Blackacre was de-
vised to A under the decedent’s will 
(which also provided that all lapsed 
legacies and devises shall go to B, the 
residuary beneficiary), and under the 
local law A could refuse to accept own-
ership in which case title would be con-
sidered as never having passed to A, 
A’s refusal to accept Blackacre within 
a reasonable time of learning of the de-
vise will not constitute the making of 
a gift by A to B. However, if a decedent 
who owned Greenacre died intestate 
with C and D as his only heirs, and 
under local law the heir of a decedent 
cannot, by refusal to accept, prevent 
himself from becoming an owner of in-
testate property, any gratuitous dis-
position by C (by whatever term it is 
known) whereby he gives up his owner-
ship of a portion of Greenacre and D 
acquires the whole thereof constitutes 
the making of a gift by C to D. 

(3) The fourth sentence of paragraph 
(c)(1) of this section is applicable for 
transfers creating an interest to be dis-
claimed made on or after December 31, 
1997. 

(d) If a joint income tax return is 
filed by a husband and wife for a tax-
able year, the payment by one spouse 
of all or part of the income tax liabil-
ity for such year is not treated as re-
sulting in a transfer that is subject to 
gift tax. The same rule is applicable to 
the payment of gift tax for a ‘‘calendar 
period’’ (as defined in § 25.2502–1(c)(1)) 
in the case of a husband and wife who 
have consented to have the gifts made 
considered as made half by each of 
them in accordance with the provisions 
of section 2513. 

(e) If a donor transfers by gift less 
than his entire interest in property, 
the gift tax is applicable to the interest 
transferred. The tax is applicable, for 
example, to the transfer of an undi-
vided half interest in property, or to 
the transfer of a life estate when the 
grantor retains the remainder interest, 
or vice versa. However, if the donor’s 
retained interest is not susceptible of 
measurement on the basis of generally 
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accepted valuation principles, the gift 
tax is applicable to the entire value of 
the property subject to the gift. Thus if 
a donor, aged 65 years, transfers a life 
estate in property to A, aged 25 years, 
with remainder to A’s issue, or in de-
fault of issue, with reversion to the 
donor, the gift tax will normally be ap-
plicable to the entire value of the prop-
erty. 

(f) If a donor is the owner of only a 
limited interest in property, and trans-
fers his entire interest, the interest is 
in every case to be valued by the rules 
set forth in §§ 25.2512–1 through 25.2512– 
7. If the interest is a remainder or re-
version or other future interest, it is to 
be valued on the basis of actuarial 
principles set forth in § 25.2512–5, or if it 
is not susceptible of valuation in that 
manner, in accordance with the prin-
ciples set forth in § 25.2512–1. 

(g)(1) Donative intent on the part of 
the transferor is not an essential ele-
ment in the application of the gift tax 
to the transfer. The application of the 
tax is based on the objective facts of 
the transfer and the circumstances 
under which it is made, rather than on 
the subjective motives of the donor. 
However, there are certain types of 
transfers to which the tax is not appli-
cable. It is applicable only to a transfer 
of a beneficial interest in property. It 
is not applicable to a transfer of bare 
legal title to a trustee. A transfer by a 
trustee of trust property in which he 
has no beneficial interest does not con-
stitute a gift by the trustee (but such a 
transfer may constitute a gift by the 
creator of the trust, if until the trans-
fer he had the power to change the 
beneficiaries by amending or revoking 
the trust). The gift tax is not applica-
ble to a transfer for a full and adequate 
consideration in money or money’s 
worth, or to ordinary business trans-
actions, described in § 25.2512–8. 

(2) If a trustee has a beneficial inter-
est in trust property, a transfer of the 
property by the trustee is not a taxable 
transfer if it is made pursuant to a fi-
duciary power the exercise or nonexer-
cise of which is limited by a reasonably 
fixed or ascertainable standard which 
is set forth in the trust instrument. A 
clearly measurable standard under 
which the holder of a power is legally 
accountable is such a standard for this 

purpose. For instance, a power to dis-
tribute corpus for the education, sup-
port, maintenance, or health of the 
beneficiary; for his reasonable support 
and comfort; to enable him to maintain 
his accustomed standard of living; or 
to meet an emergency, would be such a 
standard. However, a power to dis-
tribute corpus for the pleasure, desire, 
or happiness of a beneficiary is not 
such a standard. The entire context of 
a provision of a trust instrument 
granting a power must be considered in 
determining whether the power is lim-
ited by a reasonably definite standard. 
For example, if a trust instrument pro-
vides that the determination of the 
trustee shall be conclusive with respect 
to the exercise or nonexercise of a 
power, the power is not limited by a 
reasonably definite standard. However, 
the fact that the governing instrument 
is phrased in discretionary terms is not 
in itself an indication that no such 
standard exists. 

(h) The following are examples of 
transactions resulting in taxable gifts 
and in each case it is assumed that the 
transfers were not made for an ade-
quate and full consideration in money 
or money’s worth: 

(1) A transfer of property by a cor-
poration to B is a gift to B from the 
stockholders of the corporation. If B 
himself is a stockholder, the transfer is 
a gift to him from the other stock-
holders but only to the extent it ex-
ceeds B’s own interest in such amount 
as a shareholder. A transfer of property 
by B to a corporation generally rep-
resents gifts by B to the other indi-
vidual shareholders of the corporation 
to the extent of their proportionate in-
terests in the corporation. However, 
there may be an exception to this rule, 
such as a transfer made by an indi-
vidual to a charitable, public, political 
or similar organization which may con-
stitute a gift to the organization as a 
single entity, depending upon the facts 
and circumstances in the particular 
case. 

(2) The transfer of property to B if 
there is imposed upon B the obligation 
of paying a commensurate annuity to C 
is a gift to C. 

(3) The payment of money or the 
transfer of property to B in consider-
ation of B’s promise to render a service 
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to C is a gift to C, or to both B and C, 
depending on whether the service to be 
rendered to C is or is not an adequate 
and full consideration in money or 
money’s worth for that which is re-
ceived by B. See section 2512(b) and the 
regulations thereunder. 

(4) If A creates a joint bank account 
for himself and B (or a similar type of 
ownership by which A can regain the 
entire fund without B’s consent), there 
is a gift to B when B draws upon the 
account for his own benefit, to the ex-
tent of the amount drawn without any 
obligation to account for a part of the 
proceeds to A. Similarly, if A pur-
chases a United States savings bond 
registered as payable to ‘‘A or B,’’ 
there is a gift to B when B surrenders 
the bond for cash without any obliga-
tion to account for a part of the pro-
ceeds to A. 

(5) If A with his own funds purchases 
property and has the title conveyed to 
himself and B as joint owners, with 
rights of survivorship (other than a 
joint ownership described in example 
(4) but which rights may be defeated by 
either party severing his interest, 
there is a gift to B in the amount of 
half the value of the property. How-
ever, see § 25.2515–1 relative to the cre-
ation of a joint tenancy (or tenancy by 
the entirety) between husband and wife 
in real property with rights of survi-
vorship which, unless the donor elects 
otherwise is not considered as a trans-
fer includible for Federal gift tax pur-
poses at the time of the creation of the 
joint tenancy. See § 25.2515–2 with re-
spect to determining the extent to 
which the creation of a tenancy by the 
entirety constitutes a taxable gift if 
the donor elects to have the creation of 
the tenancy so treated. See also 
§ 25.2523(d)–1 with respect to the mar-
ital deduction allowed in the case of 
the creation of a joint tenancy or a 
tenancy by the entirety. 

(6) If A is possessed of a vested re-
mainder interest in property, subject 
to being divested only in the event he 
should fail to survive one or more indi-
viduals or the happening of some other 
event, an irrevocable assignment of all 
or any part of his interest would result 
in a transfer includible for Federal gift 
tax purposes. See especially § 25.2512–5 

for the valuation of an interest of this 
type. 

(7) If A, without retaining a power to 
revoke the trust or to change the bene-
ficial interests therein, transfers prop-
erty in trust whereby B is to receive 
the income for life and at his death the 
trust is to terminate and the corpus is 
to be returned to A, provided A sur-
vives, but if A predeceases B the corpus 
is to pass to C, A has made a gift equal 
to the total value of the property less 
the value of his retained interest. See 
§ 25.2512–5 for the valuation of the do-
nor’s retained interest. 

(8) If the insured purchases a life in-
surance policy, or pays a premium on a 
previously issued policy, the proceeds 
of which are payable to a beneficiary or 
beneficiaries other than his estate, and 
with respect to which the insured re-
tains no reversionary interest in him-
self or his estate and no power to 
revest the economic benefits in himself 
or his estate or to change the bene-
ficiaries or their proportionate benefits 
(or if the insured relinquishes by as-
signment, by designation of a new ben-
eficiary or otherwise, every such power 
that was retained in a previously 
issued policy), the insured has made a 
gift of the value of the policy, or to the 
extent of the premium paid, even 
though the right of the assignee or ben-
eficiary to receive the benefits is con-
ditioned upon his surviving the in-
sured. For the valuation of life insur-
ance policies see § 25.2512–6. 

(9) Where property held by a husband 
and wife as community property is 
used to purchase insurance upon the 
husband’s life and a third person is 
revocably designated as beneficiary 
and under the State law the husband’s 
death is considered to make absolute 
the transfer by the wife, there is a gift 
by the wife at the time of the hus-
band’s death of half the amount of the 
proceeds of such insurance. 

(10) If under a pension plan (pursuant 
to which he has an unqualified right to 
an annuity) an employee has an option 
to take either a retirement annuity for 
himself alone or a smaller annuity for 
himself with a survivorship annuity 
payable to his wife, an irrevocable elec-
tion by the employee to take the re-
duced annuity in order that an annuity 
may be paid, after the employee’s 
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death, to his wife results in the making 
of a gift. However, see section 2517 and 
the regulations thereunder for the ex-
emption from gift tax of amounts at-
tributable to employers’ contributions 
under qualified plans and certain other 
contracts. 

[T.D. 6334, 23 FR 8904, Nov. 15, 1958, as amend-
ed by T.D. 7150, 36 FR 22900, Dec. 2, 1971; T.D. 
7238, 37 FR 28728, Dec. 29, 1972; T.D. 7296, 38 
FR 34202, Dec. 12, 1973; T.D. 7910, 48 FR 40374, 
Sept. 7, 1983; T.D. 8095, 51 FR 28369, Aug. 7, 
1986; T.D. 8540, 59 FR 30103, June 10, 1994; T.D. 
8744, 62 FR 68185, Dec. 31, 1997] 

§ 25.2511–2 Cessation of donor’s domin-
ion and control. 

(a) The gift tax is not imposed upon 
the receipt of the property by the 
donee, nor is it necessarily determined 
by the measure of enrichment resulting 
to the donee from the transfer, nor is it 
conditioned upon ability to identify 
the donee at the time of the transfer. 
On the contrary, the tax is a primary 
and personal liability of the donor, is 
an excise upon his act of making the 
transfer, is measured by the value of 
the property passing from the donor, 
and attaches regardless of the fact that 
the identity of the donee may not then 
be known or ascertainable. 

(b) As to any property, or part there-
of or interest therein, of which the 
donor has so parted with dominion and 
control as to leave in him no power to 
change its disposition, whether for his 
own benefit or for the benefit of an-
other, the gift is complete. But if upon 
a transfer of property (whether in trust 
or otherwise) the donor reserves any 
power over its disposition, the gift may 
be wholly incomplete, or may be par-
tially complete and partially incom-
plete, depending upon all the facts in 
the particular case. Accordingly, in 
every case of a transfer of property 
subject to a reserved power, the terms 
of the power must be examined and its 
scope determined. For example, if a 
donor transfers property to another in 
trust to pay the income to the donor or 
accumulate it in the discretion of the 
trustee, and the donor retains a testa-
mentary power to appoint the remain-
der among his descendants, no portion 
of the transfer is a completed gift. On 
the other hand, if the donor had not re-
tained the testamentary power of ap-

pointment, but instead provided that 
the remainder should go to X or his 
heirs, the entire transfer would be a 
completed gift. However, if the exercise 
of the trustee’s power in favor of the 
grantor is limited by a fixed or ascer-
tainable standard (see paragraph (g)(2) 
of § 25.2511–1), enforceable by or on be-
half of the grantor, then the gift is in-
complete to the extent of the ascer-
tainable value of any rights thus re-
tained by the grantor. 

(c) A gift is incomplete in every in-
stance in which a donor reserves the 
power to revest the beneficial title to 
the property in himself. A gift is also 
incomplete if and to the extent that a 
reserved power gives the donor the 
power to name new beneficiaries or to 
change the interests of the bene-
ficiaries as between themselves unless 
the power is a fiduciary power limited 
by a fixed or ascertainable standard. 
Thus, if an estate for life is transferred 
but, by an exercise of a power, the es-
tate may be terminated or cut down by 
the donor to one of less value, and 
without restriction upon the extent to 
which the estate may be so cut down, 
the transfer constitutes an incomplete 
gift. If in this example the power was 
confined to the right to cut down the 
estate for life to one for a term of five 
years, the certainty of an estate for 
not less than that term results in a gift 
to that extent complete. 

(d) A gift is not considered incom-
plete, however, merely because the 
donor reserves the power to change the 
manner or time of enjoyment. Thus, 
the creation of a trust the income of 
which is to be paid annually to the 
donee for a period of years, the corpus 
being distributable to him at the end of 
the period, and the power reserved by 
the donor being limited to a right to 
require that, instead of the income 
being so payable, it should be accumu-
lated and distributed with the corpus 
to the donee at the termination of the 
period, constitutes a completed gift. 

(e) A donor is considered as himself 
having a power if it is exercisable by 
him in conjunction with any person 
not having a substantial adverse inter-
est in the disposition of the transferred 
property or the income therefrom. A 
trustee, as such, is not a person having 
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an adverse interest in the disposition 
of the trust property or its income. 

(f) The relinquishment or termi-
nation of a power to change the bene-
ficiaries of transferred property, occur-
ring otherwise than by the death of the 
donor (the statute being confined to 
transfers by living donors), is regarded 
as the event that completes the gift 
and causes the tax to apply. For exam-
ple, if A transfers property in trust for 
the benefit of B and C but reserves the 
power as trustee to change the propor-
tionate interests of B and C, and if A 
thereafter has another person ap-
pointed trustee in place of himself, 
such later relinquishment of the power 
by A to the new trustee completes the 
gift of the transferred property, wheth-
er or not the new trustee has a sub-
stantial adverse interest. The receipt 
of income or of other enjoyment of the 
transferred property by the transferee 
or by the beneficiary (other than by 
the donor himself) during the interim 
between the making of the initial 
transfer and the relinquishment or ter-
mination of the power operates to free 
such income or other enjoyment from 
the power, and constitutes a gift of 
such income or of such other enjoy-
ment taxable as of the ‘‘calendar pe-
riod’’ (as defined in § 25.2502–1(c)(1)) of 
its receipt. If property is transferred in 
trust to pay the income to A for life 
with remainder to B, powers to dis-
tribute corpus to A, and to withhold in-
come from A for future distribution to 
B, are powers to change the bene-
ficiaries of the transferred property. 

(g) If a donor transfers property to 
himself as trustee (or to himself and 
some other person, not possessing a 
substantial adverse interest, as trust-
ees), and retains no beneficial interest 
in the trust property and no power over 
it except fiduciary powers, the exercise 
or nonexercise of which is limited by a 
fixed or ascertainable standard, to 
change the beneficiaries of the trans-
ferred property, the donor has made a 
completed gift and the entire value of 
the transferred property is subject to 
the gift tax. 

(h) If a donor delivers a properly in-
dorsed stock certificate to the donee or 
the donee’s agent, the gift is completed 
for gift tax purposes on the date of de-
livery. If the donor delivers the certifi-

cate to his bank or broker as his agent, 
or to the issuing corporation or its 
transfer agent, for transfer into the 
name of the donee, the gift is com-
pleted on the date the stock is trans-
ferred on the books of the corporation. 

(i) [Reserved] 
(j) If the donor contends that a power 

is of such nature as to render the gift 
incomplete, and hence not subject to 
the tax as of the calendar period (as de-
fined in § 25.2502–1(c)(1)) of the initial 
transfer, see § 301.6501(c)–1(f)(5) of this 
chapter. 

[T.D. 6334, 23 FR 8904, Nov. 15, 1958, as amend-
ed by T.D. 7238, 37 FR 28728, Dec. 29, 1972; 
T.D. 7910, 48 FR 40374, Sept. 7, 1983; T.D. 8845, 
64 FR 67771, Dec. 3, 1999] 

§ 25.2511–3 Transfers by nonresidents 
not citizens. 

(a) In general. Sections 2501 and 2511 
contain rules relating to the taxation 
of transfers of property by gift by a 
donor who is a nonresident not a cit-
izen of the United States. (See para-
graph (b) of § 25.2501–1 for the definition 
of the term ‘‘resident’’ for purposes of 
the gift tax.) As combined these rules 
are: 

(1) The gift tax applies only to the 
transfer of real property and tangible 
personal property situated in the 
United States at the time of the trans-
fer if either— 

(i) The gift was made on or after Jan-
uary 1, 1967, by a nonresident not a cit-
izen of the United States who was not 
an expatriate to whom section 
2501(a)(2) was inapplicable on the date 
of the gift by reason of section 
2501(a)(3) and paragraph (a)(3) of 
§ 25.2501–1, or 

(ii) The gift was made before January 
1, 1967, by a nonresident not a citizen of 
the United States who was not engaged 
in business in the United States during 
the calendar year in which the gift was 
made. 

(2) The gift tax applies to the trans-
fer of all property (whether real or per-
sonal, tangible or intangible) situated 
in the United States at the time of the 
transfer if either— 

(i) The gift was made on or after Jan-
uary 1, 1967, by a nonresident not a cit-
izen of the United States who was an 
expatriate to whom section 2501(a)(2) 
was inapplicable on the date of the gift 
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by reason of section 2501(a)(3) and para-
graph (a)(3) of § 25.2501–1, or 

(ii) The gift was made before January 
1, 1967, by a nonresident not a citizen of 
the United States who was engaged in 
business in the United States during 
the calendar year in which the gift was 
made. 

(b) Situs of property. For purposes of 
applying the gift tax to the transfer of 
property owned and held by a non-
resident not a citizen of the United 
States at the time of the transfer— 

(1) Real property and tangible personal 
property. Real property and tangible 
personal property constitute property 
within the United States only if they 
are physically situated therein. 

(2) Intangible personal property. Ex-
cept as provided otherwise in subpara-
graphs (3) and (4) of this paragraph, in-
tangible personal property constitutes 
property within the United States if it 
consists of a property right issued by 
or enforceable against a resident of the 
United States or a domestic corpora-
tion (public or private), irrespective of 
where the written evidence of the prop-
erty is physically located at the time 
of the transfer. 

(3) Shares of stock. Irrespective of 
where the stock certificates are phys-
ically located at the time of the trans-
fer— 

(i) Shares of stock issued by a domes-
tic corporation constitute property 
within the United States, and 

(ii) Shares of stock issued by a cor-
poration which is not a domestic cor-
poration constitute property situated 
outside the United States. 

(4) Debt obligations. (i) In the case of 
gifts made on or after January 1, 1967, 
a debt obligation, including a bank de-
posit, the primary obligor of which is a 
United States person (as defined in sec-
tion 7701(a)(30)), the United States, a 
State, or any political subdivision 
thereof, the District of Columbia, or 
any agency or instumentality of any 
such government constitutes property 
situated within the United States. This 
subdivision applies— 

(a) In the case of a debt obligation of 
a domestic corporation, whether or not 
any interest on the obligation would be 
treated under section 862(a)(1) as in-
come from sources without the United 
States by reason of section 861(a)(1)(B) 

(relating to interest received from a 
domestic corporation less than 20 per-
cent of whose gross income for a 3–year 
period was derived from sources within 
the United States) and the regulations 
thereunder; 

(b) In the case of an amount de-
scribed in section 861(c) (relating to 
certain bank deposits, withdrawable 
accounts, and amounts held by an in-
surance company under an agreement 
to pay interest), whether or not any in-
terest thereon would be treated under 
section 862(a)(1) as income from 
sources without the United States by 
reason of section 861(a)(1)(A) (relating 
to interest on amounts described in 
section 861(c) which is not effectively 
connected with the conduct of a trade 
or business within the United States) 
and the regulations thereunder; 

(c) In the case of a deposit with a do-
mestic corporation or domestic part-
nership, whether or not the deposit is 
with a foreign branch thereof engaged 
in the commercial banking business; 
and 

(d) Irrespective of where the written 
evidence of the debt obligation is phys-
ically located at the time of the trans-
fer. 
For purposes of this subdivision, a debt 
obligation on which there are two or 
more primary obligors shall be appor-
tioned among such obligors, taking 
into account to the extent appropriate 
under all the facts and circumstances 
any choate or inchoate rights of con-
tribution existing among such obligors 
with respect to the indebtedness. The 
term ‘‘agency or instrumentality’’, as 
used in this subdivision, does not in-
clude a possession of the United States 
or an agency or instrumentality of a 
possession. 

(ii) In the case of gifts made on or 
after January 1, 1967, a debt obligation, 
including a bank deposit, not deemed 
under subdivision (i) of this subpara-
graph to be situated within the United 
States, constitutes property situated 
outside the United States. 

(iii) In the case of gifts made before 
January 1, 1967, a debt obligation the 
written evidence of which is treated as 
being the property itself constitutes 
property situated within the United 
States if the written evidence of the 
obligation is physically located in the 
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United States at the time of the trans-
fer, irrespective of who is the primary 
obligor on the debt. If the written evi-
dence of the obligation is physically lo-
cated outside the United States, the 
debt obligation constitutes property 
situated outside the United States. 

(iv) Currency is not a debt obligation 
for purposes of this subparagraph. 

[T.D. 7296, 38 FR 34202, Dec. 12, 1973] 

§ 25.2512–0 Table of contents. 
This section lists the section head-

ings that appear in the regulations 
under section 2512. 

§ 25.2512–1 Valuation of property; in general. 
§ 25.2512–2 Stocks and bonds. 
§ 25.2512–3 Valuation of interest in businesses. 
§ 25.2512–4 Valuation of notes. 
§ 25.2512–5 Valuation of annuities, unitrust in-

terests, interests for life or term of years, and 
remainder or reversionary interests. 

§ 25.2512–6 Valuation of certain life insurance 
and annuity contracts; valuation of shares in 
an open-end investment company. 

§ 25.2512–7 Effect of excise tax. 
§ 25.2512–8 Transfers for insufficient consider-

ation. 

ACTUARIAL TABLES APPLICABLE BEFORE MAY 
1, 1999 

§ 25.2512–5A Valuation of annuities, unitrust 
interests, interests for life or term of years, 
and remainder or reversionary interests trans-
ferred before May 1, 1999. 

[T.D. 8819, 64 FR 23223, Apr. 30, 1999, as 
amended by T.D. 8886, 65 FR 36940, June 12, 
2000] 

§ 25.2512–1 Valuation of property; in 
general. 

Section 2512 provides that if a gift is 
made in property, its value at the date 
of the gift shall be considered the 
amount of the gift. The value of the 
property is the price at which such 
property would change hands between 
a willing buyer and a willing seller, 
neither being under any compulsion to 
buy or to sell, and both having reason-
able knowledge of relevant facts. The 
value of a particular item of property 
is not the price that a forced sale of the 
property would produce. Nor is the fair 
market value of an item of property 
the sale price in a market other than 
that in which such item is most com-
monly sold to the public, taking into 
account the location of the item wher-
ever appropriate. Thus, in the case of 

an item of property made the subject of 
a gift, which is generally obtained by 
the public in the retail market, the fair 
market value of such an item of prop-
erty is the price at which the item or 
a comparable item would be sold at re-
tail. For example, the value of an auto-
mobile (an article generally obtained 
by the public in the retail market) 
which is the subject of a gift, is the 
price for which an automobile of the 
same or approximately the same de-
scription, make, model, age, condition, 
etc., could be purchased by a member 
of the general public and not the price 
for which the particular automobile of 
the donor would be purchased by a 
dealer in used automobiles. Examples 
of items of property which are gen-
erally sold to the public at retail may 
be found in § 25.2512–6. The value is gen-
erally to be determined by ascertaining 
as a basis the fair market value at the 
time of the gift of each unit of the 
property. For example, in the case of 
shares of stocks or bonds, such unit of 
property is generally a share or a bond. 
Property shall not be returned at the 
value at which it is assessed for local 
tax purposes unless that value rep-
resents the fair market value thereof 
on the date of the gift. All relevant 
facts and elements of value as of the 
time of the gift shall be considered. 
Where the subject of a gift is an inter-
est in a business, the value of items of 
property in the inventory of the busi-
ness generally should be reflected in 
the value of the business. For valu-
ation of interests in businesses, see 
§ 25.2512–3. See § 25.2512–2 and §§ 25.2512–4 
through 25.2512–6 for further informa-
tion concerning the valuation of other 
particular kinds of property. See 
§ 25.2702–6 for an adjustment to the 
total amount of an individual’s taxable 
gifts where the individual’s current 
taxable gifts include the transfer of 
certain interests in trust that were 
previously valued under the provisions 
of section 2702. 

[T.D. 6826, 30 FR 7709, June 15, 1965; as 
amended by T.D. 8395, 57 FR 4254, Feb. 4, 1992] 

§ 25.2512–2 Stocks and bonds. 

(a) In general. The value of stocks and 
bonds is the fair market value per 
share or bond on the date of the gift. 
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(b) Based on selling prices. (1) In gen-
eral, if there is a market for stocks or 
bonds, on a stock exchange, in an over- 
the-counter market or otherwise, the 
mean between the highest and lowest 
quoted selling prices on the date of the 
gift is the fair market value per share 
or bond. If there were no sales on the 
date of the gift but there were sales on 
dates within a reasonable period both 
before and after the date of the gift, 
the fair market value is determined by 
taking a weighted average of the 
means between the highest and lowest 
sales on the nearest date before and the 
nearest date after the date of the gift. 
The average is to be weighted inversely 
by the respective numbers of trading 
days between the selling dates and the 
date of the gift. If the stocks or bonds 
are listed on more than one exchange, 
the records of the exchange where the 
stocks or bonds are principally dealt in 
should be employed if such records are 
available in a generally available list-
ing or publication of general circula-
tion. In the event that such records are 
not so available and such stocks or 
bonds are listed on a composite listing 
of combined exchanges available in a 
generally available listing or publica-
tion of general circulation, the records 
of such combined exchanges should be 
employed. In valuing listed securities, 
the donor should be careful to consult 
accurate records to obtain values as of 
the date of the gift. If quotations of un-
listed securities are obtained from bro-
kers, or evidence as to their sale is ob-
tained from the officers of the issuing 
companies, copies of letters furnishing 
such quotations or evidence of sale 
should be attached to the return. 

(2) If it is established with respect to 
bonds for which there is a market on a 
stock exchange, that the highest and 
lowest selling prices are not available 
for the date of the gift in a generally 
available listing or publication of gen-
eral circulation but that closing prices 
are so available, the fair market value 
per bond is the mean between the 
quoted closing selling price on the date 
of the gift and the quoted closing sell-
ing price on the trading day before the 
date of the gift. If there were no sales 
on the trading day before the date of 
the gift but there were sales on dates 
within a reasonable period before the 

date of the gift, the fair market value 
is determined by taking a weighted av-
erage of the quoted closing selling 
prices on the date of the gift and the 
nearest date before the date of the gift. 
The closing selling price for the date of 
the gift is to be weighted by the respec-
tive number of trading days between 
the previous selling date and the date 
of the gift. If there were no sales with-
in a reasonable period before the date 
of the gift but there were sales on the 
date of the gift, the fair market value 
is the closing selling price on the date 
of the gift. If there were no sales on the 
date of the gift but there were sales 
within a reasonable period both before 
and after the date of the gift, the fair 
market value is determined by taking 
a weighted average of the quoted clos-
ing selling prices on the nearest date 
before and the nearest date after the 
date of the gift. The average is to be 
weighed inversely by the respective 
numbers of trading days between the 
selling dates and the date of the gift. If 
the bonds are listed on more than one 
exchange, the records of the exchange 
where the bonds are principally dealt 
in should be employed. In valuing list-
ed securities, the donor should be care-
ful to consult accurate records to ob-
tain values as of the date of the gift. 

(3) The application of this paragraph 
may be illustrated by the following ex-
amples: 

Example (1). Assume that sales of stock 
nearest the date of the gift (Friday, June 15) 
occurred two trading days before (Wednes-
day, June 13) and three trading days after 
(Wednesday, June 20) and on these days the 
mean sale prices per share were $10 and $15, 
respectively. The price of $12 is taken as rep-
resenting the fair market value of a share of 
stock as of the date of the gift 
[(3×10)+(2×15)]/5 

Example (2). Assume the same facts as in 
example 1 except that the mean sale prices 
per share on June 13 and June 20 were $15 and 
$10 respectively. The price of $13 is taken as 
representing the fair market value of a share 
of stock as of the date of the gift 
[(3×15)+(2×10)]/5 

Example (3). Assume that on the date of the 
gift (Tuesday, April 3, 1973) the closing sell-
ing price of certain listed bonds was $25 per 
bond and that the highest and lowest selling 
prices are not available in a generally avail-
able listing or publication of general circula-
tion for that date. Assume further, that the 
closing selling price of such bonds was $21 
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per bond on the day before the date of the 
gift (Monday, April 2, 1973). Thus, under 
paragraph (b)(2) of this section, the price of 
$23 is taken as representing the fair market 
value per bond as of the date of the gift 
[(25+21)]/2 

Example (4). Assume the same facts as in 
example 3 except that there were no sales on 
the day before the date of the gift. Assume 
further, that there were sales on Thursday, 
March 29, 1973, and that the closing selling 
price on that day was $23. The price of $24.50 
is taken as representing the fair market 
value per bond as of the date of the gift 
[(1×23)+(3×25)]/4 

Example (5). Assume that no bonds were 
traded on the date of the gift (Friday, April 
20). Assume further, that sales of bonds near-
est the date of the gift occurred two trading 
days before (Wednesday, April 18) and three 
trading days after (Wednesday, April 25) the 
date of the gift and that on these two days 
the closing selling prices per bond were $29 
and $22, respectively. The highest and lowest 
selling prices are not available for these 
dates in a generally available listing or pub-
lication of general circulation. Thus, under 
paragraph (b)(2) of this section the price of 
$26.20 is taken as representing the fair mar-
ket value of a bond as of the date of the gift 
[(3×29)+(2×22)]/5 

(c) Based on bid and asked prices. If 
the provisions of paragraph (b) of this 
section are inapplicable because actual 
sales are not available during reason-
able period beginning before and end-
ing after the date of the gift, the fair 
market value may be determined by 
taking the mean between the bona fide 
bid and asked prices on the date of the 
gift, or if none, by taking a weighted 
average of the means between the bona 
fide bid and asked prices on the nearest 
trading date before and the nearest 
trading date after the date of the gift, 
if both such nearest dates are within a 
reasonable period. The average is to be 
determined in the manner described in 
paragraph (b) of this section. 

(d) Where selling prices and bid and 
asked prices are not available for dates 
both before and after the date of gift. If 
the provisions of paragraphs (b) and (c) 
of this section are inapplicable because 
no actual sale prices or quoted bona 
fide bid and asked prices are available 
on a date within a reasonable period 
before the date of the gift, but such 
prices are available on a date within a 
reasonable period after the date of the 
gift, or vice versa, then the mean be-
tween the highest and lowest available 

sale prices or bid and asked prices may 
be taken as the value. 

(e) Where selling prices or bid and 
asked prices do not represent fair market 
value. In cases in which it is estab-
lished that the value per bond or share 
of any security determined on the basis 
of the selling or bid and asked prices as 
provided under paragraphs (b), (c), and 
(d) of this section does not represent 
the fair market value thereof, then 
some reasonable modification of the 
value determined on that basis or other 
relevant facts and elements of value 
shall be considered in determining fair 
market value. Where sales at or near 
the date of the gift are few or of a spo-
radic nature, such sales alone may not 
indicate fair market value. In certain 
exceptional cases, the size of the block 
of securities made the subject of each 
separate gift in relation to the number 
of shares changing hands in sales may 
be relevant in determining whether 
selling prices reflect the fair market 
value of the block of stock to be val-
ued. If the donor can show that the 
block of stock to be valued, with ref-
erence to each separate gift, is so large 
in relation to the actual sales on the 
existing market that it could not be 
liquidated in a reasonable time without 
depressing the market, the price at 
which the block could be sold as such 
outside the usual market, as through 
an underwriter, may be a more accu-
rate indication of value than market 
quotations. Complete data in support 
of any allowance claimed due to the 
size of the block of stock being valued 
should be submitted with the return. 
On the other hand, if the block of stock 
to be valued represents a controlling 
interest, either actual or effective, in a 
going business, the price at which 
other lots change hands may have lit-
tle relation to its true value. 

(f) Where selling prices or bid and asked 
prices are unavailable. If the provisions 
of paragraphs (b), (c), and (d) of this 
section are inapplicable because actual 
sale prices and bona fide bid and asked 
prices are lacking, then the fair mar-
ket value is to be determined by taking 
the following factors into consider-
ation: 

(1) In the case of corporate or other 
bonds, the soundness of the security, 
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the interest yield, the date of matu-
rity, and other relevant factors; and 

(2) In the case of shares of stock, the 
company’s net worth, prospective earn-
ing power and dividend-paying capac-
ity, and other relevant factors. 
Some of the ‘‘other relevant factors’’ 
referred to in subparagraphs (1) and (2) 
of this paragraph are: The goodwill of 
the business; the economic outlook in 
the particular industry; the company’s 
position in the industry and its man-
agement; the degree of control of the 
business represented by the block of 
stock to be valued; and the values of 
securities of corporations engaged in 
the same or similar lines of business 
which are listed on a stock exchange. 
However, the weight to be accorded 
such comparisons or any other evi-
dentiary factors considered in the de-
termination of a value depends upon 
the facts of each case. Complete finan-
cial and other data upon which the 
valuation is based should be submitted 
with the return, including copies of re-
ports of any examinations of the com-
pany made by accountants, engineers, 
or any technical experts as of or near 
the date of the gift. 

[T.D. 6334, 23 FR 8904, Nov. 15, 1958; 25 FR 
14021, Dec. 31, 1960, as amended by T.D. 7327, 
39 FR 35355, Oct. 1, 1974; T.D. 7432, 41 FR 
38769, Sept. 13, 1976] 

§ 25.2512–3 Valuation of interest in 
businesses. 

(a) Care should be taken to arrive at 
an accurate valuation of any interest 
in a business which the donor transfers 
without an adequate and full consider-
ation in money or money’s worth. The 
fair market value of any interest in a 
business, whether a partnership or a 
proprietorship, is the net amount 
which a willing purchaser, whether an 
individual or a corporation, would pay 
for the interest to a willing seller, nei-
ther being under any compulsion to 
buy or to sell and both having reason-
able knowledge of the relevant facts. 
The net value is determined on the 
basis of all relevant factors including— 

(1) A fair appraisal as of the date of 
the gift of all the assets of the busi-
ness, tangible and intangible, including 
good will; 

(2) The demonstrated earning capac-
ity of the business; and 

(3) The other factors set forth in 
paragraph (f) of § 25.2512–2 relating to 
the valuation of corporate stock, to the 
extent applicable. 

Special attention should be given to 
determining an adequate value of the 
good will of the business. Complete fi-
nancial and other data upon which the 
valuation is based should be submitted 
with the return, including copies of re-
ports of examinations of the business 
made by accountants, engineers, or any 
technical experts as of or near the date 
of the gift. 

(b) [Reserved] 

§ 25.2512–4 Valuation of notes. 

The fair market value of notes, se-
cured or unsecured, is presumed to be 
the amount of unpaid principal, plus 
accrued interest to the date of the gift, 
unless the donor establishes a lower 
value. Unless returned at face value, 
plus accrued interest, it must be shown 
by satisfactory evidence that the note 
is worth less than the unpaid amount 
(because of the interest rate, or date of 
maturity, or other cause), or that the 
note is uncollectible in part (by reason 
of the insolvency of the party or par-
ties liable, or for other cause), and that 
the property, if any, pledged or mort-
gaged as security is insufficient to sat-
isfy it. 

§ 25.2512–5 Valuation of annuities, 
unitrust interests, interests for life 
or term of years, and remainder or 
reversionary interests. 

(a) In general. Except as otherwise 
provided in paragraph (b) of this sec-
tion and § 25.7520–3(b), the fair market 
value of annuities, unitrust interests, 
life estates, terms of years, remainders, 
and reversions transferred by gift is 
the present value of the interests de-
termined under paragraph (d) of this 
section. Section 20.2031–7 of this chap-
ter (Estate Tax Regulations) and re-
lated sections provide tables with 
standard actuarial factors and exam-
ples that illustrate how to use the ta-
bles to compute the present value of 
ordinary annuity, life, and remainder 
interests in property. These sections 
also refer to standard and special actu-
arial factors that may be necessary to 
compute the present value of similar 
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interests in more unusual fact situa-
tions. These factors and examples are 
also generally applicable for gift tax 
purposes in computing the values of 
taxable gifts. 

(b) Commercial annuities and insurance 
contracts. The value of life insurance 
contracts and contracts for the pay-
ment of annuities issued by companies 
regularly engaged in their sale is deter-
mined under § 25.2512–6. 

(c) Actuarial valuations. The present 
value of annuities, unitrust interests, 
life estates, terms of years, remainders, 
and reversions transferred by gift after 
April 30, 1999, is determined under 
paragraph (d) of this section. The 
present value of annuities, unitrust in-
terests, life estates, terms of years, re-
mainders, and reversions transferred 
by gift before May 1, 1999, is deter-
mined under the following sections: 

Transfers Applicable 
regulations After Before 

01–01–52 25.2512–5A(a) 
12–31–51 ....................... 01–01–71 25.2512–5A(b) 
12–31–70 ....................... 12–01–83 25.2512–5A(c) 
11–30–83 ....................... 05–01–89 25.2512–5A(d) 
04–30–89 ....................... 05–01–99 25.2512–5A(e) 

(d) Actuarial valuations after April 30, 
1999—(1) In general. Except as otherwise 
provided in paragraph (b) of this sec-
tion and § 25.7520–3(b) (relating to ex-
ceptions to the use of prescribed tables 
under certain circumstances), if the 
valuation date for the gift is after 
April 30, 1999, the fair market value of 
annuities, life estates, terms of years, 
remainders, and reversions transferred 
after April 30, 1999, is the present value 
of such interests determined under 
paragraph (d)(2) of this section and by 
use of standard or special section 7520 
actuarial factors. These factors are de-
rived by using the appropriate section 
7520 interest rate and, if applicable, the 
mortality component for the valuation 
date of the interest that is being val-
ued. See §§ 25.7520–1 through 25.7520–4. 
The fair market value of a qualified an-
nuity interest described in section 
2702(b)(1) and a qualified unitrust inter-
est described in section 2702(b)(2) is the 
present value of such interests deter-
mined under § 25.7520–1(c). 

(2) Specific interests. When the donor 
transfers property in trust or otherwise 
and retains an interest therein, gen-

erally, the value of the gift is the value 
of the property transferred less the 
value of the donor’s retained interest. 
However, if the donor transfers prop-
erty after October 8, 1990, to or for the 
benefit of a member of the donor’s fam-
ily, the value of the gift is the value of 
the property transferred less the value 
of the donor’s retained interest as de-
termined under section 2702. If the 
donor assigns or relinquishes an annu-
ity, life estate, remainder, or reversion 
that the donor holds by virtue of a 
transfer previously made by the donor 
or another, the value of the gift is the 
value of the interest transferred. How-
ever, see section 2519 for a special rule 
in the case of the assignment of an in-
come interest by a person who received 
the interest from a spouse. 

(i) Charitable remainder trusts. The 
fair market value of a remainder inter-
est in a pooled income fund, as defined 
in § 1.642(c)–5 of this chapter, is its 
value determined under § 1.642(c)–6(e) of 
this chapter (see § 1.642(c)–6A for cer-
tain prior periods). The fair market 
value of a remainder interest in a char-
itable remainder annuity trust, as de-
scribed in § 1.664–2(a) of this chapter, is 
its present value determined under 
§ 1.664–2(c) of this chapter. The fair 
market value of a remainder interest 
in a charitable remainder unitrust, as 
defined in § 1.664–3 of this chapter, is its 
present value determined under § 1.664– 
4(e) of this chapter. The fair market 
value of a life interest or term for 
years in a charitable remainder 
unitrust is the fair market value of the 
property as of the date of transfer less 
the fair market value of the remainder 
interest, determined under § 1.664– 
4(e)(4) and (5) of this chapter. 

(ii) Ordinary remainder and rever-
sionary interests. If the interest to be 
valued is to take effect after a definite 
number of years or after the death of 
one individual, the present value of the 
interest is computed by multiplying 
the value of the property by the appro-
priate remainder interest actuarial fac-
tor (that corresponds to the applicable 
section 7520 interest rate and remain-
der interest period) in Table B (for a 
term certain) or the appropriate Table 
S (for one measuring life), as the case 
may be. Table B is contained in 
§ 20.2031–7(d)(6) of this chapter and 
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Table S (for one measuring life when 
the valuation date is after April 30, 
1999) is included in § 20.2031–7(d)(7) of 
this chapter and Internal Revenue 
Service Publication 1457. See § 20.2031– 
7A(e)(4) of this chapter containing 
Table S and Life Table 80CNSMT for 
valuation of interests after April 30, 
1989, and before May 1, 1999. For infor-
mation about obtaining actuarial fac-
tors for other types of remainder inter-
ests, see paragraph (d)(4) of this sec-
tion. 

(iii) Ordinary term-of-years and life in-
terests. If the interest to be valued is 
the right of a person to receive the in-
come of certain property, or to use cer-
tain nonincome-producing property, for 
a term of years or for the life of one in-
dividual, the present value of the inter-
est is computed by multiplying the 
value of the property by the appro-
priate term-of-years or life interest ac-
tuarial factor (that corresponds to the 
applicable section 7520 interest rate 
and term-of-years or life interest pe-
riod). Internal Revenue Service Publi-
cation 1457 includes actuarial factors 
for an interest for a term of years in 
Table B and for the life of one indi-
vidual in Table S (for one measuring 
life when the valuation date is after 
April 30, 1999). However, term-of-years 
and life interest actuarial factors are 
not included in Table B in § 20.2031– 
7(d)(6) or Table S in § 20.2031–7(d)(7) (or 
in § 20.2031–7A(e)(4)) of this chapter. If 
Internal Revenue Service Publication 
1457 (or any other reliable source of 
term-of-years and life interest actu-
arial factors) is not conveniently avail-
able, an actuarial factor for the inter-
est may be derived mathematically. 
This actuarial factor may be derived by 
subtracting the correlative remainder 
factor (that corresponds to the applica-
ble section 7520 interest rate) in Table 
B (for a term of years) in § 20.2031– 
7(d)(6) of this chapter or in Table S (for 
the life of one individual) in § 20.2031– 
7(d)(7) of this chapter, as the case may 
be, from 1.000000. For information 
about obtaining actuarial factors for 
other types of term-of-years and life in-
terests, see paragraph (d)(4) of this sec-
tion. 

(iv) Annuities. (A) If the interest to be 
valued is the right of a person to re-
ceive an annuity that is payable at the 

end of each year for a term of years or 
for the life of one individual, the 
present value of the interest is com-
puted by multiplying the aggregate 
amount payable annually by the appro-
priate annuity actuarial factor (that 
corresponds to the applicable section 
7520 interest rate and annuity period). 
Internal Revenue Service Publication 
1457 includes actuarial factors in Table 
B (for an annuity payable for a term of 
years) and in Table S (for an annuity 
payable for the life of one individual 
when the valuation date is after April 
30, 1999). However, annuity actuarial 
factors are not included in Table B in 
§ 20.2031–7(d)(6) of this chapter or Table 
S in § 20.2031–7(d)(7) (or in § 20.2031– 
7A(e)(4)) of this chapter. If Internal 
Revenue Service Publication 1457 (or 
any other reliable source of annuity ac-
tuarial factors) is not conveniently 
available, an annuity factor for a term 
of years or for one life may be derived 
mathematically. This annuity factor 
may be derived by subtracting the ap-
plicable remainder factor (that cor-
responds to the applicable section 7520 
interest rate and annuity period) in 
Table B (in the case of a term-of-years 
annuity) in § 20.2031–7(d)(6) of this chap-
ter or in Table S (in the case of a one- 
life annuity) in § 20.2031–7(d)(7) of this 
chapter, as the case may be, from 
1.000000 and then dividing the result by 
the applicable section 7520 interest rate 
expressed as a decimal number. See 
§ 20.2031–7(d)(2)(iv) of this chapter for an 
example that illustrates the computa-
tion of the present value of an annuity. 

(B) If the annuity is payable at the 
end of semiannual, quarterly, monthly, 
or weekly periods, the product ob-
tained by multiplying the annuity fac-
tor by the aggregate amount payable 
annually is then multiplied by the ap-
plicable adjustment factor set forth in 
Table K in § 20.2031–7(d)(6) of this chap-
ter at the appropriate interest rate 
component for payments made at the 
end of the specified periods. The provi-
sions of this paragraph (d)(2)(iv)(B) are 
illustrated by the following example: 

Example. In July, the donor agreed to pay 
the annuitant the sum of $10,000 per year, 
payable in equal semiannual installments at 
the end of each period. The semiannual in-
stallments are to be made on each December 
31st and June 30th. The annuity is payable 
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until the annuitant’s death. On the date of 
the agreement, the annuitant is 68 years and 
5 months old. The donee annuitant’s age is 
treated as 68 for purposes of computing the 
present value of the annuity. The section 
7520 rate on the date of the agreement is 10.6 
percent. Under Table S in § 20.2031–7(d)(7) of 
this chapter, the factor at 10.6 percent for de-
termining the present value of a remainder 
interest payable at the death of an indi-
vidual aged 68 is .29691. Converting the re-
mainder factor to an annuity factor, as de-
scribed above, the annuity factor for deter-
mining the present value of an annuity 
transferred to an individual age 68 is 6.6329 
(1.00000 minus .29691 divided by .106). The ad-
justment factor from Table K in § 20.2031– 
7(d)(6) of this chapter in the column for pay-
ments made at the end of each semiannual 
period at the rate of 10.6 percent is 1.0258. 
The aggregate annual amount of the annu-
ity, $10,000, is multiplied by the factor 6.6329 
and the product multiplied by 1.0258. The 
present value of the donee’s annuity is, 
therefore, $68,040.29 ($10,000 × 6.6329 × 1.0258). 

(C) If an annuity is payable at the be-
ginning of annual, semiannual, quar-
terly, monthly, or weekly periods for a 
term of years, the value of the annuity 
is computed by multiplying the aggre-
gate amount payable annually by the 
annuity factor described in paragraph 
(d)(2)(iv)(A) of this section; and the 
product so obtained is then multiplied 
by the adjustment factor in Table J in 
§ 20.2031–7(d)(6) of this chapter at the 
appropriate interest rate component 
for payments made at the beginning of 
specified periods. If an annuity is pay-
able at the beginning of annual, semi-
annual, quarterly, monthly, or weekly 
periods for one or more lives, the value 
of the annuity is the sum of the first 
payment plus the present value of a 

similar annuity, the first payment of 
which is not to be made until the end 
of the payment period, determined as 
provided in paragraph (d)(2)(iv)(B) of 
this section. 

(v) Annuity and unitrust interests for a 
term of years or until the prior death of 
an individual—(A) Annuity interests. The 
present value of an annuity interest 
that is payable until the earlier to 
occur of the lapse of a specific number 
of years or the death of an individual 
may be computed with values from the 
tables in § 20.2031–7(d)(6) and (d)(7) of 
this chapter as described in the fol-
lowing example: 

Example. The donor transfers $100,000 into a 
trust and retains the right to receive an an-
nuity from the trust in the amount of $6,000 
per year, payable in equal semiannual in-
stallments at the end of each period. The 
semiannual installments are to be made on 
each June 30th and December 31st. The annu-
ity is payable for 10 years or until the do-
nor’s prior death. At the time of the transfer, 
the donor is 59 years and 6 months old. The 
donor’s age is taken as 60 for purposes of 
computing the present value of the retained 
annuity. The section 7520 rate for the month 
in which the transfer occurred is 9.8 percent. 
The present value of the donor’s retained in-
terest is $35,709.13, determined as follows: 

TABLE S value at 9.8 percent, age 
60 ................................................. .21669 

TABLE S value at 9.8 percent, age 
70 ................................................. .34762 

TABLE 90CM value at age 70 .......... .71357 
TABLE 90CM value at age 60 .......... .85537 
TABLE B value at 9.8 percent, 10 

years ............................................ .392624 
TABLE K value at 9.8 percent ........ 1.0239 

Factor for donor’s retained interest at 9.8 
percent: 

( . . ) (. ( / ) ( . . ))

.
.

1 0000 21669 392624 71357 85537 1 00000 34762

098
5 8126

− − × × − =

Present value of donor’s retained interest: 

($6,000 × 5.8126 × 1.0239)...$35,709.13 

(B) Unitrust interests. The present 
value of a unitrust interest that is pay-
able until the earlier to occur of the 
lapse of a specific number of years or 
the death of an individual may be com-
puted with values from the tables in 
§§ 1.664–4(e)(6) and (e)(7) and § 20.2031– 

7(d)(7) of this chapter as described in 
the following example: 

Example. The donor who, as of the nearest 
birthday, is 60 years old, transfers $100,000 to 
a unitrust on January 1st. The trust instru-
ment requires that each year the trust pay 
to the donor, in equal semiannual install-
ments on June 30th and December 31st, 6 per-
cent of the fair market value of the trust as-
sets, valued as of January 1st each year, for 
10 years or until the prior death of the donor. 
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The section 7520 rate for the January in 
which the transfer occurred is 9.8 percent. 
Under Table F(9.8) in § 1.664–4(e)(6) of this 
chapter, the appropriate adjustment factor is 
.932539 for semiannual payments payable at 
the end of the semiannual period. The ad-
justed payout rate is 5.595 percent (6% × 
.932539). The present value of the donor’s re-
tained interest is $40,848.00 determined as fol-
lows: 
TABLE U(1) value at 5.6 percent, 

age 60 ........................................... .35375 
TABLE U(1) value at 5.6 percent, 

age 70 ........................................... .49342 
TABLE 90CM value at age 70 .......... 71357 
TABLE 90CM value at age 60 .......... 85537 
TABLE D value at 5.6 percent, 10 

years ............................................ .561979 

Factor for donor’s retained interest at 5.6 
percent: 

(1.000000 ¥ .35375) ¥ (.561979 × (71357/85537) × 
(1.000000 ¥ .49342)) = .40876 

TABLE U(1) value at 5.4 percent, 
age 60 ........................................... .36542 

TABLE U(1) value at 5.4 percent, 
age 70 ........................................... .50473 

TABLE 90CM value at age 70 .......... 71357 
TABLE 90CM value at age 60 .......... 85537 
TABLE D value at 5.4 percent, 10 

years ............................................ .573999 

Factor for donor’s retained interest at 5.4 
percent: 

( . . ) (. ( / ) ( . . )) .

.. ).
1 000000 36542 573999 71357 85537 1 000000 50473 39742

0113439742
− − × × − =

−
                                                       

Difference (.40876  .  .  
              

Interpolation adjustment: 

5 595% 5

0 2% 01134

01106

. .4%

. .

.

− =

=

x

x

Factor at 5.4 percent, age 60 ........... .39742 
Plus: Interpolation adjustment ...... .01106 

Interpolated Factor ........................ .40848 

Present value of donor’s retained interest: 

($100,000 × .40848)..........$40,848.00 

(3) Transitional rule. If the valuation 
date of a transfer of property by gift is 
after April 30, 1999, and before July 1, 
1999, the fair market value of the inter-
est transferred is determined by use of 
the section 7520 interest rate for the 
month in which the valuation date oc-
curs (see §§ 25.7520–1(b) and 25.7520– 
2(a)(2)) and the appropriate actuarial 
tables under either paragraph (d)(2) of 
this section or § 25.2512–5A(e), at the op-
tion of the donor. However, with re-
spect to each individual transaction 
and with respect to all transfers occur-
ring on the valuation date, the donor 
must use the same actuarial tables (for 
example, gift and income tax chari-
table deductions with respect to the 
same transfer must be determined 

based on the same tables, and all trans-
fers made on the same date must be 
valued based on the same tables). 

(4) Publications and actuarial computa-
tions by the Internal Revenue Service. 
Many standard actuarial factors not 
included in §§ 20.2031–7(d)(6) or (d)(7) of 
this chapter are included in Internal 
Revenue Service Publication 1457, 
‘‘Actuarial Values, Book Aleph,’’ (7– 
1999). Internal Revenue Service Publi-
cation 1457 also includes examples that 
illustrate how to compute many spe-
cial factors for more unusual situa-
tions. A copy of this publication is 
available for purchase from the Super-
intendent of Documents, United States 
Government Printing Office, Wash-
ington, DC 20402. See § 25.2512–5A for 
publications containing actuarial fac-
tors for valuing interests for which the 
valuation date is before May 1, 1999. If 
a special factor is required in the case 
of a completed gift, the Service may 
furnish the factor to the donor upon a 
request for a ruling. The request for a 
ruling must be accompanied by a reci-
tation of the facts including a state-
ment of the date of birth for each 
measuring life, the date of the gift, any 
other applicable dates, and a copy of 
the will, trust, or other relevant docu-
ments. A request for a ruling must 
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comply with the instructions for re-
questing a ruling published periodi-
cally in the Internal Revenue Bulletin 
(see §§ 601.201 and 601.601(d)(2)(ii)(b) of 
this chapter) and include payment of 
the required user fee. 

(e) Effective dates. This section ap-
plies after April 30, 1999. 

[T.D. 8540, 59 FR 30174, June 10, 1994, as 
amended by T.D. 8819, 64 FR 23224, Apr. 30, 
1999; T.D. 8886, 65 FR 36940, June 12, 2000; 65 
FR 39470, June 26, 2000; 65 FR 58222, Sept. 28, 
2000] 

§ 25.2512–6 Valuation of certain life in-
surance and annuity contracts; 
valuation of shares in an open-end 
investment company. 

(a) Valuation of certain life insurance 
and annuity contracts. The value of a 
life insurance contract or of a contract 
for the payment of an annuity issued 
by a company regularly engaged in the 
selling of contracts of that character is 
established through the sale of the par-
ticular contract by the company, or 
through the sale by the company of 
comparable contracts. As valuation of 
an insurance policy through sale of 
comparable contracts is not readily as-
certainable when the gift is of a con-
tract which has been in force for some 
time and on which further premium 
payments are to be made, the value 
may be approximated by adding to the 
interpolated terminal reserve at the 
date of the gift the proportionate part 
of the gross premium last paid before 
the date of the gift which covers the 
period extending beyond that date. If, 
however, because of the unusual nature 
of the contract such approximation is 
not reasonably close to the full value, 
this method may not be used. The fol-
lowing examples, so far as relating to 
life insurance contracts, are of gifts of 
such contracts on which there are no 
accrued dividends or outstanding 
indebtedness. 

Example (1). A donor purchases from a life 
insurance company for the benefit of another 
a life insurance contract or a contract for 
the payment of an annuity. The value of the 
gift is the cost of the contract. 

Example (2). An annuitant purchased from 
a life insurance company a single payment 
annuity contract by the terms of which he 
was entitled to receive payments of $1,200 an-
nually for the duration of his life. Five years 
subsequent to such purchase, and when of 

the age of 50 years, he gratuitously assigns 
the contract. The value of the gift is the 
amount which the company would charge for 
an annuity contract providing for the pay-
ment of $1,200 annually for the life of a per-
son 50 years of age. 

Example (3). A donor owning a life insur-
ance policy on which no further payments 
are to be made to the company (e.g., a single 
premium policy or paid-up policy) makes a 
gift of the contract. The value of the gift is 
the amount which the company would 
charge for a single premium contract of the 
same specified amount on the life of a person 
of the age of the insured. 

Example (4). A gift is made four months 
after the last premium due date of an ordi-
nary life insurance policy issued nine years 
and four months prior to the gift thereof by 
the insured, who was 35 years of age at date 
of issue. The gross annual premium is $2,811. 
The computation follows: 
Terminal reserve at end of tenth year ................. $14,601.00 
Terminal reserve at end of ninth year ................. 12,965.00 

Increase .................................................... 1,636.00 
One-third of such increase (the gift having been 

made four months following the last preceding 
premium due date), is ...................................... 545.33 
Terminal reserve at end of ninth year 12,965.00 

Interpolated terminal reserve at date of gift ........ 13,510.33 
Two-thirds of gross premium ($2,811) ................ 1,874.00 

Value of the gift ................................................ 15,384.33 

Example (5). A donor purchases from a life 
insurance company for $15,198, a joint and 
survivor annuity contract which provides for 
the payment of $60 a month to the donor dur-
ing his lifetime, and then to his sister for 
such time as she may survive him. The pre-
mium which would have been charged by the 
company for an annuity of $60 monthly pay-
able during the life of the donor alone is 
$10,690. The value of the gift is $4,508 ($15,198 
less $10,690). 

(b) Valuation of shares in an open-end 
investment company. (1) The fair market 
value of a share in an open-end invest-
ment company (commonly known as a 
‘‘mutual fund’’) is the public redemp-
tion price of a share. In the absence of 
an affirmative showing of the public re-
demption price in effect at the time of 
the gift, the last public redemption 
price quoted by the company for the 
date of the gift shall be presumed to be 
the applicable public redemption price. 
If there is no public redemption price 
quoted by the company for the date of 
the gift (e.g., the date of the gift is a 
Saturday, Sunday, or holiday), the fair 
market value of the mutual fund share 
is the last public redemption price 
quoted by the company for the first 
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day preceding the date of the gift for 
which there is a quotation. As used in 
this paragraph the term ‘‘open-end in-
vestment company’’ includes only a 
company which on the date of the gift 
was engaged in offering its shares to 
the public in the capacity of an open- 
end investment company. 

(2) The provisions of this paragraph 
shall apply with respect to gifts made 
after December 31, 1954. 

[T.D. 6680, 28 FR 10872, Oct. 10, 1963, as 
amended by T.D. 7319, 39 FR 26723, July 23, 
1974] 

§ 25.2512–7 Effect of excise tax. 
If jewelry, furs or other property, the 

purchase of which is subject to an ex-
cise tax, is purchased at retail by a 
taxpayer and made the subject of gifts 
within a reasonable time after pur-
chase, the purchase price, including the 
excise tax, is considered to be the fair 
market value of the property on the 
date of the gift, in the absence of evi-
dence that the market price of similar 
articles has increased or decreased in 
the meantime. Under other cir-
cumstances, the excise tax is taken 
into account in determining the fair 
market value of property to the extent, 
and only to the extent, that it affects 
the price at which the property would 
change hands between a willing buyer 
and a willing seller, as provided in 
§ 25.2512–1. 

§ 25.2512–8 Transfers for insufficient 
consideration. 

Transfers reached by the gift tax are 
not confined to those only which, being 
without a valuable consideration, ac-
cord with the common law concept of 
gifts, but embrace as well sales, ex-
changes, and other dispositions of prop-
erty for a consideration to the extent 
that the value of the property trans-
ferred by the donor exceeds the value 
in money or money’s worth of the con-
sideration given therefor. However, a 
sale, exchange, or other transfer of 
property made in the ordinary course 
of business (a transaction which is 
bona fide, at arm’s length, and free 
from any donative intent), will be con-
sidered as made for an adequate and 
full consideration in money or money’s 
worth. A consideration not reducible to 
a value in money or money’s worth, as 

love and affection, promise of mar-
riage, etc., is to be wholly disregarded, 
and the entire value of the property 
transferred constitutes the amount of 
the gift. Similarly, a relinquishment or 
promised relinquishment of dower or 
curtesy, or of a statutory estate cre-
ated in lieu of dower or curtesy, or of 
other marital rights in the spouse’s 
property or estate, shall not be consid-
ered to any extent a consideration ‘‘in 
money or money’s worth.’’ See, how-
ever, section 2516 and the regulations 
thereunder with respect to certain 
transfers incident to a divorce. See also 
sections 2701, 2702, 2703 and 2704 and the 
regulations at §§ 25.2701–0 through 
25.2704–3 for special rules for valuing 
transfers of business interests, trans-
fers in trust, and transfers pursuant to 
options and purchase agreements. 

[T.D. 6334, 23 FR 8904, Nov. 15, 1958; 25 FR 
14021, Dec. 31, 1960; as amended by T.D. 8395, 
57 FR 4255, Feb. 4, 1992] 

§ 25.2513–1 Gifts by husband or wife to 
third party considered as made one- 
half by each. 

(a) A gift made by one spouse to a 
person other than his (or her) spouse 
may, for the purpose of the gift tax, be 
considered as made one-half by his 
spouse, but only if at the time of the 
gift each spouse was a citizen or resi-
dent of the United States. For purposes 
of this section, an individual is to be 
considered as the spouse of another in-
dividual only if he was married to such 
individual at the time of the gift and 
does not remarry during the remainder 
of the ‘‘calendar period’’ (as defined in 
§ 25.2502–1(c)(1)). 

(b) The provisions of this section will 
apply to gifts made during a particular 
‘‘calendar period’’ (as defined in 
§ 25.2502–1(c)(1)) only if both spouses 
signify their consent to treat all gifts 
made to third parties during that cal-
endar period by both spouses while 
married to each other as having been 
made one-half by each spouse. As to 
the manner and time for signifying 
consent, see § 25.2513–2. Such consent, if 
signified with respect to any calendar 
period, is effective with respect to all 
gifts made to third parties during such 
calendar period except as follows: 

(1) If the consenting spouses were not 
married to each other during a portion 
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of the calendar period, the consent is 
not effective with respect to any gifts 
made during such portion of the cal-
endar period. Where the consent is sig-
nified by an executor or administrator 
of a deceased spouse, the consent is not 
effective with respect to gifts made by 
the surviving spouse during the portion 
of the calendar period that his spouse 
was deceased. 

(2) If either spouse was a nonresident 
not a citizen of the United States dur-
ing any portion of the calendar period, 
the consent is not effective with re-
spect to any gift made during that por-
tion of the calendar period. 

(3) The consent is not effective with 
respect to a gift by one spouse of a 
property interest over which he created 
in his spouse a general power of ap-
pointment (as defined in section 
2514(c)). 

(4) If one spouse transferred property 
in part to his spouse and in part to 
third parties, the consent is effective 
with respect to the interest transferred 
to third parties only insofar as such in-
terest is ascertainable at the time of 
the gift and hence severable from the 
interest transferred to his spouse. See 
§ 25.2512–5 for the principles to be ap-
plied in the valuation of annuities, life 
estates, terms for years, remainders 
and reversions. 

(5) The consent applies alike to gifts 
made by one spouse alone and to gifts 
made partly by each spouse, provided 
such gifts were to third parties and do 
not fall within any of the exceptions 
set forth in subparagraphs (1) through 
(4) of this paragraph. The consent may 
not be applied only to a portion of the 
property interest constituting such 
gifts. For example, a wife may not 
treat gifts made by her spouse from his 
separate property to third parties as 
having been made one-half by her if her 
spouse does not consent to treat gifts 
made by her to third parties during the 
same calendar period as having been 
made one-half by him. If the consent is 
effectively signified on either the hus-
band’s return or the wife’s return, all 
gifts made by the spouses to third par-
ties (except as described in subpara-
graphs (1) through (4) of this para-
graph), during the calendar period will 
be treated as having been made one- 
half by each spouse. 

(c) If a husband and wife consent to 
have the gifts made to third party 
donees considered as made one-half by 
each spouse, and only one spouse 
makes gifts during the ‘‘calendar pe-
riod’’ (as defined in § 25.2502–1(c)(1)), the 
other spouse is not required to file a 
gift tax return provided: (1) The total 
value of the gifts made to each third 
party donee since the beginning of the 
calendar year is not in excess of $20,000 
($6,000 for calendar years prior to 1982), 
and (2) no portion of the property 
transferred constitutes a gift of a fu-
ture interest. If a transfer made by ei-
ther spouse during the calendar period 
to a third-party represents a gift of a 
future interest in property and the 
spouses consent to have the gifts con-
sidered as made one-half by each, a gift 
tax return for such calendar period 
must be filed by each spouse regardless 
of the value of the transfer. (See 
§ 25.2503–3 for the definition of a future 
interest.) 

(d) The following examples illustrate 
the application of this section relating 
to the requirements for the filing of a 
return, assuming that a consent was ef-
fectively signified: 

(1) A husband made gifts valued at 
$7,000 during the second quarter of 1971 
to a third party and his wife made no 
gifts during this time. Each spouse is 
required to file a return for the second 
calendar quarter of 1971. 

(2) A husband made gifts valued at 
$5,000 to each of two third parties dur-
ing the year 1970 and his wife made no 
gifts. Only the husband is required to 
file a return. (See § 25.6019–2.) 

(3) During the third quarter of 1971, a 
husband made gifts valued at $5,000 to 
a third party, and his wife made gifts 
valued at $2,000 to the same third 
party. Each spouse is required to file a 
return for the third calendar quarter of 
1971. 

(4) A husband made gifts valued at 
$5,000 to a third party and his wife 
made gifts valued at $3,000 to another 
third party during the year 1970. Only 
the husband is required to file a return 
for the calendar year 1970. (See 
§ 25.6019–2.) 

(5) A husband made gifts valued at 
$2,000 during the first quarter of 1971 to 
third parties which represented gifts of 
future interests in property (see 
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§ 25.2503–3), and his wife made no gifts 
during such calendar quarter. Each 
spouse is required to file a return for 
the first calendar quarter of 1971. 

[T.D. 6334, 23 FR 8904, Nov. 15, 1958, as amend-
ed by T.D. 7238, 37 FR 28729, Dec. 29, 1972; 
T.D. 7910, 48 FR 40374, Sept. 7, 1983] 

§ 25.2513–2 Manner and time of signi-
fying consent. 

(a)(1) Consent to the application of 
the provisions of section 2513 with re-
spect to a ‘‘calendar period’’ (as defined 
in § 25.2502–1(c)(1)) shall, in order to be 
effective, be signified by both spouses. 
If both spouses file gift tax returns 
within the time for signifying consent, 
it is sufficient if— 

(i) The consent of the husband is sig-
nified on the wife’s return, and the con-
sent of the wife is signified on the hus-
band’s return; 

(ii) The consent of each spouse is sig-
nified on his own return; or 

(iii) The consent of both spouses is 
signified on one of the returns. 
If only one spouse files a gift tax re-
turn within the time provided for signi-
fying consent, the consent of both 
spouses shall be signified on that re-
turn. However, whereover possible, the 
notice of the consent is to be shown on 
both returns and it is preferred that 
the notice be executed in the manner 
described in subdivision (i) of this sub-
paragraph. The consent may be re-
voked only as provided in § 25.2513–3. If 
one spouse files more than one gift tax 
return for a calendar period on or be-
fore the due date of the return, the last 
return so filed shall, for the purpose of 
determining whether a consent has 
been signified, be considered as the re-
turn. (See §§ 25.6075–1 and 25.6075–2 for 
the due date of a gift tax return.) 

(2) For gifts made after December 31, 
1970, and before January 1, 1982 subject 
to the limitations of paragraph (b) of 
this section, the consent signified on a 
return filed for a calendar quarter will 
be effective for a previous calendar 
quarter of the same calendar year for 
which no return was filed because the 
gifts made during such previous cal-
endar quarter did not exceed the an-
nual exclusion provided by section 
2503(b), if the gifts in such previous cal-
endar quarter are listed on that return. 
Thus, for example, if A gave $2,000 to 

his son in the first quarter of 1972 (and 
filed no return because of section 
2503(b)) and gave a further $4,000 to 
such son in the last quarter of the year, 
A and his spouse could signify consent 
to the application of section 2513 on the 
return filed for the fourth quarter and 
have it apply to the first quarter as 
well, provided that the $2,000 gift is 
listed on such return. 

(b)(1) With respect to gifts made after 
December 31, 1981, or before January 1, 
1971, the consent may be signified at 
any time following the close of the cal-
endar year, subject to the following 
limitations: 

(i) The consent may not be signified 
after the 15th day of April following 
the close of the calendar year, unless 
before such 15th day no return has been 
filed for the year by either spouse, in 
which case the consent may not be sig-
nified after a return for the year is 
filed by either spouse; and 

(ii) The consent may not be signified 
for a calendar year after a notice of de-
ficiency in gift tax for that year has 
been sent to either spouse in accord-
ance with the provisions of section 
6212(a). 

(2) With respect to gifts made after 
December 31, 1970 and before January 1, 
1982, the consent may be signified at 
any time following the close of the cal-
endar quarter in which the gift was 
made, subject to the following limita-
tions: 

(i) The consent may not be signified 
after the 15th day of the second month 
following the close of such calendar 
quarter, unless before such 15th day, no 
return has been filed for such calendar 
quarter by either spouse, in which case 
the consent may not be signified after 
a return for such calendar quarter is 
filed by either spouse; and 

(ii) The consent may not be signified 
after a notice of deficiency with re-
spect to the tax for such calendar quar-
ter has been sent to either spouse in 
accordance with section 6212(a). 

(c) The executor or administrator of 
a deceased spouse, or the guardian or 
committee of a legally incompetent 
spouse, as the case may be, may signify 
the consent. 
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(d) If the donor and spouse consent to 
the application of section 2513, the re-
turn or returns for the ‘‘calendar pe-
riod’’ (as defined in § 25.2502–1(c)(1)) 
must set forth, to the extent provided 
thereon, information relative to the 
transfers made by each spouse. 

[T.D. 6334, 23 FR 8904, Nov. 15, 1958, as amend-
ed by T.D. 7238, 37 FR 28730, Dec. 29, 1972; 
T.D. 7910, 48 FR 40375, Sept. 7, 1983] 

§ 25.2513–3 Revocation of consent. 

(a)(1) With respect to gifts made after 
December 31, 1981, or before January 1, 
1971, if the consent to the application 
of the provisions of section 2513 for a 
calendar year was effectively signified 
on or before the 15th day of April fol-
lowing the close of the calendar year, 
either spouse may revoke the consent 
by filing in duplicate a signed state-
ment of revocation, but only if the 
statement is filed on or before such 
15th day of April. Therefore, a consent 
that was not effectively signified until 
after the 15th day of April following 
the close of the calendar year to which 
it applies may not be revoked. 

(2) With respect to gifts made after 
December 31, 1970, and before January 
1, 1982, if the consent to the application 
of the provisions of section 2513 for a 
calendar quarter was effectively sig-
nified on or before the 15th day of the 
second month following the close of 
such calendar quarter, either spouse 
may revoke the consent by filing in du-
plicate a signed statement of revoca-
tion, but only if the statement is filed 
on or before such 15th day of the sec-
ond month following the close of such 
calendar quarter. Therefore, a consent 
that was not effectively signified until 
after the 15th day of the second month 
following the close of the calendar 
quarter to which it applies may not be 
revoked. 

(b) Except as provided in paragraph 
(b) of § 301.6091–1 of this chapter (relat-
ing to hand-carried documents), the 
statement referred to in paragraph (a) 
of this section shall be filed with the 
internal revenue officer with whom the 
gift tax return is required to be filed, 
or with whom the gift tax return would 

be required to be filed if a return were 
required. 

[T.D. 7238, 37 FR 28730, Dec. 29, 1972, as 
amended by T.D. 7910, 48 FR 40375, Sept. 7, 
1983] 

§ 25.2513–4 Joint and several liability 
for tax. 

If consent to the application of the 
provisions of section 2513 is signified as 
provided in § 25.2513–2, and not revoked 
as provided in § 25.2513–3, the liability 
with respect to the entire gift tax of 
each spouse for such ‘‘calendar period’’ 
(as defined in § 25.2502–1(c)(1)) is joint 
and several. See paragraph (d) of 
§ 25.2511–1. 

[T.D. 7238, 37 FR 28730, Dec. 29, 1972, as 
amended by T.D. 7910, 48 FR 40375, Sept. 7, 
1983] 

§ 25.2514–1 Transfers under power of 
appointment. 

(a) Introductory. (1) Section 2514 
treats the exercise of a general power 
of appointment created on or before 
October 21, 1942, as a transfer of prop-
erty for purposes of the gift tax. The 
section also treats as a transfer of 
property the exercise or complete re-
lease of a general power of appoint-
ment created after October 21, 1942, and 
under certain circumstances the exer-
cise of a power of appointment (not a 
general power of appointment) created 
after October 21, 1942, by the creation 
of another power of appointment. See 
paragraph (d) of § 25.2514–3. Under cer-
tain circumstances, also, the failure to 
exercise a power of appointment cre-
ated after October 21, 1942, within a 
specified time, so that the power 
lapses, constitutes a transfer of prop-
erty. Paragraphs (b) through (e) of this 
section contain definitions of certain 
terms used in §§ 25.2514–2 and 25.2514–3. 
See § 25.2514–2 for specific rules applica-
ble to certain powers created on or be-
fore October 21, 1942. See § 25.2514–3 for 
specific rules applicable to powers cre-
ated after October 21, 1942. 

(2) [Reserved] 
(b) Definition of ‘‘power of appoint-

ment’’—(1) In general. The term ‘‘power 
of appointment’’ includes all powers 
which are in substance and effect pow-
ers of appointment received by the 
donee of the power from another per-
son, regardless of the nomenclature 
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used in creating the power and regard-
less of local property law connotations. 
For example, if a trust instrument pro-
vides that the beneficiary may appro-
priate or consume the principal of the 
trust, the power to consume or appro-
priate is a power of appointment. Simi-
larly, a power given to a donee to af-
fect the beneficial enjoyment of a trust 
property or its income by altering, 
amending or revoking the trust instru-
ment or terminating the trust is a 
power of appointment. A power in a 
donee to remove or discharge a trustee 
and appoint himself may be a power of 
appointment. For example, if under the 
terms of a trust instrument, the trust-
ee or his successor has the power to ap-
point the principal of the trust for the 
benefit of individuals including him-
self, and A, another person, has the un-
restricted power to remove or dis-
charge the trustee at any time and ap-
point any other person, including him-
self, A is considered as having a power 
of appointment. However, he would not 
be considered to have a power of ap-
pointment if he only had the power to 
appoint a successor, including himself, 
under limited conditions which did not 
exist at the time of exercise, release or 
lapse of the trustee’s power, without an 
accompanying unrestricted power of 
removal. Similarly, a power to amend 
only the administrative provisions of a 
trust instrument, which cannot sub-
stantially affect the beneficial enjoy-
ment of the trust property or income, 
is not a power of appointment. The 
mere power of management, invest-
ment, custody of assets, or the power 
to allocate receipts and disbursements 
as between income and principal, exer-
cisable in a fiduciary capacity, where-
by the holder has no power to enlarge 
or shift any of the beneficial interests 
therein except as an incidental con-
sequence of the discharge of such fidu-
ciary duties is not a power of appoint-
ment. Further, the right in a bene-
ficiary of a trust to assent to a periodic 
accounting, thereby relieving the 
trustee from further accountability, is 
not a power of appointment if the right 
of assent does not consist of any power 
or right to enlarge or shift the bene-
ficial interest of any beneficiary there-
in. 

(2) Relation to other sections. For pur-
poses of §§ 25.2514–1 through 25.2514–3, 
the term ‘‘power of appointment’’ does 
not include powers reserved by a donor 
to himself. No provision of section 2514 
or of §§ 25.2514–1 through 25.2514–3 is to 
be construed as in any way limiting 
the application of any other section of 
the Internal Revenue Code or of these 
regulations. The power of the owner of 
a property interest already possessed 
by him to dispose of his interest, and 
nothing more, is not a power of ap-
pointment, and the interest is includ-
ible in the amount of his gifts to the 
extent it would be includible under sec-
tion 2511 or other provisions of the In-
ternal Revenue Code. For example, if a 
trust created by S provides for pay-
ment of the income to A for life with 
power in A to appoint the entire trust 
property by deed during her lifetime to 
a class consisting of her children, and a 
further power to dispose of the entire 
corpus by will to anyone, including her 
estate, and A exercises the inter vivos 
power in favor of her children, she has 
necessarily made a transfer of her in-
come interest which constitutes a tax-
able gift under section 2511(a), without 
regard to section 2514. This transfer 
also results in a relinquishment of her 
general power to appoint by will which 
constitutes a transfer under section 
2514 if the power was created after Oc-
tober 21, 1942. 

(3) Powers over a portion of property. If 
a power of appointment exists as to 
part of an entire group of assets or 
only over a limited interest in prop-
erty, section 2514 applies only to such 
part or interest. 

(c) Definition of ‘‘general power of ap-
pointment’’—(1) In general. The term 
‘‘general power of appointment’’ as de-
fined in section 2514(c) means any 
power of appointment exercisable in 
favor of the person possessing the 
power (referred to as the ‘‘possessor’’), 
his estate, his creditors, or the credi-
tors of his estate, except (i) joint pow-
ers, to the extent provided in §§ 25.2514– 
2 and 25.2514–3 and (ii) certain powers 
limited by an ascertainable standard, 
to the extent provided in subparagraph 
(2) of this paragraph. A power of ap-
pointment exercisable to meet the es-
tate tax, or any other taxes, debts, or 
charges which are enforceable against 
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the possessor or his estate, is included 
within the meaning of a power of ap-
pointment exercisable in favor of the 
possessor, his estate, his creditors, or 
the creditors of his estate. A power of 
appointment exercisable for the pur-
pose of discharging a legal obligation 
of the possessor or for his pecuniary 
benefit is considered a power of ap-
pointment exercisable in favor of the 
possessor or his creditors. However, for 
purposes of §§ 25.2514–1 through 25.2514– 
3, a power of appointment not other-
wise considered to be a general power 
of appointment is not treated as a gen-
eral power of appointment merely by 
reason of the fact that an appointee 
may, in fact, be a creditor of the pos-
sessor or his estate. A power of ap-
pointment is not a general power if by 
its terms it is either— 

(a) Exercisable only in favor of one or 
more designated persons or classes 
other than the possessor or his credi-
tors, or the possessor’s estate, or the 
creditors of his estate, or 

(b) Expressly not exercisable in favor 
of the possessor or his creditors, the 
possessor’s estate, or the creditors of 
his estate. 
A beneficiary may have two powers 
under the same instrument, one of 
which is a general power of appoint-
ment and the other of which is not. For 
example, a beneficiary may have a gen-
eral power to withdraw a limited por-
tion of trust corpus during his life, and 
a further power exercisable during his 
lifetime to appoint the corpus among 
his children. The later power is not a 
general power of appointment (but its 
exercise may result in the exercise of 
the former power; see paragraph (d) of 
this section). 

(2) Powers limited by an ascertainable 
standard. A power to consume, invade, 
or appropriate income or corpus, or 
both, for the benefit of the possessor 
which is limited by an ascertainable 
standard relating to the health, edu-
cation, support, or maintenance of the 
possessor is, by reason of section 
2514(c)(1), not a general power of ap-
pointment. A power is limited by such 
a standard if the extent of the posses-
sor’s duty to exercise and not to exer-
cise the power is reasonably measur-
able in terms of his needs for health, 
education, or support (or any combina-

tion of them). As used in this subpara-
graph, the words ‘‘support’’ and 
‘‘maintenance’’ are synonymous and 
their meaning is not limited to the 
bare necessities of life. A power to use 
property for the comfort, welfare, or 
happiness of the holder of the power is 
not limited by the requisite standard. 
Examples of powers which are limited 
by the requisite standard are powers 
exercisable for the holder’s ‘‘support,’’ 
‘‘support in reasonable comfort,’’ 
‘‘maintenance in health and reasonable 
comfort,’’ ‘‘support in his accustomed 
manner of living,’’ ‘‘education, includ-
ing college and professional edu-
cation,’’ ‘‘health,’’ and ‘‘medical, den-
tal, hospital and nursing expenses and 
expenses of invalidism.’’ In deter-
mining whether a power is limited by 
an ascertainable standard, it is imma-
terial whether the beneficiary is re-
quired to exhaust his other income be-
fore the power can be exercised. 

(3) Certain powers under wills of dece-
dents dying between January 1 and April 
2, 1948. Section 210 of the Technical 
Changes Act of 1953 provides that if a 
decedent died after December 31, 1947, 
but before April 3, 1948, certain prop-
erty interests described therein may, if 
the decedent’s surviving spouse so 
elects, be accorded special treatment 
in the determination of the marital de-
duction to be allowed the decedent’s es-
tate under the provisions of section 
812(e) of the Internal Revenue Code of 
1939. See paragraph (h) of § 81.47a of 
Regulations 105 (26 CFR (1939) 
81.47a(h)). The section further provides 
that property affected by the election 
shall be considered property with re-
spect to which the surviving spouse has 
a general power of appointment. There-
fore, notwithstanding any other provi-
sion of law or of §§ 25.2514–1 through 
25.2514–3, if the surviving spouse has 
made an election under section 210 of 
the Technical Changes Act of 1953, the 
property which was the subject of the 
election shall be considered as property 
with respect to which she has a general 
power of appointment created after Oc-
tober 21, 1942, exercisable by deed or 
will, to the extent it was treated as an 
interest passing to the surviving 
spouse and not passing to any other 
person for the purpose of the marital 
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deduction in the prior decedent’s es-
tate. 

(d) Definition of ‘‘exercise.’’ Whether a 
power of appointment is in fact exer-
cised may depend upon local law. How-
ever, regardless of local law, a power of 
appointment is considered as exercised 
for purposes of section 2514 even 
though the exercise is in favor of the 
taker in default of appointment, and ir-
respective of whether the appointed in-
terest and the interest in default of ap-
pointment are identical or whether the 
appointee renounces any right to take 
under the appointment. A power of ap-
pointment is also considered as exer-
cised even though the disposition can-
not take effect until the occurrence of 
an event after the exercise takes place, 
if the exercise is irrevocable and, as of 
the time of the exercise, the condition 
was not impossible of occurrence. For 
example, if property is left in trust to 
A for life, with a power in A to appoint 
the remainder by an instrument filed 
with the trustee during his life, and A 
exercises his power by appointing the 
remainder to B in the event that B sur-
vives A, A is considered to have exer-
cised his power if the exercise was ir-
revocable. Furthermore, if a person 
holds both a presently exercisable gen-
eral power of appointment and a pres-
ently exercisable nongeneral power of 
appointment over the same property, 
the exercise of the nongeneral power is 
considered the exercise of the general 
power only to the extent that imme-
diately after the exercise of the non-
general power the amount of money or 
property subject to being transferred 
by the exercise of the general power is 
decreased. For example, assume A has 
a noncumulative annual power to with-
draw the greater of $5,000 or 5 percent 
of the value of a trust having a value of 
$300,000 and a lifetime nongeneral 
power to appoint all or a portion of the 
trust corpus to A’s child or grand-
children. If A exercises the nongeneral 
power by appointing $150,000 to A’s 
child, the exercise of the nongeneral 
power is treated as the exercise of the 
general power to the extent of $7,500 
(maximum exercise of general power 
before the exercise of the nongeneral 
power, 5% of $300,000 or $15,000, less 
maximum exercise of the general 

power after the exercise of the nongen-
eral power, 5% of $150,000 or $7,500). 

(e) Time of creation of power. A power 
of appointment created by will is, in 
general, considered as created on the 
date of the testator’s death. However, 
section 2514(f) provides that a power of 
appointment created by a will executed 
on or before October 21, 1942, is consid-
ered a power created on or before that 
date if the testator dies before July 1, 
1949, without having republished the 
will, by codicil or otherwise, after Oc-
tober 21, 1942. A power of appointment 
created by an inter vivos instrument is 
considered as created on the date the 
instrument takes effect. Such a power 
is not considered as created at some fu-
ture date merely because it is not exer-
cisable on the date the instrument 
takes effect, or because it is revocable, 
or because the identity of its holders is 
not ascertainable until after the date 
the instrument takes effect. However, 
if the holder of a power exercises it by 
creating a second power, the second 
power is considered as created at the 
time of the exercise of the first. The 
application of this paragraph may be 
illustrated by the following examples: 

Example (1). A created a revocable trust be-
fore October 22, 1942, providing for payment 
of income to B for life with remainder as B 
shall appoint by deed or will. Even though A 
dies after October 21, 1942, without having 
exercised his power of revocation, B’s power 
of appointment is considered a power created 
before October 22, 1942. 

Example (2). C created an irrevocable inter 
vivos trust before October 22, 1942, naming T 
as trustee and providing for payment of in-
come to D for life with remainder to E. T 
was given the power to pay corpus to D and 
the power to appoint a successor trustee. If 
T resigns after October 21, 1942, and appoints 
D as successor trustee, D is considered to 
have a power of appointment created before 
October 22, 1942. 

Example (3). F created an irrevocable inter 
vivos trust before October 22, 1942, providing 
for payment of income to G for life with re-
mainder as G shall appoint by deed or will, 
but in default of appointment income to H 
for life with remainder as H shall appoint by 
deed or will. If G died after October 21, 1942, 
without having exercised his power of ap-
pointment, H’s power of appointments is 
considered a power created before October 22, 
1942, even though it was only a contingent 
interest until G’s death. 

Example (4). If in example (3) above G had 
exercised by will his power of appointment, 
by creating a similar power in J, J’s power of 
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appointment would be considered a power 
created after October 21, 1942. 

[T.D. 6334, 23 FR 8904, Nov. 15, 1958, as amend-
ed by T.D. 6582, 26 FR 11861, Dec. 12, 1961, 
T.D. 9757, 46 FR 6929, Jan. 22, 1981] 

§ 25.2514–2 Powers of appointment cre-
ated on or before October 21, 1942. 

(a) In general. The exercise of a gen-
eral power of appointment created on 
or before October 21, 1942, is deemed to 
be a transfer of property by the indi-
vidual possessing the power. 

(b) Joint powers created on or before 
October 21, 1942. Section 2514(c)(2) pro-
vides that a power created on or before 
October 21, 1942, which at the time of 
the exercise is not exercisable by the 
possessor except in conjunction with 
another person, is not deemed a gen-
eral power of appointment. 

(c) Release or lapse. A failure to exer-
cise a general power of appointment 
created on or before October 21, 1942, or 
a complete release of such a power is 
not considered to be an exercise of a 
general power of appointment. The 
phrase ‘‘a complete release’’ means a 
release of all powers over all or a por-
tion of the property subject to a power 
of appointment, as distinguished from 
the reduction of a power of appoint-
ment to a lesser power. Thus, if the 
possessor completely relinquished all 
powers over one-half of the property 
subject to a power of appointment, the 
power is completely released as to that 
one-half. If at or before the time a 
power of appointment is relinquished, 
the holder of the power exercises the 
power in such a manner or to such an 
extent that the relinquishment results 
in the reduction, enlargement, or shift 
in a beneficial interest in property, the 
relinquishment will be considered to be 
an exercise and not a release of the 
power. For example, assume that A 
created a trust in 1940 providing for 
payment of the income to B for life 
with the power in B to amend the 
trust, and for payment of the remain-
der to such persons as B shall appoint 
or, upon default of appointment, to C. 
If B amended the trust in 1948 by pro-
viding that upon his death the remain-
der was to be paid to D, and if he fur-
ther amended the trust in 1955 by delet-
ing his power to amend the trust, such 
relinquishment will be considered an 

exercise and not a release of a general 
power of appointment. On the other 
hand, if the 1948 amendment became in-
effective before or at the time of the 
1955 amendment, or if B in 1948 merely 
amended the trust by changing the 
purely ministerial powers of the trust-
ee, his relinquishment of the power in 
1955 will be considered as release of a 
power of appointment. 

(d) Partial release. If a general power 
of appointment created on or before 
October 21, 1942, is partially released so 
that it is not thereafter a general 
power of appointment, a subsequent ex-
ercise of the partially released power is 
not an exercise of a general power of 
appointment if the partial release oc-
curs before whichever is the later of 
the following dates: 

(1) November 1, 1951; or 
(2) If the possessor was under a legal 

disability to release the power on Octo-
ber 21, 1942, the day after the expira-
tion of 6 months following the termi-
nation of such legal disability. 
However, if a general power created on 
or before October 21, 1942, is partially 
released on or after the later of those 
dates, a subsequent exercise of the 
power will constitute an exercise of a 
general power of appointment. The 
legal disability referred to in this para-
graph is determined under local law 
and may include the disability of an in-
sane person, a minor, or an unborn 
child. The fact that the type of general 
power of appointment possessed by the 
holder actually was not generally re-
leasable under the local law does not 
place the holder under a legal dis-
ability within the meaning of this 
paragraph. In general, however, it is 
assumed that all general powers of ap-
pointment are releasable, unless the 
local law on the subject is to the con-
trary, and it is presumed that the 
method employed to release the power 
is effective, unless it is not in accord-
ance with the local law relating spe-
cifically to releases or, in the absence 
of such local law, is not in accordance 
with the local law relating to similar 
transactions. 

(e) Partial exercise. If a general power 
of appointment created on or before 
October 21, 1942, is exercised only as to 
a portion of the property subject to the 
power, the exercise is considered to be 
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a transfer only as to the value of that 
portion. 

§ 25.2514–3 Powers of appointment cre-
ated after October 21, 1942. 

(a) In general. The exercise, release, 
or lapse (except as provided in para-
graph (c) of this section) of a general 
power of appointment created after Oc-
tober 21, 1942, is deemed to be a trans-
fer of property by the individual pos-
sessing the power. The exercise of a 
power of appointment that is not a 
general power is considered to be a 
transfer if it is exercised to create a 
further power under certain cir-
cumstances (see paragraph (d) of this 
section). See paragraph (c) of § 25.2514– 
1 for the definition of various terms 
used in this section. See paragraph (b) 
of this section for the rules applicable 
to determine the extent to which joint 
powers created after October 21, 1942, 
are to be treated as general powers of 
appointment. 

(b) Joint powers created after October 
21, 1942. The treatment of a power of 
appointment created after October 21, 
1942, which is exercisable only in 
conjuction with another person is gov-
erned by section 2514(c)(3), which pro-
vides as follows: 

(1) Such a power is not considered as 
a general power of appointment if it is 
not exercisable by the possessor except 
with the consent or joinder of the cre-
ator of the power. 

(2) Such power is not considered as a 
general power of appointment if it is 
not exercisable by the possessor except 
with the consent or joinder of a person 
having a substantial interest in the 
property subject to the power which is 
adverse to the exercise of the power in 
favor of the possessor, his estate, his 
creditors, or the creditors of his estate. 
An interest adverse to the exercise of a 
power is considered as substantial if its 
value in relation to the total value of 
the property subject to the power is 
not insignificant. For this purpose, the 
interest is to be valued in accordance 
with the actuarial principles set forth 
in § 25.2512–5 or, if it is not susceptible 
to valuation under those provisions, in 
accordance with the general principles 
set forth in § 25.2512–1. A taker in de-
fault of appointment under a power has 
an interest which is adverse to an exer-

cise of the power. A coholder of the 
power has no adverse interest merely 
because of his joint possession of the 
power nor merely because he is a per-
missible appointee under a power. How-
ever, a coholder of a power is consid-
ered as having an adverse interest 
where he may possess the power after 
the possessor’s death and may exercise 
it at that time in favor of himself, his 
estate, his creditors, or the creditors of 
his estate. Thus, for example, if X, Y, 
and Z held a power jointly to appoint 
among a group of persons which in-
cludes themselves and if on the death 
of X the power will pass to Y and Z 
jointly, then Y and Z are considered to 
have interests adverse to the exercise 
of the power in favor of X. Similarly, if 
on Y’s death the power will pass to Z, 
Z is considered to have an interest ad-
verse to the exercise of the power in 
favor of Y. The application of this sub-
paragraph may be further illustrated 
by the following examples in each of 
which it is assumed that the value of 
the interest in question is substantial: 

Example (1). The taxpayer and R are trust-
ees of a trust under which the income is to 
be paid to the taxpayer for life and then to 
M for life, and R is remainderman. The trust-
ees have power to distribute corpus to the 
taxpayer. Since R’s interest is substantially 
adverse to an exercise of the power in favor 
of the taxpayer, the latter does not have a 
general power of appointment. If M and the 
taxpayer were trustees, M’s interest would 
likewise be adverse. 

Example (2). The taxpayer and L are trust-
ees of a trust under which the income is to 
be paid to L for life and then to M for life, 
and the taxpayer is remainderman. The 
trustees have power to distribute corpus to 
the taxpayer during L’s life. Since L’s inter-
est is adverse to an exercise of the power in 
favor of the taxpayer, the taxpayer does not 
have a general power of appointment. If the 
taxpayer and M were trustees, M’s interest 
would likewise be adverse. 

Example (3). The taxpayer and L are trust-
ees of a trust under which the income is to 
be paid to L for life. The trustees can des-
ignate whether corpus is to be distributed to 
the taxpayer or to A after L’s death. L’s in-
terest is not adverse to an exercise of the 
power in favor of the taxpayer, and the tax-
payer therefore has a general power of ap-
pointment. 

(3) A power which is exercisable only 
in conjunction with another person, 
and which after application of the rules 
set forth in subparagraphs (1) and (2) of 
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this paragraph, constitutes a general 
power of appointment, will be treated 
as though the holders of the power who 
are permissible appointees of the prop-
erty were joint owners of property sub-
ject to the power. The possessor, under 
this rule, will be treated as possessed of 
a general power of appointment over an 
aliquot share of the property to be de-
termined with reference to the number 
of joint holders, including the pos-
sessor, who (or whose estates or credi-
tors) are permissible appointees. Thus, 
for example, if X, Y, and Z hold an un-
limited power jointly to appoint among 
a group of persons, including them-
selves, but on the death of X the power 
does not pass to Y and Z jointly, then 
Y and Z are not considered to have in-
terests adverse to the exercise of the 
power in favor of X. In this case, X is 
considered to possess a general power 
of appointment as to one-third of the 
property subject to the power. 

(c) Partial releases, lapses, and dis-
claimers of general powers of appointment 
created after October 21, 1942—(1) Partial 
release of power. The general principles 
set forth in § 25.2511–2 for determining 
whether a donor of property (or of a 
property right or interest) has divested 
himself of all or any portion of his in-
terest therein to the extent necessary 
to effect a completed gift are applica-
ble in determining whether a partial 
release of a power of appointment con-
stitutes a taxable gift. Thus, if a gen-
eral power of appointment is partially 
released so that thereafter the donor 
may still appoint among a limited 
class of persons not including himself 
the partial release does not effect a 
complete gift, since the possessor of 
the power has retained the right to des-
ignate the ultimate beneficiaries of the 
property over which he holds the power 
and since it is only the termination of 
such control which completes a gift. 

(2) Power partially released before June 
1, 1951. If a general power of appoint-
ment created after October 21, 1942, was 
partially released prior to June 1, 1951, 
so that it no longer represented a gen-
eral power of appointment, as defined 
in paragraph (c) of § 25.2514–1, the sub-
sequent exercise, release, or lapse of 
the partially released power at any 
time thereafter will not constitute the 
exercise or release of a general power 

of appointment. For example, assume 
that A created a trust in 1943 under 
which B possessed a general power of 
appointment. By an instrument exe-
cuted in 1948 such general power of ap-
pointment was reduced in scope by B to 
an excepted power. The inter vivos ex-
ercise in 1955, or in any ‘‘calendar pe-
riod’’ (as defined in § 25.2502–1(c)(1)) 
thereafter, of such excepted power is 
not considered an exercise or release of 
a general power of appointment for 
purposes of the gift tax. 

(3) Power partially released after May 
31, 1951. If a general power of appoint-
ment created after October 21, 1942, was 
partially released after May 31, 1951, 
the subsequent exercise, release or a 
lapse of the power at any time there-
after, will constitute the exercise or re-
lease of a general power of appoint-
ment for gift tax purposes. 

(4) Release or lapse of power. A release 
of a power of appointment need not be 
formal or express in character. For ex-
ample, the failure to exercise a general 
power of appointment created after Oc-
tober 21, 1942, within a specified time 
so that the power lapses, constitutes a 
release of the power. In any case where 
the possessor of a general power of ap-
pointment is incapable of validly exer-
cising or releasing a power, by reason 
of minority, or otherwise, and the 
power may not be validly exercised or 
released on his behalf, the failure to 
exercise or release the power is not a 
lapse of the power. If a trustee has in 
his capacity as trustee a power which 
is considered as a general power of ap-
pointment, his resignation or removal 
as trustee will cause a lapse of his 
power. However, section 2514(e) pro-
vides that a lapse during any calendar 
year is considered as a release so as to 
be subject to the gift tax only to the 
extent that the property which could 
have been appointed by exercise of the 
lapsed power of appointment exceeds 
the greater of (i) $5,000, or (ii) 5 percent 
of the aggregate value, at the time of 
the lapse, of the assets out of which, or 
the proceeds of which, the exercise of 
the lapsed power could be satisfied. For 
example, if an individual has a non-
cumulative right to withdraw $10,000 a 
year from the principal of a trust fund, 
the failure to exercise this right of 
withdrawal in a particular year will 
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not constitute a gift if the fund at the 
end of the year equals or exceeds 
$200,000. If, however, at the end of the 
particular year the fund should be 
worth only $100,000, the failure to exer-
cise the power will be considered a gift 
to the extent of $5,000, the excess of 
$10,000 over 5 percent of a fund of 
$100,000. Where the failure to exercise a 
power, such as a right of withdrawal, 
occurs in more than a single year, the 
value of the taxable transfer will be de-
termined separately for each year. 

(5) Disclaimer of power created after 
December 31, 1976. A disclaimer or re-
nunciation of a general power of ap-
pointment created in a transfer made 
after December 31, 1976, is not consid-
ered a release of the power for gift tax 
purposes if the disclaimer or renunci-
ation is a qualified disclaimer as de-
scribed in section 2518 and the cor-
responding regulations. For rules relat-
ing to when a transfer creating the 
power occurs, see § 25.2518–2(c)(3). If the 
disclaimer or renunciation is not a 
qualified disclaimer, it is considered a 
release of the power. 

(6) Disclaimer of power created before 
January 1, 1977. A disclaimer or renun-
ciation of a general power of appoint-
ment created in a taxable transfer be-
fore January 1, 1977, in the person dis-
claiming is not considered a release of 
the power. The disclaimer or renunci-
ation must be unequivocal and effec-
tive under local law. A disclaimer is a 
complete and unqualified refusal to ac-
cept the rights to which one is entitled. 
There can be no disclaimer or renunci-
ation of a power after its acceptance. 
In the absence of facts to the contrary, 
the failure to renounce or disclaim 
within a reasonable time after learning 
of the existence of a power shall be pre-
sumed to constitute an acceptance of 
the power. In any case where a power is 
purported to be disclaimed or re-
nounced as to only a portion of the 
property subject to the power, the de-
termination as to whether there has 
been a complete and unqualified re-
fusal to accept the rights to which one 
is entitled will depend on all the facts 
and circumstances of the particular 
case, taking into account the recogni-
tion and effectiveness of such a dis-
claimer under local law. Such rights 
refer to the incidents of the power and 

not to other interests of the possessor 
of the power in the property. If effec-
tive under local law, the power may be 
disclaimed or renounced without dis-
claiming or renouncing such other in-
terests. 

(7) The first and second sentences of 
paragraph (c)(5) of this section are ap-
plicable for transfers creating the 
power to be disclaimed made on or 
after December 31, 1997. 

(d) Creation of another power in certain 
cases. Paragraph (d) of section 2514 pro-
vides that there is a transfer for pur-
poses of the gift tax of the value of 
property (or of property rights or inter-
ests) with respect to which a power of 
appointment, which is not a general 
power of appointment, created after 
October 21, 1942, is exercised by cre-
ating another power of appointment 
which, under the terms of the instru-
ments creating and exercising the first 
power and under applicable local law, 
can be validly exercised so as to (1) 
postpone the vesting of any estate or 
interest in the property for a period as-
certainable without regard to the date 
of the creation of the first power, or (2) 
(if the applicable rule against perpetu-
ities is stated in terms of suspensions 
of ownership or of the power of alien-
ation, rather than of vesting) suspend 
the absolute ownership or the power of 
alienation of the property for a period 
ascertainable without regard to the 
date of the creation of the first power. 
For the purpose of section 2514(d), the 
value of the property subject to the 
second power of appointment is consid-
ered to be its value unreduced by any 
precedent or subsequent interest which 
is not subject to the second power. 
Thus, if a donor has a power to appoint 
$100,000 among a group consisting of his 
children or grandchildren and during 
his lifetime exercises the power by 
making an outright appointment of 
$75,000 and by giving one appointee a 
power to appoint $25,000, no more than 
$25,000 will be considered a gift under 
section 2514(d). If, however, the donor 
appoints the income from the entire 
fund to a beneficiary for life with 
power in the beneficiary to appoint the 
remainder, the entire $100,000 will be 
considered a gift under section 2514(d), 
if the exercise of the second power can 
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validly postpone the vesting of any es-
tate or interest in the property or can 
suspend the absolute ownership or 
power of alienation of the property for 
a period ascertainable without regard 
to the date of the creation of the first 
power. 

(e) Examples. The application of this 
section may be further illustrated by 
the following examples in each of 
which it is assumed, unless otherwise 
stated, that S has transferred property 
in trust after October 21, 1942, with the 
remainder payable to R at L’s death, 
and that neither L nor R has any inter-
est in or power over the enjoyment of 
the trust property except as is indi-
cated separately in each example: 

Example (1). The income is payable to L for 
life. L has the power to cause the income to 
be paid to R. The exercise of the right con-
stitutes the making of a transfer of property 
under section 2511. L’s power does not con-
stitute a power of appointment since it is 
only a power to dispose of his income inter-
est, a right otherwise possessed by him. 

Example (2). The income is to be accumu-
lated during L’s life. L has the power to have 
the income distributed to himself. If L’s 
power is limited by an ascertainable stand-
ard (relating to health, etc.) as defined in 
paragraph (c)(2) of § 25.2514–1, the lapse of 
such power will not constitute a transfer of 
property for gift tax purposes. If L’s power is 
not so limited, its lapse or release during L’s 
lifetime may constitute a transfer of prop-
erty for gift tax purposes. See especially 
paragraph (c)(4) of § 25.2514–3. 

Example (3). The income is to be paid to L 
for life. L has a power, exercisable at any 
time, to cause the corpus to be distributed to 
himself. L has a general power of appoint-
ment over the remainder interest, the re-
lease of which constitutes a transfer for gift 
tax purposes of the remainder interest. If in 
this example L had a power to cause the cor-
pus to be distributed only to X, L would have 
a power of appointment which is not a gen-
eral power of appointment, the exercise or 
release of which would not constitute a 
transfer of property for purposes of the gift 
tax. Although the exercise or release of the 
nongeneral power is not taxable under this 
section, see § 25.2514–1(b)(2) for the gift tax 
consequences of the transfer of the life in-
come interest. 

Example (4). The income is payable to L for 
life. R has the right to cause the corpus to be 
distributed to L at any time. R’s power is 
not a power of appointment, but merely a 
right to dispose of his remainder interest, a 
right already possessed by him. In such a 
case, the exercise of the right constitutes the 
making of a transfer of property under sec-

tion 2511 of the value, if any, of his remain-
der interest. See paragraph (e) of § 25.2511–1. 

Example (5). The income is to be paid to L. 
R has the right to appoint the corpus to him-
self at any time. R’s general power of ap-
pointment over the corpus includes a general 
power to dispose of L’s income interest 
therein. The lapse or release of R’s general 
power over the income interest during his 
life may constitute the making of a transfer 
of property. See especially paragraph (c)(4) 
of § 25.2514–3. 

[T.D. 6334, 23 FR 8904, Nov. 15, 1958, as amend-
ed by T.D. 7238, 37 FR 28730, Dec. 29, 1972; 
T.D. 7776, 46 FR 27642, May 21, 1981; T.D. 7910, 
48 FR 40375, Sept. 7, 1983; T.D. 8095, 51 FR 
28370, Aug. 7, 1986; T.D. 8744, 62 FR 68185, Dec. 
31, 1997] 

§ 25.2515–1 Tenancies by the entirety; 
in general. 

(a) Scope—(1) In general. This section 
and §§ 25.2515–2 through 25.2515–4 do not 
apply to the creation of a tenancy by 
the entirety after December 31, 1981, 
and do not reflect changes made to the 
Internal Revenue Code by sections 
702(k)(1)(A) of the Revenue Act of 1978, 
or section 2002(c)(2) of the Tax Reform 
Act of 1976. 

(2) Special rule in the case of tenancies 
created after July 13, 1988, if the donee 
spouse is not a United States citizen. 
Under section 2523(i)(3), applicable 
(subject to the special treaty rule con-
tained in Public Law 101–239, section 
7815(d)(14)) in the case of tenancies by 
the entirety and joint tenancies cre-
ated between spouses after July 13, 
1988, if the donee spouse is not a citizen 
of the United States, the principles 
contained in section 2515 and §§ 25.2515– 
1 through 25.2515–4 apply in deter-
mining the gift tax consequences with 
respect to the creation and termi-
nation of the tenancy, except that the 
election provided in section 2515(a) 
(prior to repeal by the Economic Re-
covery Tax Act of 1981) and § 25.2515–2 
(relating to the donor’s election to 
treat the creation of the tenancy as a 
transfer for gift tax purposes) does not 
apply. 

(3) Nature of. An estate by the en-
tirety in real property is essentially a 
joint tenancy between husband and 
wife with the right of survivorship. As 
used in this section and §§ 25.2515–2 
through 25.2515–4, the term ‘‘tenancy 
by the entirety’’ includes a joint ten-
ancy between husband and wife in real 
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property with right of survivorship, or 
a tenancy which accords to the spouses 
rights equivalent thereto regardless of 
the term by which such a tenancy is 
described in local property law. 

(b) Gift upon creation of tenancy by the 
entirety; in general. During calendar 
years prior to 1955 the contribution 
made by a husband or wife in the cre-
ation of a tenancy by the entirety con-
stituted a gift to the extent that the 
consideration furnished by either 
spouse exceeded the value of the rights 
retained by that spouse. The contribu-
tion made by either or both spouses in 
the creation of such a tenancy during 
the calendar year 1955, any calendar 
year beginning before January 1, 1971, 
or any calendar quarter beginning after 
December 31, 1970, is not deemed a gift 
by either spouse, regardless of the pro-
portion of the total consideration fur-
nished by either spouse, unless the 
donor spouse elects (see § 25.2515–2) 
under section 2515(c) to treat such 
transaction as a gift in the calendar 
quarter or calendar year in which the 
transaction is effected. See § 25.2502– 
1(c)(1) for the definition of calendar 
quarter. However, there is a gift upon 
the termination of such a tenancy, 
other than by the death of a spouse, if 
the proceeds received by one spouse on 
termination of the tenancy are larger 
than the proceeds allocable to the con-
sideration furnished by that spouse to 
the tenancy. The creation of a tenancy 
by the entirety takes place if (1) a hus-
band or his wife purchases property 
and causes the title thereto to be con-
veyed to themselves as tenants by the 
entirety, (2) both join in such a pur-
chase, or (3) either or both cause to be 
created such a tenancy in property al-
ready owned by either or both of them. 
The rule prescribed herein with respect 
to the creation of a tenancy by the en-
tirety applies also to contributions 
made in the making of additions to the 
value of such a tenancy (in the form of 
improvements, reductions in the in-
debtedness, or otherwise), regardless of 
the proportion of the consideration fur-
nished by each spouse. See § 25.2516–1 
for transfers made pursuant to a prop-
erty settlement agreement incident to 
divorce. 

(c) Consideration—(1) In general. (i) 
The consideration furnished by a per-

son in the creation of a tenancy by the 
entirety or the making of additions to 
the value thereof is the amount con-
tributed by him in connection there-
with. The contribution may be made by 
either spouse or by a third party. It 
may be furnished in the form of money, 
other property, or an interest in prop-
erty. If it is furnished in the form of 
other property or an interest in prop-
erty, the amount of the contribution is 
the fair market value of the property 
or interest at the time it was trans-
ferred to the tenancy or was exchanged 
for the property which became the sub-
ject of the tenancy. For example, if a 
decedent devised real property to the 
spouses as tenants by the entirety and 
the fair market value of the property 
was $30,000 at the time of the dece-
dent’s death, the amount of the dece-
dent’s contribution to the creation of 
the tenancy was $30,000. As another ex-
ample, assume that in 1950 the husband 
purchased real property for $25,000, 
taking it in his own name as sole 
owner, and that in 1956 when the prop-
erty had a fair market value of $40,000 
he caused it to be transferred to him-
self and his wife as tenants by the en-
tirety. Here, the amount of the hus-
band’s contribution to the creation of 
the tenancy was $40,000 (the fair mar-
ket value of the property at the time it 
was transferred to the tenancy). Simi-
larly, assume that in 1950 the husband 
purchased, as sole owner, corporate 
shares for $25,000 and in 1956, when the 
shares had a fair market value of 
$35,000, he exchanged them for real 
property which was transferred to the 
husband and his wife as tenants by the 
entirety. The amount of the husband’s 
contribution to the creation of the ten-
ancy was $35,000 (the fair market value 
of the shares at the time he exchanged 
them for the real property which be-
came the subject of the tenancy). 

(ii) Whether consideration derived 
from third-party sources is deemed to 
have been furnished by a third party or 
to have been furnished by the spouses 
will depend upon the terms under 
which the transfer is made. If a dece-
dent devises real property to the 
spouses as tenants by the entirety, the 
decedent, and not the spouses, is the 
person who furnished the consideration 
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for the creation of the tenancy. Like-
wise, if a decedent in his will directs 
his executor to discharge an indebted-
ness of the tenancy, the decedent, and 
not the spouses, is the person who fur-
nished the consideration for the addi-
tion to the value of the tenancy. How-
ever, if the decedent bequeathed a gen-
eral legacy to the husband and the wife 
and they used the legacy to discharge 
an indebtedness of the tenancy, the 
spouses, and not the decedent, are the 
persons who furnished the consider-
ation for the addition to the value of 
the tenancy. The principles set forth in 
this subdivision with respect to trans-
fers by decedents apply equally well to 
inter vivos transfers by third parties. 

(iii) Where a tenancy is terminated 
in part (e.g., where a portion of the 
property subject to the tenancy is sold 
to a third party, or where the original 
property is disposed of and in its place 
there is substituted other property of 
lesser value acquired through reinvest-
ment under circumstances which sat-
isfy the requirements of paragraph 
(d)(2)(ii) of this section), the propor-
tionate contribution of each person to 
the remaining tenancy is in general the 
same as his proportionate contribution 
to the original tenancy, and the char-
acter of his contribution remains the 
same. These proportions are applied to 
the cost of the remaining or sub-
stituted property. Thus, if the total 
contribution to the cost of the prop-
erty was $20,000 and a fourth of the 
property was sold, the contribution to 
the remaining portion of the tenancy is 
normally $15,000. However, if it is 
shown that at the time of the contribu-
tion more or less than one-fourth 
thereof was attributable to the portion 
sold, the contribution is divided be-
tween the portion sold and the portion 
retained in the proper proportion. If 
the portion sold was acquired as a sepa-
rate tract, it is treated as a separate 
tenancy. As another example of the ap-
plication of this subdivision, assume 
that in 1950 X (a third party) gave to H 
and W (H’s wife), as tenants by the en-
tirety, real property then having a 
value of $15,000. In 1955, H spent $5,000 
thereon in improvements and under 
section 2515(c) elected to treat his con-
tribution as a gift. In 1956, W spent 
$10,000 in improving the property but 

did not elect to treat her contribution 
as a gift. Between 1957 and 1960 the 
property appreciated in value by 
$30,000. In 1960, the property was sold 
for $60,000, and $45,000 of the proceeds of 
the sale were, under circumstances 
that satisfy the requirements of para-
graph (d)(2)(ii) of this section, rein-
vested in other real property. Since X 
contributed one-half of the total 
consideration for the original property 
and the additions to its value, he is 
considered as having furnished $22,500 
(one-half of $45,000) toward the creation 
of the remaining portion of the ten-
ancy and the making of additions to 
the value thereof. Similarly, H is con-
sidered as having furnished $7,500 (one- 
sixth of $45,000) which was treated as a 
gift in the year furnished, and W is 
considered as having furnished $15,000 
(one-third of $45,000) which was not 
treated as a gift in the year furnished. 

(2) Proportion of consideration attrib-
utable to appreciation. Any general ap-
preciation (appreciation due to fluctua-
tions in market value) in the value of 
the property occurring between two 
successive contribution dates which 
can readily be measured and which can 
be determined with reasonable cer-
tainty to be allocable to any particular 
contribution or contributions pre-
viously furnished is to be treated, for 
the purpose of the computations in 
§§ 25.2515–3 and 25.2515–4, as though it 
were additional consideration fur-
nished by the person who furnished the 
prior consideration. Any general depre-
ciation in value is treated in a com-
parable manner. For the purpose of the 
first sentence of this subparagraph, 
successive contribution dates are the 
two consecutive dates on which any 
contributions to the tenancy are made, 
not necessarily by the same party. Fur-
ther, appreciation allocable to the 
prior consideration falls in the same 
class as the prior consideration to 
which it relates. The application of 
this subparagraph may be illustrated 
by the following examples: 

Example (1). In 1940, H purchased real prop-
erty for $15,000 which he caused to be trans-
ferred to himself and W (his wife) as tenants 
by the entirety. In 1956 when the fair market 
value of the property was $30,000, W made 
$5,000 improvements to the property. In 1957 
the property was sold for $35,000. The general 
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appreciation of $15,000 which occurred be-
tween the date of purchase and the date of 
W’s improvements to the property con-
stitutes an additional contribution by H, 
having the same characteristics as his origi-
nal contribution of $15,000. 

Example (2). In 1955 real property was pur-
chased by H and W and conveyed to them as 
tenants by the entirety. The purchase price 
of the property was $15,000 of which H con-
tributed $10,000 and W, $5,000. In 1960 when 
the fair market value of the property is 
$21,000, W makes improvements thereto of 
$5,000. The property then is sold for $26,000. 
The appreciation in value of $6,000 results in 
an additional contribution of $4,000 (10,000/ 
15,000×$6,000) by H, and an additional con-
tribution by W of $2,000 (5,000/15,000×$6,000). 
H’s total contribution to the tenancy is 
$14,000 ($10,000+$4,000) and W’s total contribu-
tion is $12,000 ($5,000+ $2,000+$5,000). 

Example (3). In 1956 real property was pur-
chased by H and W and conveyed to them as 
tenants by the entirety. The purchase price 
of the property was $15,000, on which a down 
payment of $3,000 was made. The remaining 
$12,000 was to be paid in monthly install-
ments over a period of 15 years. H furnished 
$2,000 of the down payment and W, $1,000. H 
paid all the monthly installments. During 
the period 1956 to 1971 the property gradually 
appreciates in value to $24,000. Here, the ap-
preciation is so gradual and the contribu-
tions so numerous that the amount allocable 
to any particular contribution cannot be 
ascertained with any reasonable certainty. 
Accordingly, in such a case the appreciation 
in value may be disregarded in determining 
the amount of consideration furnished in 
making the computations provided for in 
§§ 25.2515–3 and 25.2515–4. 

(d) Gift upon termination of tenancy by 
the entirety—(1) In general. Upon the 
termination of the tenancy, whether 
created before, during, or subsequent 
to the calendar year 1955, a gift may re-
sult, depending upon the disposition 
made of the proceeds of the termi-
nation (whether the proceeds be in the 
form of cash, property, or interests in 
property). A gift may result notwith-
standing the fact that the contribution 
of either spouse to the tenancy was 
treated as a gift. See § 25.2515–3 for the 
method of determining the amount of 
any gift that may result from the ter-
mination of the tenancy in those cases 
in which no portion of the consider-
ation contributed was treated as a gift 
by the spouses in the calendar quarter 
or calendar year in which it was fur-
nished. See § 25.2515–4 for the method of 
determining the amount of any gift 

that may result from the termination 
of the tenancy in those cases in which 
all or a portion of the consideration 
contributed was treated as consti-
tuting a gift by the spouses in the cal-
endar quarter or calendar year in 
which it was furnished. See § 25.2515–2 
for the procedure to be followed by a 
donor who elects under section 2515(c) 
to treat the creation of a tenancy by 
the entirety (or the making of addi-
tions to its value) as a transfer subject 
to the gift tax in the calendar quarter 
(calendar year with respect to such 
transfers made before January 1, 1971) 
in which the transfer is made, and for 
the method of determining the amount 
of the gift. See § 25.2502–1(c)(1) for the 
definition of calendar quarter. 

(2) Termination—(i) In general. Except 
as indicated in subdivision (ii) of this 
subparagraph, a termination of a ten-
ancy is effected when all or a portion of 
the property so held by the spouses is 
sold, exchanged, or otherwise disposed 
of, by gift or in any other manner, or 
when the spouses through any form of 
conveyance or agreement become ten-
ants in common of the property or oth-
erwise alter the nature of their respec-
tive interests in the property formerly 
held by them as tenants by the en-
tirety. In general, any increase in the 
indebtedness on a tenancy constitutes 
a termination of the tenancy to the ex-
tent of the increase in the indebted-
ness. However, such an increase will 
not constitute a termination of the 
tenancy to the extent that the increase 
is offset by additions to the tenancy 
within a reasonable time after such in-
crease. Such additions (to the extent of 
the increase in the indebtedness) shall 
not be treated by the spouses as con-
tributions within the meaning of para-
graph (c) of this section. 

(ii) Exchange or reinvestment. A termi-
nation is not considered as effected to 
the extent that the property subject to 
the tenancy is exchanged for other real 
property, the title of which is held by 
the spouses in an identical tenancy. 
For this purpose, a tenancy is consid-
ered identical if the proportionate val-
ues of the spouses’ respective rights 
(other than any change in the propor-
tionate values resulting solely from 
the passing of time) are identical to 
those held in the property which was 
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sold. In addition the sale, exchange 
(other than an exchange described 
above), or other disposition of property 
held as tenants by the entirety is not 
considered as a termination if all three 
of the following conditions are satis-
fied: 

(a) There is no division of the pro-
ceeds of the sale, exchange or other dis-
position of the property held as tenants 
by the entirety; 

(b) On or before the due date for the 
filing of a gift tax return for the cal-
endar quarter or calendar year (see 
§ 25.6075–1 for the time for filing gift tax 
returns) in which the property held as 
tenants by the entirety was sold, ex-
changed, or otherwise disposed of, the 
spouses enter into a binding contract 
for the purchase of other real property; 
and 

(c) After the sale, exchange or other 
disposition of the former property and 
within a reasonable time after the date 
of the contract referred to in (b) of this 
subdivision, such other real property 
actually is acquired by the spouses and 
held by them in an identical tenancy. 
To the extent that all three of the con-
ditions set forth in this subdivision are 
not met (whether by reason of the 
death of one of the spouses or for any 
other reason), the provisions of the pre-
ceding sentence shall not apply, and 
the sale, exchange or other disposition 
of the property will constitute a termi-
nation of the tenancy. As used in sub-
division (c) the expression ‘‘a reason-
able time’’ means the time which, 
under the particular facts in each case, 
is needed for those matters which are 
incident to the acquisition of the other 
property (i.e., perfecting of title, ar-
ranging for financing, construction, 
etc.). The fact that proceeds of a sale 
are deposited in the name of one tenant 
or of both tenants separately or jointly 
as a convenience does not constitute a 
division within the meaning of subdivi-
sion (a) if the other requirements of 
this subdivision are met. The proceeds 
of a sale, exchange, or other disposition 
of property held as tenants by the en-
tirety will be deemed to have been used 
for the purchase of other real property 
if applied to the purchase or construc-
tion of improvements which them-
selves constitute real property and 
which are additions to other real prop-

erty held by the spouses in a tenancy 
identical to that in which they held the 
property which was sold, exchanged, or 
otherwise disposed of. 

(3) Proceeds of termination. (i) The pro-
ceeds of termination may be received 
by a spouse in the form of money, prop-
erty, or an interest in property. Where 
the proceeds are received in the form of 
property (other than money) or an in-
terest in property, the value of the pro-
ceeds received by that spouse is the 
fair market value, on the date of termi-
nation of the tenancy by the entirety, 
of the property or interest received. 
Thus, if a tenancy by the entirety is 
terminated so that thereafter each 
spouse owns an undivided half interest 
in the property as tenant in common, 
the value of the proceeds of termi-
nation received by each spouse is one- 
half the value of the property at the 
time of the termination of the tenancy 
by the entirety. If under local law one 
spouse, without the consent of the 
other, can bring about a severance of 
his or her interest in a tenancy by the 
entirety and does so by making a gift 
of his or her interest to a third party, 
that spouse is considered as having re-
ceived proceeds of termination in the 
amount of the fair market value, at the 
time of the termination, of his sever-
able interest determined in accordance 
with the rules prescribed in § 25.2512–5. 
He has, in addition, made a gift to the 
third party of the fair market value of 
the interest conveyed to the third 
party. In such a case, the other spouse 
also is considered as having received as 
proceeds of termination the fair mar-
ket value, at the time of termination, 
of the interest which she thereafter 
holds in the property as tenant in com-
mon with the third party. However, 
since section 2515(b) contemplates that 
the spouses may divide the proceeds of 
termination in some proportion other 
than that represented by the values of 
their respective legal interests in the 
property, if both spouses join together 
in making a gift to a third party of 
property held by them as tenants by 
the entirety, the value of the proceeds 
of termination which will be treated as 
received by each is the amount which 
each reports (on his or her gift tax re-
turn filed for the calendar quarter or 
calendar year in which the termination 
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occurs) as the value of his or her gift to 
the third party. This amount is the 
amount which each reports without re-
gard to whether the spouses elect 
under section 2513 to treat the gifts as 
made one-half by each. For example, 
assume that H and W (his wife) hold 
real property as tenants by the en-
tirety; that in the first calendar quar-
ter of 1972, when the property has a fair 
market value of $60,000, they give it to 
their son; and that on their gift tax re-
turns for such calendar quarter, H re-
ports himself as having made a gift to 
the son of $36,000 and W reports herself 
as having made a gift to the son of 
$24,000. Under these circumstances, H is 
considered as having received proceeds 
of termination valued at $36,000, and W 
is considered as having received pro-
ceeds of termination valued at $24,000. 

(ii) Except as provided otherwise in 
subparagraph (2)(ii) of this paragraph 
(under which certain tenancies by the 
entirety are considered not to be ter-
minated), where the proceeds of a sale, 
exchange, or other disposition of the 
property are not actually divided be-
tween the spouses but are held (wheth-
er in a bank account or otherwise) in 
their joint names or in the name of one 
spouse as custodian or trustee for their 
joint interests, each spouse is pre-
sumed, in the absence of a showing to 
the contrary, to have received, as of 
the date of termination, proceeds of 
termination equal in value to the value 
of his or her enforceable property 
rights in respect of the proceeds. 

[T.D. 6334, 23 FR 8904, Nov. 15, 1958, as amend-
ed by T.D. 7238, 37 FR 28731, Dec. 29, 1972, as 
amended by T.D. 8522, 59 FR 9656, Mar. 1, 
1994] 

§ 25.2515–2 Tenancies by the entirety; 
transfers treated as gifts; manner of 
election and valuation. 

(a) The election to treat the creation 
of a tenancy by the entirety in real 
property, or additions made to its 
value, as constituting a gift in the cal-
endar quarter or calendar year in 
which effected, shall be exercised by in-
cluding the value of such gifts in the 
gift tax return of the donor for such 
calendar quarter or calendar year in 
which the tenancy was created, or the 
additions in value were made to the 
property. See section 6019 and the regu-

lations thereunder. The election may 
be exercised only in a return filed with-
in the time prescribed by law, or before 
the expiration of any extension of time 
granted pursuant to law for the filing 
of the return. See section 6075 for the 
time for filing the gift tax return and 
section 6081 for extensions of time for 
filing the return, together with the 
regulations thereunder. In order to 
make the election, a gift tax return 
must be filed for the calendar quarter 
or calendar year in which the tenancy 
was created, or additions in value 
thereto made, even though the value of 
the gift involved does not exceed the 
amount of the exclusion provided by 
section 2503(b). See § 25.2502–1(c)(1) for 
the definition of calendar quarter. 

(b) If the donor spouse exercises the 
election as provided in paragraph (a) of 
this section, the amount of the gift at 
the creation of the tenancy is the 
amount of his contribution to the ten-
ancy less the value of his retained in-
terest in it, determined as follows: 

(1) If under the law of the jurisdiction 
governing the rights of the spouses, ei-
ther spouse, acting alone, can bring 
about a severance of his or her interest 
in the property, the value of the do-
nor’s retained interest is one-half the 
value of the property. 

(2) If, under the law of the jurisdic-
tion governing the rights of the 
spouses each is entitled to share in the 
income or other enjoyment of the prop-
erty but neither, acting alone, may de-
feat the right of the survivor of them 
to the whole of the property, the 
amount of retained interest of the 
donor is determined by use of the ap-
propriate actuarial factors for the 
spouses at their respective attained 
ages at the time the transaction is ef-
fected. 

(c) Factors representing the respec-
tive interests of the spouses, under a 
tenancy by the entirety, at their at-
tained ages at the time of the trans-
action may be readily computed based 
on the method described in § 25.2512–5. 
State law may provide that the hus-
band only is entitled to all of the in-
come or other enjoyment of the real 
property held as tenants by the en-
tirety, and the wife’s interest consists 
only of the right of survivorship with 
no right of severance. In such a case, a 
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special factor may be needed to deter-
mine the value of the interests of the 
respective spouses. See § 25.2512–5(d)(4) 
for the procedure for obtaining special 
factors from the Internal Revenue 
Service in appropriate cases. 

(d) The application of this paragraph 
may be illustrated by the following ex-
ample: 

Example. A husband with his own funds ac-
quires real property valued at $10,000 and has 
it conveyed to himself and his wife as ten-
ants by the entirety. Under the law of the ju-
risdiction governing the rights of the par-
ties, each spouse is entitled to share in the 
income from the property but neither spouse 
acting alone could bring about a severance of 
his or her interest. The husband elects to 
treat the transfer as a gift in the year in 
which effected. At the time of transfer, the 
ages of the husband and wife are 45 and 40, 
respectively, on their birthdays nearest to 
the date of transfer. The value of the gift to 
the wife is $5,502.90, computed as follows: 
Value of property transferred ............................... $10,000.00 
Less $10,000×0.44971 (factor for value of do-

nor’s retained rights) ........................................ 4,497.10 

Value of gift .......................................................... 5,502.90 

[T.D. 6334, 23 FR 8904, Nov. 15, 1958, as amend-
ed by T.D. 7150, 36 FR 22900, Dec. 2, 1971; T.D. 
7238, 37 FR 28731, Dec. 29, 1972; T.D. 8540, 59 
FR 30177, June 10, 1994] 

§ 25.2515–3 Termination of tenancy by 
the entirety; cases in which entire 
value of gift is determined under 
section 2515(b). 

(a) In any case in which—(1) The cre-
ation of a tenancy by the entirety (in-
cluding additions in value thereto) was 
not treated as a gift, and 

(2) The entire consideration for the 
creation of the tenancy, and any addi-
tions in value thereto, was furnished 
solely by the spouses (see paragraph 
(c)(1)(ii) of § 25.2515–1), 
the termination of the tenancy (other 
than by the death of a spouse) always 
results in the making of a gift by a 
spouse who receives a smaller share of 
the proceeds of the termination 
(whether received in cash, property or 
interests in property) than the share of 
the proceeds attributable to the total 
consideration furnished by him. See 
paragraph (c) of § 25.2515–1 for a discus-
sion of what constitutes consideration 
and the value thereof. Thus, a gift is ef-
fected at the time of termination of the 
tenancy by the spouse receiving less 

than one-half of the proceeds of termi-
nation if such spouse (regardless of 
age) furnished one-half or more of the 
total consideration for the purchase 
and improvements, if any, of the prop-
erty held in the tenancy. Also, if one 
spouse furnished the entire consider-
ation, a gift is made by such spouse to 
the extent that the other spouse re-
ceives any portion of the proceeds of 
termination. See § 25.2515–4 for deter-
mination of the amount of the gift, if 
any, in cases in which the creation of 
the tenancy was treated as a gift or a 
portion of the consideration was fur-
nished by a third person. See paragraph 
(d)(2) of § 25.2515–1 as to the acts which 
effect a termination of the tenancy. 

(b) In computing the value of the gift 
under the circumstances described in 
paragraph (a) of this section, it is first 
necessary to determine the spouse’s 
share of the proceeds attributable to 
the consideration furnished by him. 
This share is computed by multiplying 
the total value of the proceeds of the 
termination by a fraction, the numer-
ator of which is the total consideration 
furnished by the donor spouse and the 
denominator of which is the total con-
sideration furnished by both spouses. 
From this amount there is subtracted 
the value of the proceeds of termi-
nation received by the donor spouse. 
The amount remaining is the value of 
the gift. In arriving at the ‘‘total con-
sideration furnished by the donor 
spouse’’ and the ‘‘total consideration 
furnished by both spouses’’, for pur-
poses of the computation provided for 
in this paragraph, the consideration 
furnished (see paragraph (c) of § 25.2515– 
1) is not reduced by any amounts which 
otherwise would have been excludable 
under section 2503(b) in determining 
the amounts of taxable gifts for cal-
endar quarters or calendar years in 
which the consideration was furnished. 
(See § 25.2502–1 (c)(1) for the definition 
of calendar quarter.) As an example as-
sume that in 1955, real property was 
purchased for $30,000, the husband and 
wife each contributing $12,000 and the 
remaining $6,000 being obtained 
through a mortgage on the property. In 
each of the years 1956 and 1957, the hus-
band paid $3,000 on the principal of the 
indebtedness, but did not disclose the 
value of these transfers on his gift tax 
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returns for those years. The total con-
sideration furnished by the husband is 
$18,000, the total consideration fur-
nished by the wife is $12,000, and the 
total consideration furnished by both 
spouses is $30,000. 

(c) The application of this section 
may be illustrated by the following ex-
amples: 

Example (1). In 1956 the husband furnished 
$30,000 and his wife furnished $10,000 of the 
consideration for the purchase and subse-
quent improvement of real property held by 
them as tenants by the entirety. The hus-
band did not elect to treat the consideration 
furnished as a gift. The property later is sold 
for $60,000, the husband receiving $35,000 and 
his wife receiving $25,000 of the proceeds of 
the termination. The termination of the ten-
ancy results in a gift of $10,000 by the hus-
band to his wife, computed as follows: 
[$30,000 (consideration furnished by hus-

band)÷$40,000 (total consideration furnished 
by both spouses)]×$60,000 (proceeds of ter-
mination)=$45,000 

$45,000¥$35,000 (proceeds received by hus-
band)=$10,000 gift by husband to wife 
Example (2). In 1950 the husband purchased 

shares of X Company for $10,000. In 1955 when 
those shares had a fair market value of 
$30,000, he and his wife purchased real prop-
erty from A and had it conveyed to them as 
tenants by the entirety. In payment for the 
real property, the husband transferred his 
shares of X Company to A and the wife paid 
A the sum of $10,000. They later sold the real 
property for $60,000, divided $24,000 (each tak-
ing $12,000) and reinvested the remaining 
$36,000 in other real property under cir-
cumstances that satisfied the conditions set 
forth in paragraph (d)(2)(ii) of § 25.2515–1. The 
tenancy was terminated only with respect to 
the $24,000 divided between them. This termi-
nation of the tenancy resulted in a gift of 
$6,000 by the husband to the wife, computed 
as follows: 
[$30,000 (consideration furnished by hus-

band)÷$40,000 (total consideration furnished 
by both spouses)]×$24,000 (proceeds of ter-
mination)=$18,000 

$18,000¥$12,000 (proceeds received by hus-
band)=$6,000 gift by husband to wife. 

Since the tenancy was terminated only in 
part, with respect to the remaining portion 
of the tenancy each spouse is considered as 
having furnished that proportion of the total 
consideration for the remaining portion of 
the tenancy as the consideration furnished 
by him before the sale bears to the total con-
sideration furnished by both spouses before 
the sale. See paragraph (c) of § 25.2515–1. The 
consideration furnished by the husband for 
the reduced tenancy is $27,000, computed as 
follows: 

[$30,000 (consideration furnished by husband 
before sale)÷$40,000 (total consideration 
furnished by both spouses before 
sale)]×$36,000 (consideration for reduced 
tenancy)=$27,000 

The consideration furnished by the wife is 
$9,000, computed in a similar manner. 

[T.D. 6334, 23 FR 8904, Nov. 15, 1958, as amend-
ed by T.D. 7238, 37 FR 28732, Dec. 29, 1972] 

§ 25.2515–4 Termination of tenancy by 
entirety; cases in which none, or a 
portion only, of value of gift is de-
termined under section 2515(b). 

(a) In general. The rules provided in 
section 2515(b) (see § 25.2515–3) are not 
applied in determining whether a gift 
has been made at the termination of a 
tenancy to the extent that the consid-
eration furnished for the creation of 
the tenancy was treated as a gift or if 
the consideration for the creation of 
the tenancy was furnished by a third 
party. Consideration furnished for the 
creation of the tenancy was treated as 
a gift if it was furnished either (1) dur-
ing calendar years prior to 1955, or (2) 
during the calendar year 1955 and sub-
sequent calendar years and calendar 
quarters and the donor spouse exer-
cised the election to treat the fur-
nishing of consideration as a gift. (For 
the definition of calendar quarter see 
§ 25.2502–1(c)(1).) See paragraph (b) of 
this section for the manner of com-
puting the value of gifts resulting from 
the termination of the tenancy under 
these circumstances. See paragraph (c) 
of this section for the rules to be ap-
plied where part of the total consider-
ation for the creation of the tenancy 
and additions to the value thereof was 
not treated as a gift and part either 
was treated as a gift or was furnished 
by a third party. 

(b) Value of gift when entire consider-
ation is of the type described in para-
graph (a) of this section. If the entire 
consideration for the creation of a ten-
ancy by the entirety was treated as a 
gift or contributed by a third party, 
the determination of the amount, if 
any, of a gift made at the termination 
of the tenancy will be made by the ap-
plication of the general principles set 
forth in § 25.2511–1. Under those prin-
ciples, when a spouse surrenders a 
property interest in a tenancy, the cre-
ation of which was treated as a gift, 
and in return receives an amount 
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(whether in the form of cash, property, 
or an interest in property) less than 
the value of the property interest sur-
rendered, that spouse is deemed to 
have made a gift in an amount equal to 
the difference between the value at the 
time of termination, of the property in-
terest surrendered by such spouse and 
the amount received in exchange. 
Thus, if the husband’s interest in such 
a tenancy at the time of termination is 
worth $44,971 and the wife’s interest 
therein at the time is worth $55,029, the 
property is sold for $100,000, and each 
spouse received $50,000 out of the pro-
ceeds of the sale, the wife has made a 
gift to the husband of $5,029. The prin-
ciples applied in paragraph (c) of 
§ 25.2515–2 for the method of deter-
mining the value of the respective in-
terests of the spouses at the time of 
the creation of a tenancy by the en-
tirety are equally applicable in deter-
mining the value of each spouse’s in-
terest in the tenancy at termination, 
except that the actuarial factors to be 
applied are those for the respective 
spouses at the ages attained at the 
date of termination. 

(c) Valuation of gift where both types of 
consideration are involved. If the consid-
eration furnished consists in part of 
the type described in paragraph (a) of 
§ 25.2515–3 (consideration furnished by 
the spouses after 1954, and not treated 
as a gift in the calendar quarter or cal-
endar year in which it was furnished) 
and in part of the type described in 
paragraph (a) of this section (consider-
ation furnished by the spouses and 
treated as a gift or furnished by a third 
party), the amount of the gift is deter-
mined as follows: 

(1) By applying the principles set 
forth in paragraph (b) of § 25.2515–3 to 
that portion of the total proceeds of 
termination which the consideration 
described in paragraph (a) of § 25.2515–3 
bears to the total consideration fur-
nished; 

(2) By applying the principles set 
forth in paragraph (b) of this section to 
the remaining portion of the total pro-
ceeds of termination; and 

(3) By subtracting the proceeds of 
termination received by the donor from 
the total of the amounts which under 
the principles referred to in subpara-
graphs (1) and (2) of this paragraph are 

to be compared with the proceeds of 
termination received by a spouse in de-
termining whether a gift was made by 
that spouse. For example, assume that 
consideration of $30,000 was furnished 
by the husband in 1954. Assume also 
that on February 1, 1955, the husband 
contributed $12,000 and the wife $8,000, 
the husband’s contribution not being 
treated as a gift (see paragraph (b) of 
§ 25.2515–1). Assume further that be-
tween 1957 and 1965 the property appre-
ciated in value by $40,000 and was sold 
in 1965 for $90,000 (of which the husband 
received $40,000 and the wife $50,000). 
The principles set forth in paragraph 
(b) of § 25.2515–3 are applied to $36,000 
(20,000/50,000×$90,000) in arriving at the 
amount which is compared with the 
proceeds of termination received by a 
spouse. Applying the principles set 
forth in paragraph (b) of § 25.2515–3, this 
amount in the case of the husband is 
$21,600 (12,000/20,000×$36,000). Similarly, 
the principles set forth in paragraph (b) 
of this section are applied to $54,000 
($90,000¥36,000), the remaining portion 
of the proceeds of termination, in ar-
riving at the amount which is com-
pared with the proceeds of termination 
received by a spouse. If in this case ei-
ther spouse, without the consent of the 
other spouse, can bring about a sever-
ance of his interest in the tenancy, the 
amount determined under paragraph 
(b) of this section in the case of the 
husband would be $27,000 (1⁄2 of $54,000). 
The total of the two amounts which 
are to be compared with the proceeds 
of termination received by the husband 
is $48,600 ($21,600+27,000). This sum of 
$48,600 is then compared with the 
$40,000 proceeds received by the hus-
band, and the termination of the ten-
ancy has resulted, for gift tax purposes, 
in a transfer of $8,600 by the husband to 
his wife in 1965. See paragraph (d) of 
this section for an additional example 
illustrating the application of this 
paragraph. 

(d) The application of paragraph (c) 
of this section may further be illus-
trated by the following example: 

Example. X died in 1948 and devised real 
property to Y and Z (Y’s wife) as tenant by 
the entirety. Under the law of the jurisdic-
tion, both spouses are entitled to share 
equally in the income from, or the enjoy-
ment of, the property, but neither spouse, 
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acting alone, may defeat the right of the sur-
vivor of them to the whole of the property. 
The fair market value of the property at the 
time of X’s death was $100,000 and this 
amount is the consideration which X fur-
nished toward the creation of the tenancy. In 
1955, at which time the fair market value of 
the property was the same as at the time of 
X’s death, improvements of $50,000 were 
made to the property, of which Y furnished 
$40,000 out of his own funds and Z furnished 
$10,000 out of her own funds. Y did not elect 
to treat his transfer to the tenancy as result-
ing in the making of a gift in 1955. In 1956 the 
property was sold for $300,000 and Y and Z 
each received $150,000 of the proceeds. At the 
time the property was sold Y and Z were 45 
and 40 years of age, respectively, on their 
birthdays nearest the date of sale. The value 
of the gift made by Y to Z is $19,942, com-
puted as follows: 

Amount determined under principles set 
forth in § 25.2515–3: 
$50,000 (consideration not treated as gift in 

year furnished)÷$150,000 (total consider-
ation furnished)×$300,000 (proceeds of ter-
mination)=$100,000 (proceeds of termi-
nation to which principles set forth in 
§ 25.2515–3 apply) 

$40,000 (consideration furnished by H and not 
treated as gift)÷$50,000 (total consideration 
not treated as gift)×$100,000=$80,000 
Amount determined under principles set 

forth in paragraph (b) of this section: 
$300,000 (total proceeds of termination)— 

$100,000 (proceeds to which principles set 
forth in § 25.2515–3 apply)=$200,000 (proceeds 
to which principles set forth in paragraph 
(b) apply) 0.44971 (factor for Y’s lat-
est)×$200,000=$89,942 

Amount of gift: 
Amount determined under § 25.2515–3 ........... $80,000 
Amount determined under paragraph (b) ......... 89,942 

Total .............................................................. 169,942 
Less: Proceeds received by Y ................................. 150,000 

Amount of gift made by Y to Z ......................... 19,942 

[T.D. 6334, 23 FR 8904, Nov. 15, 1958, as amend-
ed by T.D. 7238, 37 FR 28732, Dec. 29, 1972] 

§ 25.2516–1 Certain property settle-
ments. 

(a) Section 2516 provides that trans-
fers of property or interests in property 
made under the terms of a written 
agreement between spouses in settle-
ment of their marital or property 
rights are deemed to be for an adequate 
and full consideration in money or 
money’s worth and, therefore, exempt 
from the gift tax (whether or not such 
agreement is approved by a divorce de-
cree), if the spouses obtain a final de-
cree of divorce from each other within 

two years after entering into the agree-
ment. 

(b) See paragraph (b) of § 25.6019–3 for 
the circumstances under which infor-
mation relating to property settle-
ments must be disclosed on the trans-
feror’s gift tax return for the ‘‘calendar 
period’’ (as defined in § 25.2502–1(c)(1)) 
in which the agreement becomes effec-
tive. 

[T.D. 6334, 23 FR 8904, Nov. 15, 1958, as amend-
ed by T.D. 7238, 37 FR 28732, Dec. 29, 1972; 
T.D. 7910, 48 FR 40375, Sept. 7, 1983] 

§ 25.2516–2 Transfers in settlement of 
support obligations. 

Transfers to provide a reasonable al-
lowance for the support of children (in-
cluding legally adopted children) of a 
marriage during minority are not sub-
ject to the gift tax if made pursuant to 
an agreement which satisfies the re-
quirements of section 2516. 

§ 25.2518–1 Qualified disclaimers of 
property; in general. 

(a) Applicability—(1) In general. The 
rules described in this section, § 25.2518– 
2, and § 25.2518–3 apply to the qualified 
disclaimer of an interest in property 
which is created in the person dis-
claiming by a transfer made after De-
cember 31, 1976. In general, a qualified 
disclaimer is an irrevocable and un-
qualified refusal to accept the owner-
ship of an interest in property. For 
rules relating to the determination of 
when a transfer creating an interest 
occurs, see § 25.2518–2(c) (3) and (4). 

(2) Example. The provisions of para-
graph (a)(1) of this section may be il-
lustrated by the following example: 

Example. W creates an irrevocable trust on 
December 10, 1968, and retains the right to 
receive the income for life. Upon the death of 
W, which occurs after December 31, 1976, the 
trust property is distributable to W’s sur-
viving issue, per stirpes. The transfer creating 
the remainder interest in the trust occurred 
in 1968. See § 25.2511–1(c)(2). Therefore, sec-
tion 2518 does not apply to the disclaimer of 
the remainder interest because the transfer 
creating the interest was made prior to Jan-
uary 1, 1977. If, however, W had caused the 
gift to be incomplete by also retaining the 
power to designate the person or persons to 
receive the trust principal at death, and, as 
a result, no transfer (within the meaning of 
§ 25.2511–1(c)(2)) of the remainder interest was 
made at the time of the creation of the trust, 
section 2518 would apply to any disclaimer 
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made after W’s death with respect to an in-
terest in the trust property. 

(3) Paragraph (a)(1) of this section is 
applicable for transfers creating the in-
terest to be disclaimed made on or 
after December 31, 1997. 

(b) Effect of a qualified disclaimer. If a 
person makes a qualified disclaimer as 
described in section 2518(b) and 
§ 25.2518–2, for purposes of the Federal 
estate, gift, and generation-skipping 
transfer tax provisions, the disclaimed 
interest in property is treated as if it 
had never been transferred to the per-
son making the qualified disclaimer. 
Instead, it is considered as passing di-
rectly from the transferor of the prop-
erty to the person entitled to receive 
the property as a result of the dis-
claimer. Accordingly, a person making 
a qualified disclaimer is not treated as 
making a gift. Similarly, the value of a 
decedent’s gross estate for purposes of 
the Federal estate tax does not include 
the value of property with respect to 
which the decedent, or the decedent’s 
executor or administrator on behalf of 
the decedent, has made a qualified dis-
claimer. If the disclaimer is not a 
qualified disclaimer, for the purposes 
of the Federal estate, gift, and genera-
tion-skipping transfer tax provisions, 
the disclaimer is disregarded and the 
disclaimant is treated as having re-
ceived the interest. 

(c) Effect of local law—(1) In general— 
(i) Interests created before 1982. A dis-
claimer of an interest created in a tax-
able transfer before 1982 which other-
wise meets the requirements of a quali-
fied disclaimer under section 2518 and 
the corresponding regulations but 
which, by itself, is not effective under 
applicable local law to divest owner-
ship of the disclaimed property from 
the disclaimant and vest it in another, 
is nevertheless treated as a qualified 
disclaimer under section 2518 if, under 
applicable local law, the disclaimed in-
terest in property is transferred, as a 
result of attempting the disclaimer, to 
another person without any direction 
on the part of the disclaimant. An in-
terest in property will not be consid-
ered to be transferred without any di-
rection on the part of the disclaimant 
if, under applicable local law, the 
disclaimant has any discretion (wheth-
er or not such discretion is exercised) 

to determine who will receive such in-
terest. Actions by the disclaimant 
which are required under local law 
merely to divest ownership of the prop-
erty from the disclaimant and vest 
ownership in another person will not 
disqualify the disclaimer for purposes 
of section 2518(a). See § 25.2518–2(d)(1) 
for rules relating to the immediate 
vesting of title in the disclaimant. 

(ii) Interests created after 1981. [Re-
served] 

(2) Creditor’s claims. The fact that a 
disclaimer is voidable by the 
disclaimant’s creditors has no effect on 
the determination of whether such dis-
claimer constitutes a qualified dis-
claimer. However, a disclaimer that is 
wholly void or that is voided by the 
disclaimant’s creditors cannot be a 
qualified disclaimer. 

(3) Examples. The provisions of para-
graphs (c) (1) and (2) of this section 
may be illustrated by the following ex-
amples: 

Example (1). F dies testate in State Y on 
June 17, 1978. G and H are beneficiaries under 
the will. The will provides that any dis-
claimed property is to pass to the residuary 
estate. H has no interest in the residuary es-
tate. Under the applicable laws of State Y, a 
disclaimer must be made within 6 months of 
the death of the testator. Seven months 
after F’s death, H disclaimed the real prop-
erty H received under the will. The dis-
claimer statute of State Y has a provision 
stating that an untimely disclaimer will be 
treated as an assignment of the interest dis-
claimed to those persons who would have 
taken had the disclaimer been valid. Pursu-
ant to this provision, the disclaimed prop-
erty became part of the residuary estate. As-
suming the remaining requirements of sec-
tion 2518 are met, H has made a qualified dis-
claimer for purposes of section 2518 (a). 

Example (2). Assume the same facts as in 
example (1) except that the law of State Y 
does not treat an ineffective disclaimer as a 
transfer to alternative takers. H assigns the 
disclaimed interest by deed to those who 
would have taken had the disclaimer been 
valid. Under these circumstances, H has not 
made a qualified disclaimer for purposes of 
section 2518 (a) because the disclaimant di-
rected who would receive the property. 

Example (3). Assume the same facts as in 
example (1) except that the law of State Y 
requires H to pay a transfer tax in order to 
effectuate the transfer under the ineffective 
disclaimer provision. H pays the transfer 
tax. H has make a qualified disclaimer for 
purposes of section 2518 (a). 
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(d) Cross-reference. For rules relating 
to the effect of qualified disclaimers on 
the estate tax charitable and marital 
deductions, see §§ 20.2055–2(c) and 
20.2056(d)–1 respectively. For rules re-
lating to the effect of a qualified dis-
claimer of a general power of appoint-
ment, see § 20.2041–3(d). 

[T.D. 8095, 51 FR 28370, Aug. 7, 1986, as amend-
ed by T.D. 8744, 62 FR 68185, Dec. 31, 1997] 

§ 25.2518–2 Requirements for a quali-
fied disclaimer. 

(a) In general. For the purposes of 
section 2518(a), a disclaimer shall be a 
qualified disclaimer only if it satisfies 
the requirements of this section. In 
general, to be a qualified disclaimer— 

(1) The disclaimer must be irrev-
ocable and unqualified: 

(2) The disclaimer must be in writing; 
(3) The writing must be delivered to 

the person specified in paragraph (b) (2) 
of this section within the time limita-
tions specified in paragraph (c)(1) of 
this section; 

(4) The disclaimant must not have 
accepted the interest disclaimed or any 
of its benefits; and 

(5) The interest disclaimed must pass 
either to the spouse of the decedent or 
to a person other than the disclaimant 
without any direction on the part of 
the person making the disclaimer. 

(b) Writing—(1) Requirements. A dis-
claimer is a qualified disclaimer only if 
it is in writing. The writing must iden-
tify the interest in property disclaimed 
and be signed either by the disclaimant 
or by the disclaimant’s legal represent-
ative. 

(2) Delivery. The writing described in 
paragraph (b)(1) of this section must be 
delivered to the transferor of the inter-
est, the transferor’s legal representa-
tive, the holder of the legal title to the 
property to which the interest relates, 
or the person in possession of such 
property. 

(c) Time limit—(1) In general. A dis-
claimer is a qualified disclaimer only if 
the writing described in paragraph 
(b)(1) of this section is delivered to the 
persons described in paragraph (b)(2) of 
this section no later than the date 
which is 9 months after the later of— 

(i) The date on which the transfer 
creating the interest in the 
disclaimant is made, or 

(ii) The day on which the disclaimant 
attains age 21. 

(2) A timely mailing of a disclaimer 
treated as a timely delivery. Although 
section 7502 and the regulations under 
that section apply only to documents 
to be filed with the Service, a timely 
mailing of a disclaimer to the person 
described in paragraph (b)(2) of this 
section is treated as a timely delivery 
if the mailing requirements under 
paragraphs (c)(1), (c)(2) and (d) of 
§ 301.7502–1 are met. Further, if the last 
day of the period specified in paragraph 
(c)(1) of this section falls on Saturday, 
Sunday or a legal holiday (as defined in 
paragraph (b) of § 301.7503–1), then the 
delivery of the writing described in 
paragraph (b)(1) of this section shall be 
considered timely if delivery is made 
on the first succeeding day which is 
not Saturday, Sunday or a legal holi-
day. See paragraph (d)(3) of this section 
for rules applicable to the exception for 
individuals under 21 years of age. 

(3) Transfer. (i) For purposes of the 
time limitation described in paragraph 
(c)(1)(i) of this section, the 9-month pe-
riod for making a disclaimer generally 
is to be determined with reference to 
the transfer creating the interest in 
the disclaimant. With respect to inter 
vivos transfers, a transfer creating an 
interest occurs when there is a com-
pleted gift for Federal gift tax purposes 
regardless of whether a gift tax is im-
posed on the completed gift. Thus, gifts 
qualifying for the gift tax annual ex-
clusion under section 2503(b) are re-
garded as transfers creating an interest 
for this purpose. With respect to trans-
fers made by a decedent at death or 
transfers that become irrevocable at 
death, the transfer creating the inter-
est occurs on the date of the decedent’s 
death, even if an estate tax is not im-
posed on the transfer. For example, a 
bequest of foreign-situs property by a 
nonresident alien decedent is regarded 
as a transfer creating an interest in 
property even if the transfer would not 
be subject to estate tax. If there is a 
transfer creating an interest in prop-
erty during the transferor’s lifetime 
and such interest is later included in 
the transferor’s gross estate for estate 
tax purposes (or would have been in-
cluded if such interest were subject to 
estate tax), the 9-month period for 
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making the qualified disclaimer is de-
termined with reference to the earlier 
transfer creating the interest. In the 
case of a general power of appointment, 
the holder of the power has a 9-month 
period after the transfer creating the 
power in which to disclaim. If a person 
to whom any interest in property 
passes by reason of the exercise, re-
lease, or lapse of a general power de-
sires to make a qualified disclaimer, 
the disclaimer must be made within a 
9-month period after the exercise, re-
lease, or lapse regardless of whether 
the exercise, release, or lapse is subject 
to estate or gift tax. In the case of a 
nongeneral power of appointment, the 
holder of the power, permissible ap-
pointees, or takers in default of ap-
pointment must disclaim within a 9- 
month period after the original trans-
fer that created or authorized the cre-
ation of the power. If the transfer is for 
the life of an income beneficiary with 
succeeding interests to other persons, 
both the life tenant and the other 
remaindermen, whether their interests 
are vested or contingent, must dis-
claim no later than 9 months after the 
original transfer creating an interest. 
In the case of a remainder interest in 
property which an executor elects to 
treat as qualified terminable interest 
property under section 2056(b)(7), the 
remainderman must disclaim within 9 
months of the transfer creating the in-
terest, rather than 9 months from the 
date such interest is subject to tax 
under section 2044 or 2519. A person who 
receives an interest in property as the 
result of a qualified disclaimer of the 
interest must disclaim the previously 
disclaimed interest no later than 9 
months after the date of the transfer 
creating the interest in the preceding 
disclaimant. Thus, if A were to make a 
qualified disclaimer of a specific be-
quest and as a result of the qualified 
disclaimer the property passed as part 
of the residue, the beneficiary of the 
residue could make a qualified dis-
claimer no later than 9 months after 
the date of the testator’s death. See 
paragraph (d)(3) of this section for the 
time limitation rule with reference to 
recipients who are under 21 years of 
age. 

(ii) Sentences 1 through 10 and 12 of 
paragraph (c)(3)(i) of this section are 

applicable for transfers creating the in-
terest to be disclaimed made on or 
after December 31, 1997. 

(4) Joint property—(i) Interests in joint 
tenancy with right of survivorship or ten-
ancies by the entirety. Except as pro-
vided in paragraph (c)(4)(iii) of this sec-
tion (with respect to joint bank, bro-
kerage, and other investment ac-
counts), in the case of an interest in a 
joint tenancy with right of survivor-
ship or a tenancy by the entirety, a 
qualified disclaimer of the interest to 
which the disclaimant succeeds upon 
creation of the tenancy must be made 
no later than 9 months after the cre-
ation of the tenancy regardless of 
whether such interest can be unilater-
ally severed under local law. A quali-
fied disclaimer of the survivorship in-
terest to which the survivor succeeds 
by operation of law upon the death of 
the first joint tenant to die must be 
made no later than 9 months after the 
death of the first joint tenant to die re-
gardless of whether such interest can 
be unilaterally severed under local law 
and, except as provided in paragraph 
(c)(4)(ii) of this section (with respect to 
certain tenancies created on or after 
July 14, 1988), such interest is deemed 
to be a one-half interest in the prop-
erty. (See, however, section 
2518(b)(2)(B) for a special rule in the 
case of disclaimers by persons under 
age 21.) This is the case regardless of 
the portion of the property attrib-
utable to consideration furnished by 
the disclaimant and regardless of the 
portion of the property that is included 
in the decedent’s gross estate under 
section 2040 and regardless of whether 
the interest can be unilaterally severed 
under local law. See paragraph (c)(5), 
Examples (7) and (8), of this section. 

(ii) Certain tenancies in real property 
between spouses created on or after July 
14, 1988. In the case of a joint tenancy 
between spouses or a tenancy by the 
entirety in real property created on or 
after July 14, 1988, to which section 
2523(i)(3) applies (relating to the cre-
ation of a tenancy where the spouse of 
the donor is not a United States cit-
izen), the surviving spouse may dis-
claim any portion of the joint interest 
that is includible in the decedent’s 
gross estate under section 2040. See 
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paragraph (c)(5), Example (9), of this 
section. 

(iii) Special rule for joint bank, broker-
age, and other investment accounts (e.g., 
accounts held at mutual funds) estab-
lished between spouses or between persons 
other than husband and wife. In the case 
of a transfer to a joint bank, broker-
age, or other investment account (e.g., 
an account held at a mutual fund), if a 
transferor may unilaterally regain the 
transferor’s own contributions to the 
account without the consent of the 
other cotenant, such that the transfer 
is not a completed gift under § 25.2511– 
1(h)(4), the transfer creating the sur-
vivor’s interest in the decedent’s share 
of the account occurs on the death of 
the deceased cotenant. Accordingly, if 
a surviving joint tenant desires to 
make a qualified disclaimer with re-
spect to funds contributed by a de-
ceased cotenant, the disclaimer must 
be made within 9 months of the coten-
ant’s death. The surviving joint tenant 
may not disclaim any portion of the 
joint account attributable to consider-
ation furnished by that surviving joint 
tenant. See paragraph (c)(5), Examples 
(12), (13), and (14), of this section, re-
garding the treatment of disclaimed in-
terests under sections 2518, 2033 and 
2040. 

(iv) Effective date. This paragraph 
(c)(4) is applicable for disclaimers made 
on or after December 31, 1997. 

(5) Examples. The provisions of para-
graphs (c)(1) through (c)(4) of this sec-
tion may be illustrated by the fol-
lowing examples. For purposes of the 
following examples, assume that all 
beneficiaries are over 21 years of age. 

Example (1). On May 13, 1978, in a transfer 
which constitutes a completed gift for Fed-
eral gift tax purposes, A creates a trust in 
which B is given a lifetime interest in the in-
come from the trust. B is also given a non-
general testamentary power of appointment 
over the corpus of the trust. The power of ap-
pointment may be exercised in favor of any 
of the issue of A and B. If there are no sur-
viving issue at B’s death or if the power is 
not exercised, the corpus is to pass to E. On 
May 13, 1978, A and B have two surviving 
children, C and D. If A, B, C or D wishes to 
make a qualified disclaimer, the disclaimer 
must be made no later than 9 months after 
May 13, 1978. 

Example (2). Assume the same facts as in 
example (1) except that B is given a general 
power of appointment over the corpus of the 

trust. B exercises the general power of ap-
pointment in favor of C upon B’s death on 
June 17, 1989. C may make a qualified dis-
claimer no later than 9 months after June 17, 
1989. If B had died without exercising the 
general power of appointment, E could have 
made a qualified disclaimer no later than 9 
months after June 17, 1989. 

Example (3). F creates a trust on April 1, 
1978, in which F’s child G is to receive the in-
come from the trust for life. Upon G’s death, 
the corpus of the trust is to pass to G’s child 
H. If either G or H wishes to make a quali-
fied disclaimer, it must be made no later 
than 9 months after April 1, 1978. 

Example (4). A creates a trust on February 
15, 1978, in which B is named the income ben-
eficiary for life. The trust further provides 
that upon B’s death the proceeds of the trust 
are to pass to C, if then living. If C 
predeceases D, the proceeds shall pass to D 
or D’s estate. To have timely disclaimers for 
purposes of section 2518, B, C, and D must 
disclaim their respective interests no later 
than 9 months after February 15, 1978. 

Example (5). A, a resident of State Q, dies 
on January 10, 1979, devising certain real 
property to B. The disclaimer laws of State 
Q require that a disclaimer be made within a 
reasonable time after a transfer. B disclaims 
the entire interest in real property on No-
vember 10, 1979. Although B’s disclaimer may 
be effective under State Q law, it is not a 
qualified disclaimer under section 2518 be-
cause the disclaimer was made later than 9 
months after the taxable transfer to B. 

Example (6). A creates a revocable trust on 
June 1, 1980, in which B and C are given the 
income interest for life. Upon the death of 
the last income beneficiary, the remainder 
interest is to pass to D. The creation of the 
trust is not a completed gift for Federal gift 
tax purposes, but each distribution of trust 
income to B and C is a completed gift at the 
date of distribution. B and C must disclaim 
each income distribution no later than 9 
months after the date of the particular dis-
tribution. In order to disclaim an income dis-
tribution in the form of a check, the recipi-
ent must return the check to the trustee un-
cashed along with a written disclaimer. A 
dies on September 1, 1982, causing the trust 
to become irrevocable, and the trust corpus 
is includible in A’s gross estate for Federal 
estate tax purposes under section 2038. If B 
or C wishes to make a qualified disclaimer of 
his income interest, he must do so no later 
than 9 months after September 1, 1982. If D 
wishes to make a qualified disclaimer of his 
remainder interest, he must do so no later 
than 9 months after September 1, 1982. 

Example (7). On February 1, 1990, A pur-
chased real property with A’s funds. Title to 
the property was conveyed to ‘‘A and B, as 
joint tenants with right of survivorship.’’ 
Under applicable state law, the joint interest 
is unilaterally severable by either tenant. B 
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dies on May 1, 1998, and is survived by A. On 
January 1, 1999, A disclaims the one-half sur-
vivorship interest in the property to which A 
succeeds as a result of B’s death. Assuming 
that the other requirements of section 
2518(b) are satisfied, A has made a qualified 
disclaimer of the one-half survivorship inter-
est (but not the interest retained by A upon 
the creation of the tenancy, which may not 
be disclaimed by A). The result is the same 
whether or not A and B are married and re-
gardless of the proportion of consideration 
furnished by A and B in purchasing the prop-
erty. 

Example (8). Assume the same facts as in 
Example (7) except that A and B are married 
and title to the property was conveyed to ‘‘A 
and B, as tenants by the entirety.’’ Under ap-
plicable state law, the tenancy cannot be 
unilaterally severed by either tenant. As-
suming that the other requirements of sec-
tion 2518(b) are satisfied, A has made a quali-
fied disclaimer of the one-half survivorship 
interest (but not the interest retained by A 
upon the creation of the tenancy, which may 
not be disclaimed by A). The result is the 
same regardless of the proportion of consid-
eration furnished by A and B in purchasing 
the property. 

Example (9). On March 1, 1989, H and W pur-
chase a tract of vacant land which is con-
veyed to them as tenants by the entirety. 
The entire consideration is paid by H. W is 
not a United States citizen. H dies on June 1, 
1998. W can disclaim the entire joint interest 
because this is the interest includible in H’s 
gross estate under section 2040(a). Assuming 
that W’s disclaimer is received by the execu-
tor of H’s estate no later than 9 months after 
June 1, 1998, and the other requirements of 
section 2518(b) are satisfied, W’s disclaimer 
of the property would be a qualified dis-
claimer. The result would be the same if the 
property was held in joint tenancy with 
right of survivorship that was unilaterally 
severable under local law. 

Example (10). In 1986, spouses A and B pur-
chased a personal residence taking title as 
tenants by the entirety. B dies on July 10, 
1998. A wishes to disclaim the one-half undi-
vided interest to which A would succeed by 
right of survivorship. If A makes the dis-
claimer, the property interest would pass 
under B’s will to their child C. C, an adult, 
and A resided in the residence at B’s death 
and will continue to reside there in the fu-
ture. A continues to own a one-half undi-
vided interest in the property. Assuming 
that the other requirements of section 
2518(b) are satisfied, A may make a qualified 
disclaimer with respect to the one-half undi-
vided survivorship interest in the residence 
if A delivers the written disclaimer to the 
personal representative of B’s estate by April 
10, 1999, since A is not deemed to have ac-
cepted the interest or any of its benefits 
prior to that time and A’s occupancy of the 

residence after B’s death is consistent with 
A’s retained undivided ownership interest. 
The result would be the same if the property 
was held in joint tenancy with right of survi-
vorship that was unilaterally severable 
under local law. 

Example (11). H and W, husband and wife, 
reside in state X, a community property 
state. On April 1, 1978, H and W purchase real 
property with community funds. The prop-
erty is not held by H and W as jointly owned 
property with rights of survivorship. H and 
W hold the property until January 3, 1985, 
when H dies. H devises his portion of the 
property to W. On March 15, 1985, W dis-
claims the portion of the property devised to 
her by H. Assuming all the other require-
ments of section 2518 (b) have been met, W 
has made a qualified disclaimer of the inter-
est devised to her by H. However, W could 
not disclaim the interest in the property 
that she acquired on April 1, 1978. 

Example (12). On July 1, 1990, A opens a 
bank account that is held jointly with B, A’s 
spouse, and transfers $50,000 of A’s money to 
the account. A and B are United States citi-
zens. A can regain the entire account with-
out B’s consent, such that the transfer is not 
a completed gift under § 25.2511–1(h)(4). A dies 
on August 15, 1998, and B disclaims the entire 
amount in the bank account on October 15, 
1998. Assuming that the remaining require-
ments of section 2518(b) are satisfied, B made 
a qualified disclaimer under section 2518(a) 
because the disclaimer was made within 9 
months after A’s death at which time B had 
succeeded to full dominion and control over 
the account. Under state law, B is treated as 
predeceasing A with respect to the dis-
claimed interest. The disclaimed account 
balance passes through A’s probate estate 
and is no longer joint property includible in 
A’s gross estate under section 2040. The en-
tire account is, instead, includible in A’s 
gross estate under section 2033. The result 
would be the same if A and B were not mar-
ried. 

Example (13). The facts are the same as Ex-
ample (12), except that B, rather than A, dies 
on August 15, 1998. A may not make a quali-
fied disclaimer with respect to any of the 
funds in the bank account, because A fur-
nished the funds for the entire account and A 
did not relinquish dominion and control over 
the funds. 

Example (14). The facts are the same as Ex-
ample (12), except that B disclaims 40 per-
cent of the funds in the account. Since, 
under state law, B is treated as predeceasing 
A with respect to the disclaimed interest, 
the 40 percent portion of the account balance 
that was disclaimed passes as part of A’s pro-
bate estate, and is no longer characterized as 
joint property. This 40 percent portion of the 
account balance is, therefore, includible in 
A’s gross estate under section 2033. The re-
maining 60 percent of the account balance 
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that was not disclaimed retains its character 
as joint property and, therefore, is includible 
in A’s gross estate as provided in section 
2040(b). Therefore, 30 percent (1⁄2×60 percent) 
of the account balance is includible in A’s 
gross estate under section 2040(b), and a total 
of 70 percent of the aggregate account bal-
ance is includible in A’s gross estate. If A 
and B were not married, then the 40 percent 
portion of the account subject to the dis-
claimer would be includible in A’s gross es-
tate as provided in section 2033 and the 60 
percent portion of the account not subject to 
the disclaimer would be includible in A’s 
gross estate as provided in section 2040(a), 
because A furnished all of the funds with re-
spect to the account. 

(d) No acceptance of benefits—(1) Ac-
ceptance. A qualified disclaimer cannot 
be made with respect to an interest in 
property if the disclaimant has accept-
ed the interest or any of its benefits, 
expressly or impliedly, prior to making 
the disclaimer. Acceptance is mani-
fested by an affirmative act which is 
consistent with ownership of the inter-
est in property. Acts indicative of ac-
ceptance include using the property or 
the interest in property; accepting 
dividends, interest, or rents from the 
property; and directing others to act 
with respect to the property or interest 
in property. However, merely taking 
delivery of an instrument of title, 
without more, does not constitute ac-
ceptance. Moreover, a disclaimant is 
not considered to have accepted prop-
erty merely because under applicable 
local law title to the property vests im-
mediately in the disclaimant upon the 
death of a decedent. The acceptance of 
one interest in property will not, by 
itself, constitute an acceptance of any 
other separate interests created by the 
transferor and held by the disclaimant 
in the same property. In the case of 
residential property, held in joint ten-
ancy by some or all of the residents, a 
joint tenant will not be considered to 
have accepted the joint interest merely 
because the tenant resided on the prop-
erty prior to disclaiming his interest in 
the property. The exercise of a power of 
appointment to any extent by the 
donee of the power is an acceptance of 
its benefits. In addition, the acceptance 
of any consideration in return for mak-
ing the disclaimer is an acceptance of 
the benefits of the entire interest dis-
claimed. 

(2) Fiduciaries. If a beneficiary who 
disclaims an interest in property is 
also a fiduciary, actions taken by such 
person in the exercise of fiduciary pow-
ers to preserve or maintain the dis-
claimed property shall not be treated 
as an acceptance of such property or 
any of its benefits. Under this rule, for 
example, an executor who is also a ben-
eficiary may direct the harvesting of a 
crop or the general maintenance of a 
home. A fiduciary, however, cannot re-
tain a wholly discretionary power to 
direct the enjoyment of the disclaimed 
interest. For example, a fiduciary’s dis-
claimer of a beneficial interest does 
not meet the requirements of a quali-
fied disclaimer if the fiduciary exer-
cised or retains a discretionary power 
to allocate enjoyment of that interest 
among members of a designated class. 
See paragraph (e) of this section for 
rules relating to the effect of directing 
the redistribution of disclaimed prop-
erty. 

(3) Under 21 years of age. A bene-
ficiary who is under 21 years of age has 
until 9 months after his twenty-first 
birthday in which to make a qualified 
disclaimer of his interest in property. 
Any actions taken with regard to an 
interest in property by a beneficiary or 
a custodian prior to the beneficiary’s 
twenty-first birthday will not be an ac-
ceptance by the beneficiary of the in-
terest. 

(4) Examples. The provisions of para-
graphs (d) (1), (2) and (3) of this section 
may be illustrated by the following ex-
amples: 

Example (1). On April 9, 1977, A established 
a trust for the benefit of B, then age 22. 
Under the terms of the trust, the current in-
come of the trust is to be paid quarterly to 
B. Additionally, one half the principal is to 
be distributed to B when B attains the age of 
30 years. The balance of the principal is to be 
distributed to B when B attains the age of 40 
years. Pursuant to the terms of the trust, B 
received a distribution of income on June 30, 
1977. On August 1, 1977, B disclaimed B’s 
right to receive both the income from the 
trust and the principal of the trust, B’s dis-
claimer of the income interest is not a quali-
fied disclaimer for purposes of section 2518(a) 
because B accepted income prior to making 
the disclaimer. B’s disclaimer of the prin-
cipal, however, does satisfy section 2518(b)(3). 
See also § 25.2518–3 for rules relating to the 
disclaimer of less than an entire interest in 
property. 
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Example (2). B is the recipient of certain 
property devised to B under the will of A. 
The will stated that any disclaimed property 
was to pass to C. B and C entered into nego-
tiations in which it was decided that B would 
disclaim all interest in the real property 
that was devised to B. In exchange, C prom-
ised to let B live in the family home for life. 
B’s disclaimer is not a qualified disclaimer 
for purposes of section 2518(a) because B ac-
cepted consideration for making the dis-
claimer. 

Example (3). A received a gift of Blackacre 
on December 25, 1978. A never resided on 
Blackacre but when property taxes on 
Blackacre became due on July 1, 1979, A paid 
them out personal funds. On August 15, 1979, 
A disclaimed the gift of Blackacre. Assuming 
all the requirements of section 2518 (b) have 
been met, A has made a qualified disclaimer 
of Blackacre. Merely paying the property 
taxes does not constitute an acceptance of 
Blackacre even though A’s personal funds 
were used to pay the taxes. 

Example (4). A died on February 15, 1978. 
Pursuant to A’s will, B received a farm in 
State Z. B requested the executor to sell the 
farm and to give the proceeds to B. The ex-
ecutor then sold the farm pursuant to B’s re-
quest. B then disclaimed $50,000 of the pro-
ceeds from the sale of the farm. B’s dis-
claimer is not a qualified disclaimer. By re-
questing the executor to sell the farm B ac-
cepted the farm even though the executor 
may not have been legally obligated to com-
ply with B’s request. See also § 25.2518–3 for 
rules relating to the disclaimer of less than 
an entire interest in property. 

Example (5). Assume the same facts as in 
example (4) except that instead of requesting 
the executor to sell the farm, B pledged the 
farm as security for a short-term loan which 
was paid off prior to distribution of the es-
tate. B then disclaimed his interest in the 
farm. B’s disclaimer is not a qualified dis-
claimer. By pledging the farm as security for 
the loan, B accepted the farm. 

Example (6). A delivered 1,000 shares of 
stock in Corporation X to B as a gift on Feb-
ruary 1, 1980. A had the shares registered in 
B’s name on that date. On April 1, 1980, B dis-
claimed the interest in the 1,000 shares. Prior 
to making the disclaimer, B did not pledge 
the shares, accept any dividends or otherwise 
commit any acts indicative of acceptance. 
Assuming the remaining requirements of 
section 2518 are satisfied, B’s disclaimer is a 
qualified disclaimer. 

Example (7). On January 1, 1980, A created 
an irrevocable trust in which B was given a 
testamentary general power of appointment 
over the trust’s corpus. B executed a will on 
June 1, 1980, in which B provided for the ex-
ercise of the power of appointment. On Sep-
tember 1, 1980, B disclaimed the testa-
mentary power of appointment. Assuming 
the remaining requirements of section 2518 

(b) are satisfied, B’s disclaimer of the testa-
mentary power of appointment is a qualified 
disclaimer. 

Example (8). H and W reside in X, a commu-
nity property state. On January 1, 1981, H 
and W purchase a residence with community 
funds. They continue to reside in the house 
until H dies testate on February 1, 1990. Al-
though H could devise his portion of the resi-
dence to any person, H devised his portion of 
the residence to W. On September 1, 1990, W 
disclaims the portion of the residence de-
vised to her pursuant to H’s will but con-
tinues to live in the residence. Assuming the 
remaining requirements of section 2518(b) 
are satisfied, W’s disclaimer is a qualified 
disclaimer under section 2518 (a). W’s contin-
ued occupancy of the house prior to making 
the disclaimer will not by itself be treated as 
an acceptance of the benefits of the portion 
of the residence devised to her by H. 

Example (9). In 1979, D established a trust 
for the benefit of D’s minor children E and F. 
Under the terms of the trust, the trustee is 
given the power to make discretionary dis-
tributions of current income and corpus to 
both children. The corpus of the trust is to 
be distributed equally between E and F when 
E becomes 35 years of age. Prior to attaining 
the age of 21 years on April 8, 1982, E receives 
several distributions of income from the 
trust. E receives no distributions of income 
between April 8, 1982 and August 15, 1982, 
which is the date on which E disclaims all 
interest in the income from the trust. As a 
result of the disclaimer the income will be 
distributed to F. If the remaining require-
ments of section 2518 are met, E’s disclaimer 
is a qualified disclaimer under section 
2518(a). To have a qualified disclaimer of the 
interest in corpus, E must disclaim the in-
terest no later than 9 months after April 8, 
1982, E’s 21st birthday. 

Example (10). Assume the same facts as in 
example (9) except that E accepted a dis-
tribution of income on May 13, 1982. E’s dis-
claimer is not a qualified disclaimer under 
section 2518 because by accepting an income 
distribution after attaining the age of 21, E 
accepted benefits from the income interest. 

Example (11). F made a gift of 10 shares of 
stock to G as custodian for H under the 
State X Uniform Gifts to Minors Act. At the 
time of the gift, H was 15 years old. At age 
18, the local age of majority, the 10 shares 
were delivered to and registered in the name 
of H. Between the receipt of the shares and 
H’s 21st birthday, H received dividends from 
the shares. Within 9 months of attaining age 
21, H disclaimed the 10 shares. Assuming H 
did not accept any dividends from the shares 
after attaining age 21, the disclaimer by H is 
a qualified disclaimer under section 2518. 

VerDate Aug<04>2004 11:29 Apr 28, 2005 Jkt 205096 PO 00000 Frm 00579 Fmt 8010 Sfmt 8010 Y:\SGML\205096.XXX 205096



570 

26 CFR Ch. I (4–1–05 Edition) § 25.2518–2 

(e) Passage without direction by the 
disclaimant of beneficial enjoyment of dis-
claimed interest—(1) In general. A dis-
claimer is not a qualified disclaimer 
unless the disclaimed interest passes 
without any direction on the part of 
the disclaimant to a person other than 
the disclaimant (except as provided in 
paragraph (e)(2) of this section). If 
there is an express or implied agree-
ment that the disclaimed interest in 
property is to be given or bequeathed 
to a person specified by the 
disclaimant, the disclaimant shall be 
treated as directing the transfer of the 
property interest. The requirements of 
a qualified disclaimer under section 
2518 are not satisfied if— 

(i) The disclaimant, either alone or 
in conjunction with another, directs 
the redistribution or transfer of the 
property or interest in property to an-
other person (or has the power to di-
rect the redistribution or transfer of 
the property or interest in property to 
another person unless such power is 
limited by an ascertainable standard); 
or 

(ii) The disclaimed property or inter-
est in property passes to or for the ben-
efit of the disclaimant as a result of 
the disclaimer (except as provided in 
paragraph (e)(2) of this section). 
If a power of appointment is dis-
claimed, the requirements of this para-
graph (e)(1) are satisfied so long as 
there is no direction on the part of the 
disclaimant with respect to the trans-
fer of the interest subject to the power 
or with respect to the transfer of the 
power to another person. A person may 
make a qualified disclaimer of a bene-
ficial interest in property even if after 
such disclaimer the disclaimant has a 
fiduciary power to distribute to des-
ignated beneficiaries, but only if the 
power is subject to an ascertainable 
standard. See examples (11) and (12) of 
paragraph (e)(5) of this section. 

(2) Disclaimer by surviving spouse. In 
the case of a disclaimer made by a de-
cedent’s surviving spouse with respect 
to property transferred by the dece-
dent, the disclaimer satisfies the re-
quirements of this paragraph (e) if the 
interest passes as a result of the dis-
claimer without direction on the part 
of the surviving spouse either to the 
surviving spouse or to another person. 

If the surviving spouse, however, re-
tains the right to direct the beneficial 
enjoyment of the disclaimed property 
in a transfer that is not subject to Fed-
eral estate and gift tax (whether as 
trustee or otherwise), such spouse will 
be treated as directing the beneficial 
enjoyment of the disclaimed property, 
unless such power is limited by an as-
certainable standard. See examples (4), 
(5), and (6) in paragraph (e)(5) of this 
section. 

(3) Partial failure of disclaimer. If a dis-
claimer made by a person other than 
the surviving spouse is not effective to 
pass completely an interest in property 
to a person other than the disclaimant 
because— 

(i) The disclaimant also has a right 
to receive such property as an heir at 
law, residuary beneficiary, or by any 
other means; and 

(ii) The disclaimant does not effec-
tively disclaim these rights, the dis-
claimer is not a qualified disclaimer 
with respect to the portion of the dis-
claimed property which the 
disclaimant has a right to receive. If 
the portion of the disclaimed interest 
in property which the disclaimant has 
a right to receive is not severable prop-
erty or an undivided portion of the 
property, then the disclaimer is not a 
qualified disclaimer with respect to 
any portion of the property. Thus, for 
example, if a disclaimant who is not a 
surviving spouse receives a specific be-
quest of a fee simple interest in prop-
erty and as a result of the disclaimer of 
the entire interest, the property passes 
to a trust in which the disclaimant has 
a remainder interest, then the dis-
claimer will not be a qualified dis-
claimer unless the remainder interest 
in the property is also disclaimed. See 
§ 25.2518–3 (a)(1)(ii) for the definition of 
severable property. 

(4) Effect of precatory language. Preca-
tory language in a disclaimer naming 
takers of disclaimed property will not 
be considered as directing the redis-
tribution or transfer of the property or 
interest in property to such persons if 
the applicable State law gives the lan-
guage no legal effect. 

(5) Examples. The provisions of this 
paragraph (e) may be illustrated by the 
following examples: 
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Example (1). A, a resident of State X, died 
on July 30, 1978. Pursuant to A’s will, B, A’s 
son and heir at law, received the family 
home. In addition, B and C each received 50 
percent of A’s residuary estate. B disclaimed 
the home. A’s will made no provision for the 
distribution of property in the case of a 
beneficiary’s disclaimer. Therefore, pursuant 
to the disclaimer laws of State X, the dis-
claimed property became part of the resid-
uary estate. Because B’s 50 percent share of 
the residuary estate will be increased by 50 
percent of the value of the family home, the 
disclaimed property will not pass solely to 
another person. Consequently, B’s disclaimer 
of the family home is a qualified disclaimer 
only with respect to the 50 percent portion 
that passes solely to C. Had B also dis-
claimed B’s 50 percent interest in the resid-
uary estate, the disclaimer would have been 
a qualified disclaimer under section 2518 of 
the entire interest in the home (assuming 
the remaining requirements of a qualified 
disclaimer were satisfied). Similarly, if 
under the laws of State X, the disclaimer has 
the effect of divesting B of all interest in the 
home, both as devisee and as a beneficiary of 
the residuary estate, including any property 
resulting from its sale, the disclaimer would 
be a qualified disclaimer of B’s entire inter-
est in the home. 

Example (2). D, a resident of State Y, died 
testate on June 30, 1978. E, an heir at law of 
D, received specific bequests of certain sever-
able personal property from D. E disclaimed 
the property transferred by D under the will. 
The will made no provision for the distribu-
tion of property in the case of a beneficiary’s 
disclaimer. The disclaimer laws of State Y 
provide that such property shall pass to the 
decedent’s heirs at law in the same manner 
as if the disclaiming beneficiary had died im-
mediately before the testator’s death. Be-
cause State Y’s law treats E as predeceasing 
D, the property disclaimed by E does not 
pass to E as an heir at law or otherwise. Con-
sequently, if the remaining requirements of 
section 2518(b) are satisfied, E’s disclaimer is 
a qualified disclaimer under section 2518(a). 

Example (3). Assume the same facts as in 
example (2) except that State Y has no provi-
sion treating the disclaimant as prede-
ceasing the testator. E’s disclaimer satisfies 
section 2518 (b)(4) only to the extent that E 
does not have a right to receive the property 
as an heir at law. Had E disclaimed both the 
share E received under D’s will and E’s intes-
tate share, the requirement of section 2518 
(b)(4) would have been satisfied. 

Example (4). B died testate on February 13, 
1980. B’s will established both a marital trust 
and a nonmarital trust. The decedent’s sur-
viving spouse, A, is an income beneficiary of 
the marital trust and has a testamentary 
general power of appointment over its assets. 
A is also an income beneficiary of the non-
marital trust, but has no power to appoint or 

invade the corpus. The provisions of the will 
specify that any portion of the marital trust 
disclaimed is to be added to the nonmarital 
trust. A disclaimed 30 percent of the marital 
trust. (See § 25.2518–3 (b) for rules relating to 
the disclaimer of an undivided portion of an 
interest in property.) Pursuant to the will, 
this portion of the marital trust property 
was transferred to the nonmarital trust 
without any direction on the part of A. This 
disclaimer by A satisfies section 2518 (b)(4). 

Example (5). Assume the same facts as in 
example (4) except that A, the surviving 
spouse, has both an income interest in the 
nonmarital trust and a testamentary non-
general power to appoint among designated 
beneficiaries. This power is not limited by an 
ascertainable standard. The requirements of 
section 2518 (b)(4) are not satisfied unless A 
also disclaims the nongeneral power to ap-
point the portion of the trust corpus that is 
attributable to the property that passed to 
the nonmarital trust as a result of A’s dis-
claimer. Assuming that the fair market 
value of the disclaimed property on the date 
of the disclaimer is $250,000 and that the fair 
market value of the nonmarital trust (in-
cluding the disclaimed property) imme-
diately after the disclaimer is $750,000, A 
must disclaim the power to appoint one- 
third of the nonmarital trust’s corpus. The 
result is the same regardless of whether the 
nongeneral power is testamentary or inter 
vivos. 

Example (6). Assume the same facts as in 
example (4) except that A has both an in-
come interest in the nonmarital trust and a 
power to invade corpus if needed for A’s 
health or maintenance. In addition, an inde-
pendent trustee has power to distribute to A 
any portion of the corpus which the trustee 
determines to be desirable for A’s happiness. 
Assuming the other requirements of section 
2518 are satisfied. A may make a qualified 
disclaimer of interests in the marital trust 
without disclaiming any of A’s interests in 
the nonmarital trust. 

Example (7). B died testate on June 1, 1980. 
B’s will created both a marital trust and a 
nonmarital trust. The decedent’s surviving 
spouse, C, is an income beneficiary of the 
marital trust and has a testamentary gen-
eral power of appointment over its assets. C 
is an income beneficiary of the nonmarital 
trust, and additionally has the noncumu-
lative right to withdraw yearly the greater 
of $5,000 or 5 percent of the aggregate value 
of the principal. The provisions of the will 
specify that any portion of the marital trust 
disclaimed is to be added to the nonmarital 
trust. C disclaims 50 percent of the marital 
trust corpus. Pursuant to the will, this 
amount is transferred to the nonmarital 
trust. Assuming the remaining requirements 
of section 2518(b) are satisfied, C’s disclaimer 
is a qualified disclaimer. 
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Example (8). A, a resident of State X, died 
on July 19, 1979. A was survived by a spouse 
B, and three children, C, D, and E. Pursuant 
to A’s will, B received one-half of A’s estate 
and the children received equal shares of the 
remaining one-half of the estate. B dis-
claimed the entire interest B had received. 
The will made no provisions for the distribu-
tion of property in the case of a beneficiary’s 
disclaimer. The disclaimer laws of State X 
provide that under these circumstances dis-
claimed property passes to the decedent’s 
heirs at law in the same manner as if the dis-
claiming beneficiary had died immediately 
before the testator’s death. As a result, C, D, 
and E are A’s only remaining heirs at law, 
and will divide the disclaimed property 
equally among themselves. B’s disclaimer in-
cludes language stating that ‘‘it is my inten-
tion that C, D, and E will share equally in 
the division of this property as a result of 
my disclaimer.’’ State X considers these to 
be precatory words and gives them no legal 
effect. B’s disclaimer meets all other re-
quirements imposed by State X on dis-
claimers, and is considered an effective dis-
claimer under which the property will vest 
solely in C, D, and E in equal shares without 
any further action required by B. Therefore, 
B is not treated as directing the redistribu-
tion or transfer of the property. If the re-
maining requirements of secton 2518 are met, 
B’s disclaimer is a qualified disclaimer. 

Example (9). C died testate on January 1, 
1979. According to C’s will, D was to receive 
1⁄3 of the residuary estate with any dis-
claimed property going to E. D was also to 
receive a second 1⁄3 of the residuary estate 
with any disclaimed property going to F. Fi-
nally, D was to receive a final 1⁄3 of the resid-
uary estate with any disclaimed property 
going to G. D specifically states that he is 
disclaiming the interest in which the dis-
claimed property is designated to pass to E. 
D has effectively directed that the dis-
claimed property will pass to E and therefore 
D’s disclaimer is not a qualified disclaimer 
under section 2518(a). 

Example (10). Assume the same facts as in 
example (9) except that C’s will also states 
that D was to receive Blackacre and 
Whiteacre. C’s will further provides that if D 
disclaimed Blackacre then such property was 
to pass to E and that if D disclaimed 
Whiteacre then Whiteacre was to pass to F. 
D specifically disclaims Blackacre with the 
intention that it pass to E. Assuming the 
other requirements of section 2518 are met, D 
has made a qualified disclaimer of 
Blackacre. Alternatively, D could disclaim 
an undivided portion of both Blackacre and 
Whiteacre. Assuming the other requirements 
of section 2518 are met, this would also be a 
qualified disclaimer. 

Example (11). G creates an irrevocable trust 
on February 16, 1983, naming H, I and J as 
the income beneficiaries for life and F as the 

remainderman. F is also named the trustee 
and as trustee has the discretionary power to 
invade the corpus and make discretionary 
distributions to H, I or J during their lives. 
F disclaims the remainder interest on Au-
gust 8, 1983, but retains his discretionary 
power to invade the corpus. F has not made 
a qualified disclaimer because F retains the 
power to direct enjoyment of the corpus and 
the retained fiduciary power is not limited 
by an ascertainable standard. 

Example (12). Assume the same facts as in 
example (11) except that F may only invade 
the corpus to make distributions for the 
health, maintenance or support of H, I or J 
during their lives. If the other requirements 
of section 2518(b) are met, F has made a 
qualified disclaimer of the remainder inter-
est because the retained fiduciary power is 
limited by an ascertainable standard. 

[T.D. 8095, 51 FR 28371, Aug. 7, 1986; 51 FR 
31939, Sept. 8, 1986, as amended by T.D. 8744, 
62 FR 68185, Dec. 31, 1997] 

§ 25.2518–3 Disclaimer of less than an 
entire interest. 

(a) Disclaimer of a partial interest—(1) 
In general—(i) Interest. If the require-
ments of this section are met, the dis-
claimer of all or an undivided portion 
of any separate interest in property 
may be a qualified disclaimer even if 
the disclaimant has another interest in 
the same property. In general, each in-
terest in property that is separately 
created by the transferor is treated as 
a separate interest. For example, if an 
income interest in securities is be-
queathed to A for life, then to B for 
life, with the remainder interest in 
such securities bequeathed to A’s es-
tate, and if the remaining require-
ments of section 2518(b) are met, A 
could make a qualified disclaimer of ei-
ther the income interest or the remain-
der, or an undivided portion of either 
interest. A could not, however, make a 
qualified disclaimer of the income in-
terest for a certain number of years. 
Further, where local law merges inter-
ests separately created by the trans-
feror, a qualified disclaimer will be al-
lowed only if there is a disclaimer of 
the entire merged interest or an undi-
vided portion of such merged interest. 
See example (12) in paragraph (d) of 
this section. See § 25.2518–3(b) for rules 
relating to the disclaimer of an undi-
vided portion. Where the merger of sep-
arate interests would occur but for the 
creation by the transferor of a nominal 
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interest (as defined in paragraph 
(a)(1)(iv) of this section), a qualified 
disclaimer will be allowed only if there 
is a disclaimer of all the separate in-
terests, or an undivided portion of all 
such interests, which would have 
merged but for the nominal interest. 

(ii) Severable property. A disclaimant 
shall be treated as making a qualified 
disclaimer of a separate interest in 
property if the disclaimer relates to 
severable property and the disclaimant 
makes a disclaimer which would be a 
qualified disclaimer if such property 
were the only property in which the 
disclaimant had an interest. If applica-
ble local law does not recognize a pur-
ported disclaimer of severable prop-
erty, the disclaimant must comply 
with the requirements of paragraph 
(c)(1) of § 25.2518–1 in order to make a 
qualified disclaimer of the severable 
property. Severable property is prop-
erty which can be divided into separate 
parts each of which, after severance, 
maintains a complete and independent 
existence. For example, a legatee of 
shares of corporate stock may accept 
some shares of the stock and make a 
qualified disclaimer of the remaining 
shares. 

(iii) Powers of appointment. A power of 
appointment with respect to property 
is treated as a separate interest in such 
property and such power of appoint-
ment with respect to all or an undi-
vided portion of such property may be 
disclaimed independently from any 
other interests separately created by 
the transferor in the property if the re-
quirements of section 2518(b) are met. 
See example (21) of paragraph (d) of 
this section. Further, a disclaimer of a 
power of appointment with respect to 
property is a qualified disclaimer only 
if any right to direct the beneficial en-
joyment of the property which is re-
tained by the disclaimant is limited by 
an ascertainable standard. See example 
(9) of paragraph (d) of this section. 

(iv) Nominal interest. A nominal inter-
est is an interest in property created 
by the transferor that— 

(A) Has an actuarial value (as deter-
mined under § 20.2031–7) of less than 5 
percent of the total value of the prop-
erty at the time of the taxable transfer 
creating the interest, 

(B) Prevents the merger under local 
law or two or more other interests cre-
ated by the transferor, and 

(C) Can be clearly shown from all the 
facts and circumstances to have been 
created primarily for the purpose of 
preventing the merger of such other in-
terests. 

Factors to be considered in deter-
mining whether an interest is created 
primarily for the purpose of preventing 
merger include (but are not limited to) 
the following: the relationship between 
the transferor and the interest holder; 
the age difference between the interest 
holder and the beneficiary whose inter-
ests would have merged; the interest 
holder’s state of health at the time of 
the taxable transfer; and, in the case of 
a contingent remainder, any other fac-
tors which indicate that the possibility 
of the interest vesting as a fee simple 
is so remote as to be negligible. 

(2) In trust. A disclaimer is not a 
qualified disclaimer under section 2518 
if the beneficiary disclaims income de-
rived from specific property trans-
ferred in trust while continuing to ac-
cept income derived from the remain-
ing properties in the same trust unless 
the disclaimer results in such property 
being removed from the trust and pass-
ing, without any direction on the part 
of the disclaimant, to persons other 
than the disclaimant or to the spouse 
of the decedent. Moreover, a disclaimer 
of both an income interest and a re-
mainder interest in specific trust as-
sets is not a qualified disclaimer if the 
beneficiary retains interests in other 
trust property unless, as a result of the 
disclaimer, such assets are removed 
from the trust and pass, without any 
direction on the part of the 
disclaimant, to persons other than the 
disclaimant or to the spouse of the de-
cedent. The disclaimer of an undivided 
portion of an interest in a trust may be 
a qualified disclaimer. See also para-
graph (b) of this section for rules relat-
ing to the disclaimer of an undivided 
portion of an interest in property. 

(b) Disclaimer of undivided portion. A 
disclaimer of an undivided portion of a 
separate interest in property which 
meets the other requirements of a 
qualified disclaimer under section 
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2518(b) and the corresponding regula-
tions is a qualified disclaimer. An undi-
vided portion of a disclaimant’s sepa-
rate interest in property must consist 
of a fraction or percentage of each and 
every substantial interest or right 
owned by the disclaimant in such prop-
erty and must extend over the entire 
term of the disclaimant’s interest in 
such property and in other property 
into which such property is converted. 
A disclaimer of some specific rights 
while retaining other rights with re-
spect to an interest in the property is 
not a qualified disclaimer of an undi-
vided portion of the disclaimant’s in-
terest in property. Thus, for example, a 
disclaimer made by the devisee of a fee 
simple interest in Blackacre is not a 
qualified disclaimer if the disclaimant 
disclaims a remainder interest in 
Blackacre but retains a life estate. 

(c) Disclaimer of a pecuniary amount. A 
disclaimer of a specific pecuniary 
amount out of a pecuniary or nonpecu-
niary bequest or gift which satisfies 
the other requirements of a qualified 
disclaimer under section 2518 (b) and 
the corresponding regulations is a 
qualified disclaimer provided that no 
income or other benefit of the dis-
claimed amount inures to the benefit 

of the disclaimant either prior to or 
subsequent to the disclaimer. Thus, fol-
lowing the disclaimer of a specific pe-
cuniary amount from a bequest or gift, 
the amount disclaimed and any income 
attributable to such amount must be 
segregated from the portion of the gift 
or bequest that was not disclaimed. 
Such a segregation of assets making up 
the disclaimer of a pecuniary amount 
must be made on the basis of the fair 
market value of the assets on the date 
of the disclaimer or on a basis that is 
fairly representative of value changes 
that may have occurred between the 
date of transfer and the date of the dis-
claimer. A pecuniary amount distrib-
uted to the disclaimant from the be-
quest or gift prior to the disclaimer 
shall be treated as a distribution of 
corpus from the bequest or gift. How-
ever, the acceptance of a distribution 
from the gift or bequest shall also be 
considered to be an acceptance of a 
proportionate amount of income 
earned by the bequest or gift. The pro-
portionate share of income considered 
to be accepted by the disclaimant shall 
be determined at the time of the dis-
claimer according to the following for-
mula: 

Total amount of distributions received by the
disclaimant out of the gift or bequest

Total value of the gift or bequest on the date
of transfer

Total amount of income earned by the
gift or bequest between date of
transfer and date of disclaimer

×

See examples (17), (18), and (19) in 
§ 25.2518–3(d) for illustrations of the 
rules set forth in this paragraph (c). 

(d) Examples. The provisions of this 
section may be illustrated by the fol-
lowing examples: 

Example (1). A, a resident of State Q, died 
on August 1, 1978. A’s will included specific 
bequests of 100 shares of stock in X corpora-
tion; 200 shares of stock in Y corporation; 500 
shares of stock in Z corporation; personal ef-
fects consisting of paintings, home fur-
nishings, jewelry, and silver, and a 500 acre 
farm consisting of a residence, various out-
buildings, and 500 head of cattle. The laws of 
State Q provide that a disclaimed interest 
passes in the same manner as if the dis-
claiming beneficiary had died immediately 

before the testator’s death. Pursuant to A’s 
will, B was to receive both the personal ef-
fects and the farm. C was to receive all the 
shares of stock in Corporation X and Y and 
D was to receive all the shares of stock in 
Corporation Z. B disclaimed 2 of the paint-
ings and all the jewelry, C disclaimed 50 
shares of Y corporation stock, and D dis-
claimed 100 shares of Z corporation stock. If 
the remaining requirements of section 
2518(b) and the corresponding regulations are 
met, each of these disclaimers is a qualified 
disclaimer for purposes of section 2518(a). 

Example (2). Assume the same facts as in 
example (1) except that D disclaimed the in-
come interest in the shares of Z corporation 
stock while retaining the remainder interest 
in such shares. D’s disclaimer is not a quali-
fied disclaimer. 
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Example (3). Assume the same facts as in 
example (1) except that B disclaimed 300 
identified acres of the 500 acres. Assuming 
that B’s disclaimer meets the remaining re-
quirements of section 2518(b), it is a qualified 
disclaimer. 

Example (4). Assume the same facts as in 
example (1) except that A devised the income 
from the farm to B for life and the remainder 
interest to C. B disclaimed 40 percent of the 
income from the farm. Assuming that it 
meets the remaining requirements of section 
2518(b), B’s disclaimer of an undivided por-
tion of the income is a qualified disclaimer. 

Example (5). E died on September 13, 1978. 
Under the provisions of E’s will, E’s shares of 
stock in X, Y, and Z corporations were to be 
transferred to a trust. The trust provides 
that all income is to be distributed currently 
to F and G in equal parts until F attains the 
age of 45 years. At that time the corpus of 
the trust is to be divided equally between F 
and G. F disclaimed the income arising from 
the shares of X stock. G disclaimed 20 per-
cent of G’s interest in the trust. F’s dis-
claimer is not a qualified disclaimer because 
the X stock remains in the trust. If the re-
maining requirements of section 2518(b) are 
met, G’s disclaimer is a qualified disclaimer. 

Example (6). Assume the same facts as in 
example (5) except that F disclaimed both 
the income interest and the remainder inter-
est in the shares of X stock. F’s disclaimer 
results in the X stock being transferred out 
of the trust to G without any direction on 
F’s part. F’s disclaimer is a qualified dis-
claimer under section 2518(b). 

Example (7). Assume the same facts as in 
example (5) except that F is only an income 
beneficiary of the trust. The X stock remains 
in the trust after F’s disclaimer of the in-
come arising from the shares of X stock. F’s 
disclaimer is not a qualified disclaimer 
under section 2518. 

Example (8). Assume the same facts as in 
example (5) except that F disclaimed the en-
tire income interest in the trust while re-
taining the interest F has in corpus. Alter-
natively, assume that G disclaimed G’s en-
tire corpus interest while retaining G’s in-
terest in the income from the trust. If the re-
maining requirements of section 2518(b) are 
met, either disclaimer will be a qualified dis-
claimer. 

Example (9). G creates an irrevocable trust 
on May 13, 1980, with H, I, and J as the in-
come beneficiaries. In addition, H, who is the 
trustee, holds the power to invade corpus for 
H’s health, maintenance, support and happi-
ness and a testamentary power of appoint-
ment over the corpus. In the absence of the 
exercise of the power of appointment, the 
property passes to I and J in equal shares. H 
disclaimed the power to invade corpus for 
H’s health, maintenance, support and happi-
ness. Because H retained the testamentary 
power to appoint the property in the corpus, 

H’s disclaimer is not a qualified disclaimer. 
If H also disclaimed the testamentary power 
of appointment, H’s disclaimer would have 
been a qualified disclaimer. 

Example (10). E creates an irrevocable trust 
on May 1, 1980, in which D is the income ben-
eficiary for life. Subject to the trustee’s dis-
cretion, E’s children, A, B, and C, have the 
right to receive corpus during D’s lifetime. 
The remainder passes to D if D survives A, B, 
C, and all their issue. D also holds an inter 
vivos power to appoint the trust corpus to A, 
B, and C. On September 1, 1980, D disclaimed 
the remainder interest. D’s disclaimer is not 
a qualified disclaimer because D retained the 
power to direct the use and enjoyment of 
corpus during D’s life. 

Example (11). Under H’s will, a trust is cre-
ated from which W is to receive all of the in-
come for life. The trustee has the power to 
invade the trust corpus for the support or 
maintenance of D during the life of W. The 
trust is to terminate at W’s death, at which 
time the trust property is to be distributed 
to D. D makes a timely disclaimer of the 
right to corpus during W’s lifetime, but does 
not disclaim the remainder interest. D’s dis-
claimer is a qualified disclaimer assuming 
the remaining requirements of section 2518 
are met. 

Example (12). Under the provisions of G’s 
will A received a life estate in a farm, and 
was the sole beneficiary of property in the 
residuary estate. The will also provided that 
the remainder interest in the farm pass to 
the residuary estate. Under local law A’s in-
terests merged to give A a fee simple in the 
farm. A made a timely disclaimer of the life 
estate. A’s disclaimer of a partial interest is 
not a qualified disclaimer under section 
2518(a). If A makes a disclaimer of the entire 
merged interest in the farm or an undivided 
portion of such merged interest then A 
would be making a qualified disclaimer as-
suming all the other requirements of section 
2518(b) are met. 

Example (13). A, a resident of State Z, dies 
on September 3, 1980. Under A’s will, 
Blackacre is devised to C for life, then to D 
for 1 month, remainder to C. Had A not cre-
ated D’s interest, State Z law would have 
merged C’s life estate and the remainder to 
C to create a fee simple interest in C. As-
sume that the actuarial value of D’s interest 
is less than 5 percent of the total value of 
Blackacre on the date of A’s death. Further 
assume that facts and circumstances (par-
ticularly the duration of D’s interest) clearly 
indicate that D’s interest was created pri-
marily for the purpose of preventing the 
merger of C’s two interests in Blackacre. D’s 
interest in Blackacre is a nominal interest 
and C’s two interests will, for purposes of 
making a qualified disclaimer, be considered 
to have merged. Thus, C cannot make a 
qualified disclaimer of his remainder while 
retaining the life estate. C can, however, 
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make a qualified disclaimer of both of these 
interests entirely or an undivided portion of 
both. 

Example (14). A, a resident of State X, dies 
on October 12, 1978. Under A’s will, Blackacre 
was devised to B for life, then to C for life if 
C survives B, remainder to B’s estate. On the 
date of A’s death, B and C are both 8 year old 
grandchildren of A. In addition, C is in good 
health. The actual value of C’s interest is 
less than 5 percent of the total value of 
Blackacre on the date of A’s death. No facts 
are present which would indicate that the 
possibility of C’s contingent interest vesting 
is so remote as to be negligible. Had C’s con-
tingent life estate not been created, B’s life 
estate and remainder interests would have 
merged under local law to give B a fee simple 
interest in Blackacre. Although C’s interest 
prevents the merger of B’s two interests and 
has an actual value of less than 5 percent, 
C’s interest is not a nominal interest within 
the meaning of § 25.2518–3(a)(1)(iv) because 
the facts and circumstances do not clearly 
indicate that the interest was created pri-
marily for the purpose of preventing the 
merger of other interests in the property. 
Assuming all the other requirements of sec-
tion 2518(b) are met, B can make a qualified 
disclaimer of the remainder while retaining 
his life estate. 

Example (15). In 1981, A transfers $60,000 to 
a trust created for the benefit of B who was 
given the income interest for life and who 
also has a testamentary nongeneral power of 
appointment over the corpus. A transfers an 
additional $25,000 to the trust on June 1, 1984. 
At that time the trust corpus (exclusive of 
the $25,000 transfer) has a fair market value 
of $75,000. On January 1, 1985, B disclaims the 
right to receive income attributable to 25 
percent of the corpus 

$25, ( )

$100, (

)

000 1984

000

1984

25%.
transfer

Fair mar
ket value of corpus
immediately after
the transfer

-
=

























Assuming that no distributions were made to 
B attributable to the $25,000, B’s disclaimer 
is a qualified disclaimer for purposes of sec-
tion 2518(a) if all the remaining requirements 
of section 2518(b) are met. 

Example (16). Under the provisions of B’s 
will, A is left an outright cash legacy of 

$50,000 and has no other interest in B’s es-
tate. A timely disclaimer by A of any stated 
dollar amount is a qualified disclaimer under 
section 2518(a). 

Example (17). D bequeaths his brokerage ac-
count to E. The account consists of stocks 
and bonds and a cash amount earning inter-
est. The total value of the cash and assets in 
the account on the date of D’s death is 
$100,000. Four months after D’s death, E 
makes a withdrawal of cash from the ac-
count for personal use amounting to $40,000. 
Eight months after D’s death, E disclaims 
$60,000 of the account without specifying any 
particular assets or cash. The cumulative 
fair market value of the stocks and bonds in 
the account on the date of the disclaimer is 
equal to the value of such stocks and bonds 
on the date of D’s death. The income earned 
by the account between the date of D’s death 
and the date of E’s disclaimer was $20,000. 
The amount of income earned by the account 
that E accepted by withdrawing $40,000 from 
the account prior to the disclaimer is deter-
mined by applying the formula set forth in 
§ 25.2518–3(c) as follows: 

$40,

$100,
$20, $8,

000

000
000 000× =

E is considered to have accepted $8,000 of the 
income earned by the account. If (i) the 
$60,000 disclaimed by E and the $12,000 of in-
come earned prior to the disclaimer which is 
attributable to that amount are segregated 
from the $8,000 of income E is considered to 
have accepted, (ii) E does not accept any 
benefits of the $72,000 so segregated, and (iii) 
the other requirements of section 2518 (b) are 
met, then E’s disclaimer of $60,000 from the 
account is a qualified disclaimer. 

Example (18). A bequeathed his residuary 
estate to B. The residuary estate had a value 
of $1 million on the date of A’s death. Six 
months later, B disclaimed $200,000 out of 
this bequest. B received distributions of all 
the income from the entire estate during the 
period of administration. When the estate 
was distributed, B received the entire resid-
uary estate except for $200,000 in cash. B did 
not make a qualified disclaimer since he ac-
cepted the benefits of the $200,000 during the 
period of estate administration. 

Example (19). Assume the same facts as in 
example (18) except that no income was paid 
to B and the value of the residuary estate on 
the date of the disclaimer (including interest 
earned from date of death) was $1.5 million. 
In addition, as soon as B’s disclaimer was 
made, the executor of A’s estate set aside as-
sets worth $300,000 
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$200,

$1, ,
$1,500,

000

000 000
000×





and the interest earned after the disclaimer 
on that amount in a separate fund so that 
none of the income was paid to B. B’s dis-
claimer is a qualified disclaimer under sec-
tion 2518(a). 

Example (20). A bequeathed his residuary 
estate to B. B disclaims a fractional share of 
the residuary estate. Any disclaimed prop-
erty will pass to A’s surviving spouse, W. The 
numerator of the fraction disclaimed is the 
smallest amount which will allow A’s estate 
to pass free of Federal estate tax and the de-
nominator is the value of the residuary es-
tate. B’s disclaimer is a qualified disclaimer. 

Example (21). A created a trust on July 1, 
1979. The trust provides that all current in-
come is to be distributed equally between B 
and C for the life of B. B also is given a tes-
tamentary general power of appointment 
over the corpus. If the power is not exer-
cised, the corpus passes to C or C’s heirs. B 
disclaimed the testamentary power to ap-
point an undivided one-half of the trust cor-
pus. Assuming the remaining requirements 
of section 2518(b) are satisfied, B’s disclaimer 
is a qualified disclaimer under section 
2518(a). 

[T.D. 8095, 51 FR 28375, Aug. 7, 1986; 51 FR 
31939, Sept. 8, 1986, as amended by T.D. 8540, 
59 FR 30103, June 10, 1994] 

ACTUARIAL TABLES APPLICABLE BEFORE 
MAY 1, 1999 

§ 25.2512–5A Valuation of annuities, 
unitrust interests, interests for life 
or term of years, and remainder or 
reversionary interests transferred 
before May 1, 1999. 

(a) Valuation of annuities, interests for 
life or term of years, and remainder or re-
versionary interests transferred before 
January 1, 1952. Except as otherwise 
provided in § 25.2512–5(b), if the transfer 
was made before January 1, 1952, the 
present value of annuities, life estates, 
terms of years, remainders, and rever-
sions is their present value determined 
under this section. If the valuation of 
the interest involved is dependent upon 
the continuation or termination of one 
or more lives or upon a term certain 
concurrent with one or more lives, the 
factor for the present value is com-
puted on the basis of interest at the 
rate of 4 percent a year, compounded 
annually, and life contingencies for 

each life involved from values that are 
based upon the ‘‘Actuaries’ or Com-
bined Experience Table of Mortality, as 
extended.’’ This table and many addi-
tional factors are described in former 
§ 86.19 (as contained in the 26 CFR part 
81 edition revised as of April 1, 1958). 
The present value of an interest meas-
ured by a term of years is computed on 
the basis of interest at the rate of 4 
percent a year. 

(b) Valuation of annuities, interests for 
life or term of years, and remainder or re-
versionary interests transferred after De-
cember 31, 1951, and before January 1, 
1971. Except as otherwise provided in 
§ 25.2512–5(b), the present value of annu-
ities, life estates, terms of years, re-
mainders, and reversions transferred 
after December 31, 1951, and before Jan-
uary 1, 1971, is the present value of 
such interests determined under this 
section. If the value of the interest in-
volved is dependent upon the continu-
ation or termination of one or more 
lives, the factor for the present value is 
computed on the basis of interest at 
the rate of 31⁄2 percent a year, com-
pounded annually, and life contin-
gencies for each life involved from U.S. 
Life Table 38. This table and many ac-
companying factors are set forth in 
former § 25.2512–5 (as contained in the 
26 CFR part 25 edition revised as of 
April 1, 1984). Special factors involving 
one and two lives may be found in or 
computed with the use of tables con-
tained in Internal Revenue Service 
Publication Number 11, ‘‘Actuarial 
Values for Estate and Gift Tax,’’ (Rev. 
5–59). This publication is no longer 
available for purchase from the Super-
intendent of Documents. However, it 
may be obtained by requesting a copy 
from: CC:DOM:CORP:T:R (IRS Publica-
tion 11), room 5228, Internal Revenue 
Service, POB 7604, Ben Franklin Sta-
tion, Washington, DC 20044. The 
present value of an interest measured 
by a term of years is computed on the 
basis of interest at the rate of 31⁄2 per-
cent a year. 
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(c) Valuation of annuities, interests for 
life or term of years, and remainder or re-
versionary interests transferred after De-
cember 31, 1970, and before December 1, 
1983. Except as otherwise provided in 
§ 25.2512–5(b), the present value of annu-
ities, life estates, terms of years, re-
mainders, and reversions transferred 
after December 31, 1970, and before De-
cember 1, 1983, is the present value of 
such interests determined under this 
section. If the interest to be valued is 
dependent upon the continuation or 
termination of one or more lives or 
upon a term certain concurrent with 
one or more lives, the factor for the 
present value is computed on the basis 
of interest at the rate of 6 percent a 
year, compounded annually, and life 
contingencies determined for each 
male and female life involved, from the 
values that are set forth in Table LN. 
Table LN contains values that are 
taken from the life table for total 
males and the life table for total fe-
males appearing as Tables 2 and 3, re-
spectively, in United States Life Ta-
bles: 1959–61, published by the Depart-
ment of Health and Human Services, 
Public Health Service. Table LN and 
accompanying factors are set forth in 
former § 25.2512–9 (as contained in the 
26 CFR part 25 edition revised as of 
April 1, 1994). Special factors involving 
one and two lives may be found in or 
computed with the use of tables con-
tained in Internal Revenue Service 
Publication 723, entitled ‘‘Actuarial 
Values I: Valuation of Last Survivor 
Charitable Remainders’’ (12–70), and In-
ternal Revenue Service Publication 
723A, entitled ‘‘Actuarial Values II: 
Factors at 6 Percent Involving One and 
Two Lives’’ (12–70). These publications 
are no longer available for purchase 
from the Superintendent of Docu-
ments. However, a copy of each may be 
obtained from: CC:DOM:CORP:T:R (IRS 
Publication 723/723A), room 5228, Inter-
nal Revenue Service, POB 7604, Ben 
Franklin Station, Washington, DC 
20044. The present value of an interest 
measured by a term of years is com-
puted on the basis of interest at the 
rate of 6 percent a year. 

(d) Valuation of annuities, interests for 
life or term of years, and remainder or re-
versionary interests transferred after No-
vember 30, 1983, and before May 1, 1989— 

(1) In general. (i)(A) Except as other-
wise provided in § 25.2512–5(b) and in 
this paragraph (d)(1)(i)(A), the fair 
market value of annuities, life estates, 
terms of years, remainders, and rever-
sions transferred after November 30, 
1983, and before May 1, 1989, is the 
present value of such interests deter-
mined under this section. The value of 
annuities issued by companies regu-
larly engaged in their sale and of insur-
ance policies issued by companies regu-
larly engaged in their sale is deter-
mined under § 25.2512–6. The fair mar-
ket value of a remainder interest in a 
charitable remainder unitrust, as de-
fined in § 1.664–3, is its present value de-
termined under § 1.664–4. The fair mar-
ket value of a life interest or term for 
years in a charitable remainder 
unitrust is the fair market value of the 
property as of the date of transfer less 
the fair market value of the remainder 
interest on such date determined under 
§ 1.664–4. The fair market value of inter-
ests in a pooled income fund, as defined 
in § 1.642(c)–5, is their value determined 
under § 1.642(c)–6. Where the donor 
transfers property in trust or otherwise 
and retains an interest therein, the 
value of the gift is the value of the 
property transferred less the value of 
the donor’s retained interest. See sec-
tion 2702 and the regulations at § 25.2702 
for special rules for valuing transfers of 
interests in trust after October 8, 1990. 
See § 25.2512–9 with respect to the valu-
ation of annuities, life estates, terms 
for years, remainders, and reversions 
transferred after December 31, 1970, and 
before December 1, 1983. 

(B) If the donor transfers in Decem-
ber of 1983, either— 

(1) A remainder or a reversion subject 
to a life interest or a term for years 
where the life interest or term for 
years was transferred by the donor 
after December 31, 1982, and before De-
cember 1, 1983, or 

(2) A life interest or term for years, 
the remainder interest of which was 
transferred by the donor after Decem-
ber 31, 1982, and before December 1, 
1983, 
the donor shall make an election. The 
donor may elect to value both interests 
transferred in 1983 under § 25.2512–5A(c) 
as if such section applied to all trans-
fers made before January 1, 1984, or the 
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donor may elect to have both interests 
transferred valued under this section. 
The donor shall indicate the election 
being made in a statement attached to 
the donor’s gift tax return for 1983. 

(C) If the donor transfers in calendar 
year 1984, either— 

(1) A remainder on a reversion sub-
ject to a life interest or a term for 
years where the life interest or term 
for years was transferred by the donor 
in the first eleven months of 1983, or 

(2) A life interest or term for years, 
the remainder interest of which was 
transferred by the donor in the first 
eleven months of 1983, 
the donor shall make an election. The 
donor may elect to value the interest 
transferred in 1984 under § 25.2512–5A(c) 
as if such section applied to all trans-
fers made before January 1, 1985, or the 
donor may elect to have the transfer 
valued under this section. If the donor 
elects to value the interest transferred 
in 1984 under § 25.2512–5A(c), the donor 
shall indicate that the election is being 
made by attaching a statement to the 
donor’s gift tax return for 1984. If the 
donor elects to value the interest 
transferred in 1984 under this section 
the election shall not be effective un-
less the donor declares, in a statement 
attached to the donor’s gift tax return 
for 1984, that the donor has filed an 
amended gift tax return for 1983, in 
which the donor has revalued the 
transfers made in the first eleven 
months of 1983 under this section as if 
this section applied to transfers made 
after December 31, 1982. 

(ii) The present value of an annuity, 
life estate, remainder, or reversion de-
termined under this section which is 
dependent on the continuation or ter-
mination of the life of one person is 
computed by the use of Table A in 
paragraph (d)(6) of this section. The 
present value of an annuity, term for 
years, remainder, or reversion depend-
ent on a term certain is computed by 
the use of Table B in paragraph (d)(6) of 
this section. If the interest to be val-
ued is dependent upon more than one 
life or there is a term certain concur-
rent with one or more lives, see para-
graph (d)(5) of this section. For pur-
poses of the computations described in 
this section, the age of the person is to 
be taken at his or her nearest birthday. 

(iii) In all examples set forth in this 
section, the interest is assumed to have 
been transferred after November 30, 
1983, and before May 1, 1989. 

(2) Annuities. (i) If an annuity is pay-
able annually at the end of each year 
during the life of an individual (as for 
example if the first payment is due one 
year after the date of the gift), the 
amount payable annually is multiplied 
by the figure in column 2 of Table A 
opposite the number of years in column 
1 nearest the age of the individual 
whose life measures the duration of the 
annuity. If the annuity is payable an-
nually at the end of each year for a 
definite number of years, the amount 
payable annually is multiplied by the 
figure in column 2 of Table B opposite 
the number of years in column 1 rep-
resenting the duration of the annuity. 
The application of this paragraph 
(d)(2)(i) may be illustrated by the fol-
lowing examples: 

Example (1). The donor assigns an annuity 
of $10,000 a year payable annually during the 
donor’s life immediately after an annual 
payment has been made. The age of the 
donor on the date of assignment is 40 years 
and eight months. By reference to Table A, 
it is found that the figure in column 2 oppo-
site 41 years is 9.1030. The value of the gift is, 
therefore, $91,030 ($10,000 multiplied by 
9.1030). 

Example (2). The donor was entitled to re-
ceive an annuity of $10,000 a year payable an-
nually at the end of annual periods through-
out a term of 20 years. The donor, when 15 
years have elapsed, makes a gift thereof to 
the donor’s son. By reference to Table B, it 
is found that the figure in column 2 opposite 
five years, the unexpired portion of the 20- 
year period, is 3.7908. The present value of 
the annuity is, therefore, $37,908 (10,000 mul-
tiplied by 3.7908). 

(ii) If an annuity is payable at the 
end of semiannual, quarterly, monthly, 
or weekly periods during the life of an 
individual (as for example if the first 
payment is due one month after the 
date of the gift), the aggregate amount 
to be paid within a year is first multi-
plied by the figure in column 2 of Table 
A opposite the number of years in col-
umn 1 nearest the age of the individual 
whose life measures the duration of the 
annuity. The product so obtained is 
then multiplied by whichever of the 
following factors is appropriate: 

1.0244 for semiannual payments, 
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1.0368 for quarterly payments, 
1.0450 for monthly payments, 
1.0482 for weekly payments. 

If the annuity is payable at the end of 
semiannual, quarterly, monthly, or 
weekly periods for a definite number of 
years the aggregate amount to be paid 
within a year is first multiplied by the 
figure in column 2 of Table B opposite 
the number of years in column 1 rep-
resenting the duration of the annuity. 
The product so obtained is then multi-
plied by whichever of the above factors 
is appropriate. The application of this 
paragraph (d)(2)(ii) may be illustrated 
by the following example: 

Example. The facts are the same as those 
contained in example (1) set forth in para-
graph (d)(2)(i) above, except that the annuity 
is payable semiannually. The aggregate an-
nual amount, $10,000 is multiplied by the fac-
tor 9.1030, and the product multiplied by 
1.0244. The value of the gift is, therefore, 
$93,251.13 ($10,000×9.1030×1.0244). 

(iii)(A) If the first payment of an an-
nuity for the life of an individual is due 
at the beginning of the annual or other 
payment period rather than at the end 
(as for example if the first payment is 
to be made immediately after the date 
of the gift), the value of the annuity is 
the sum of (A) the first payment plus 
(B) the present value of a similar annu-
ity, the first payment of which is not 
to be made until the end of the pay-
ment period, determined as provided in 
paragraph (d)(2)(i) or (ii) of this sec-
tion. The application of this paragraph 
(d)(2)(iii)(A) may be illustrated by the 
following example: 

Example. The donee is made the beneficiary 
for life of an annuity of $50 a month from the 
income of a trust, subject to the right re-
served by the donor to cause the annuity to 
be paid for the donor’s own benefit or for the 
benefit of another. On the day a payment is 
due, the donor relinquishes the reserved 
power. The donee is then 50 years of age. The 
value of the gift is $50 plus the product of 
$50×12×8.4743 (see Table A)×1.0450. That is, $50 
plus $5,313.39, or $5,363.39. 

(B) If the first payment of an annuity 
for a definite number of years is due at 
the beginning of the annual or other 
payment period, the applicable factor 
is the product of the factor shown in 
Table B multiplied by whichever of the 
following factors is appropriate: 

1.1000 for annual payments, 

1.0744 for semiannual payments, 
1.0618 for quarterly payments, 
1.0534 for monthly payments, or 
1.0502 for weekly payments. 

The application of this paragraph 
(d)(2)(iii)(B) may be illustrated by the 
following example: 

Example. The donee is the beneficiary of an 
annuity of $50 a month, subject to a reserved 
right in the donor to cause the annuity or 
the cash value thereof to be paid for the do-
nor’s own benefit or the benefit of another. 
On the day a payment is due, the donor re-
linquishes the power. There are 300 payments 
to be made covering a period of 25 years, in-
cluding the payment due. The value of the 
gift is the product of $50×12×9.0770 (factor for 
25 years Table B)×1.0534, or $5,737.03. 

(3) Life estates and terms for years. If 
the interest to be valued is the right of 
a person for his or her life, or for the 
life of another person, to receive the 
income of certain property or to use 
non-income-producing property, the 
value of the interest is the value of the 
property multiplied by the figure in 
column 3 of Table A opposite the num-
ber of years nearest to the actual age 
of the measuring life. If the interest to 
be valued is the right to receive income 
of property or to use nonincome-pro-
ducing property for a term of years, 
column 3 of Table B is used. The appli-
cation of this paragraph (d)(3) may be 
illustrated by the following example: 

Example. The donor who during the donor’s 
life is entitled to receive the income from 
property worth $50,000, makes a gift of such 
interest. The donor is 31 years old on the 
date of the gift. The value of the gift is 
$47,627 ($50,000×.95254). 

(4) Remainders or reversionary interests. 
If the interest to be valued is a remain-
der or reversionary interest subject to 
a life estate, the value of the interest 
should be obtained by multiplying the 
value of the property at the date of the 
gift by the figure in column 4 of Table 
A opposite the number of years nearest 
the age of the life tenant. If the re-
mainder or reversion is to take effect 
at the end of a term for years, column 
4 of Table B should be used. The appli-
cation of this paragraph (d)(4) may be 
illustrated by the following example: 

Example. The donor transfers by gift a re-
mainder interest in property worth $50,000, 
subject to the donor’s sister’s right to re-
ceive the income therefrom for her life. The 
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sister at the date of the gift is 31 years of 
age. By reference to Table A it is found that 
the figure in column 4 opposite age 31 is 
.04746. The value of the gift is, therefore, 
$2,373 ($50,000×.04746). 

(5) Actuarial computations by the Inter-
nal Revenue Service. If the interest to be 
valued is dependent upon the continu-
ation or termination of more than one 
life, or there is a term certain concur-
rent with one or more lives, or if the 
retained interest of the donor is condi-
tioned upon survivorship, a special fac-
tor is necessary. The factor is to be 
computed on the basis of interest at 
the rate of 10 percent a year, com-
pounded annually, and life contin-
gencies are determined for each person 
involved from the values of lx that are 
set forth in column 2 of Table LN in 
§ 20.2031–7A(d)(6) of this chapter. Table 
LN contains values of lx taken from 
the life table for the total population 
appearing as Table 1 in United States 
Life Tables: 1969–71, published by the 
Department of Health and Human 
Services, Public Health Service. A copy 
of the publication containing many 
such special factors, may be purchased 
from the Superintendent of Docu-
ments, United States Government 
Printing Office, Washington, DC 20402. 
However, if a special factor is required 
in the case of an actual gift, the Com-
missioner will furnish the factor to the 
donor upon request. The request must 
be accompanied by a statement of the 
date of birth of each person the dura-
tion of whose life may affect the value 
of the interest, and by copies of the rel-
evant instruments. Special factors are 
not furnished for prospective transfers. 

(6) Tables. (i) For actuarial factors 
showing the present worth at 10 per-
cent of a single life annuity, a life in-
terest, and a remainder interest post-
poned for a single life, see § 20.2031– 
7A(d)(6) of this chapter, Table A, of the 
Estate Tax Regulations. 

(ii) For actuarial factors showing the 
present worth at 10 percent of an annu-
ity for a term certain, an income inter-
est for a term certain, and a remainder 
interest postponed for a term certain, 
see § 20.2031–7A(d)(6) of this chapter, 
Table B, of the Estate Tax Regulations. 

(e) Valuation of annuities, unitrust in-
terests, interests for life or term of years, 
and remainder or reversionary interests 

transferred after April 30, 1989, and before 
May 1, 1999—(1) In general. Except as 
otherwise provided in §§ 25.2512–5(b) and 
25.7520–3(b) (pertaining to certain limi-
tations on the use of prescribed tables), 
if the valuation date of the transferred 
interest is after April 30, 1989, and be-
fore May 1, 1999, the fair market value 
of annuities, unitrust interests, life es-
tates, terms of years, remainders, and 
reversions transferred by gift is the 
present value of the interests deter-
mined by use of standard or special sec-
tion 7520 actuarial factors and the 
valuation methodology described in 
§ 25.2512–5(d). Sections 20.2031–7(d)(6) 
and 20.2031–7A(e)(4) of this chapter and 
related sections provide tables with 
standard actuarial factors and exam-
ples that illustrate how to use the ta-
bles to compute the present value of 
ordinary annuity, life, and remainder 
interests in property. These sections 
also refer to standard and special actu-
arial factors that may be necessary to 
compute the present value of similar 
interests in more unusual fact situa-
tions. These factors and examples are 
also generally applicable for gift tax 
purposes in computing the values of 
taxable gifts. 

(2) Transitional rule. (i) If the valu-
ation date of a transfer of an interest 
in property by gift is after April 30, 
1989, and before June 10, 1994, a donor 
can rely on Notice 89–24 (1989–1 C.B. 
660), or Notice 89–60 (1989–1 C.B. 700), in 
valuing the transferred interest. (See 
§ 601.601(d)(2)(ii)(b) of this chapter.) 

(ii) If a donor transferred an interest 
in property by gift after December 31, 
1988, and before May 1, 1989, retaining 
an interest in the same property, and 
after April 30, 1989, and before January 
1, 1990, transferred the retained inter-
est in property, the donor may, at the 
option of the donor, value the transfer 
of the retained interest under this 
paragraph (e) or paragraph (d) of this 
section. 

(3) Publications and actuarial computa-
tions by the Internal Revenue Service. 
Many standard actuarial factors not 
included in §§ 20.2031–7(d)(6) and 20.2031– 
7A(e)(4) of this chapter are included in 
Internal Revenue Service Publication 
1457, ‘‘Actuarial Values, Alpha Vol-
ume,’’ (8–89). Internal Revenue Service 
Publication 1457 also includes examples 
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that illustrate how to compute many 
special factors for more unusual situa-
tions. Publication 1457 is no longer 
available for purchase from the Super-
intendent of Documents, United States 
Government Printing Office, Wash-
ington, DC 20402. However, pertinent 
factors in this publication may be ob-
tained from: CC:DOM:CORP:R (IRS 
Publication 1457), room 5226, Internal 
Revenue Service, POB 7604, Ben Frank-
lin Station, Washington, DC 20044. If a 
special factor is required in the case of 
a completed gift, the Internal Revenue 
Service may furnish the factor to the 
donor upon a request for a ruling. The 
request for a ruling must be accom-
panied by a recitation of the facts in-
cluding a statement of the date of birth 
for each measuring life, the date of the 
gift, any other applicable dates, and a 
copy of the will, trust, or other rel-
evant documents. A request for a rul-
ing must comply with the instructions 
for requesting a ruling published peri-
odically in the Internal Revenue Bul-
letin (see §§ 601.201 and 
601.601(d)(2)(ii)(b) of this chapter) and 
include payment of the required user 
fee. 

[T.D. 8540, 59 FR 30173, June 10, 1994, as 
amended at 59 FR 30173, 30174, June 10, 1994; 
T.D. 8819, 64 FR 23226, Apr. 30, 1999; T.D. 8886, 
65 FR 36943, June 12, 2000] 

DEDUCTIONS 

§ 25.2519–1 Dispositions of certain life 
estates. 

(a) In general. If a donee spouse 
makes a disposition of all or part of a 
qualifying income interest for life in 
any property for which a deduction was 
allowed under section 2056(b)(7) or sec-
tion 2523(f) for the transfer creating the 
qualifying income interest, the donee 
spouse is treated for purposes of chap-
ters 11 and 12 of subtitle B of the Inter-
nal Revenue Code as transferring all 
interests in property other than the 
qualifying income interest. For exam-
ple, if the donee spouse makes a dis-
position of part of a qualifying income 
interest for life in trust corpus, the 
spouse is treated under section 2519 as 
making a transfer subject to chapters 
11 and 12 of the entire trust other than 
the qualifying income interest for life. 
Therefore, the donee spouse is treated 

as making a gift under section 2519 of 
the entire trust less the qualifying in-
come interest, and is treated for pur-
poses of section 2036 as having trans-
ferred the entire trust corpus, includ-
ing that portion of the trust corpus 
from which the retained income inter-
est is payable. A transfer of all or a 
portion of the income interest of the 
spouse is a transfer by the spouse under 
section 2511. See also section 2702 for 
special rules applicable in valuing the 
gift made by the spouse under section 
2519. 

(b) Presumption. Unless the donee 
spouse establishes to the contrary, sec-
tion 2519 applies to the entire trust at 
the time of the disposition. If a deduc-
tion is taken on either the estate or 
gift tax return with respect to the 
transfer which created the qualifying 
income interest, it is presumed that 
the deduction was allowed for purposes 
of section 2519. To avoid the applica-
tion of section 2519 upon a transfer of 
all or part of the donee spouse’s income 
interest, the donee spouse must estab-
lish that a deduction was not taken for 
the transfer of property which created 
the qualifying income interest. For ex-
ample, to establish that a deduction 
was not taken, the donee spouse may 
produce a copy of the estate or gift tax 
return filed with respect to the trans-
fer creating the qualifying income in-
terest for life establishing that no de-
duction was taken under section 
2056(b)(7) or section 2523(f). In addition, 
the donee spouse may establish that no 
return was filed on the original trans-
fer by the donor spouse because the 
value of the first spouse’s gross estate 
was below the threshold requirement 
for filing under section 6018. Similarly, 
the donee spouse could establish that 
the transfer creating the qualifying in-
come interest for life was made before 
the effective date of section 2056(b)(7) 
or section 2523(f), whichever is applica-
ble. 

(c) Amount treated as a transfer—(1) In 
general. The amount treated as a trans-
fer under this section upon a disposi-
tion of all or part of a qualifying in-
come interest for life in qualified ter-
minable interest property is equal to 
the fair market value of the entire 
property subject to the qualifying in-
come interest, determined on the date 
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of the disposition (including any accu-
mulated income and not reduced by 
any amount excluded from total gifts 
under section 2503(b) with respect to 
the transfer creating the interest), less 
the value of the qualifying income in-
terest in the property on the date of 
the disposition. The gift tax con-
sequences of the disposition of the 
qualifying income interest are deter-
mined separately under § 25.2511–2. See 
paragraph (c)(4) of this section for the 
effect of gift tax that the donee spouse 
is entitled to recover under section 
2207A. 

(2) Disposition of interest in property 
with respect to which a partial election 
was made. If, in connection with the 
transfer of property that created the 
spouse’s qualifying income interest for 
life, a deduction was allowed under sec-
tion 2056(b)(7) or section 2523(f) for less 
than the entire interest in the property 
(i.e., for a fractional or percentage 
share of the entire interest in the 
transferred property) the amount 
treated as a transfer by the donee 
spouse under this section is equal to 
the fair market value of the entire 
property subject to the qualifying in-
come interest on the date of the dis-
position, less the value of the quali-
fying income interest for life, multi-
plied by the fractional or percentage 
share of the interest for which the de-
duction was taken. 

(3) Reduction for distributions charged 
to nonelective portion of trust. The 
amount determined under paragraph 
(c)(2) of this section (if applicable) is 
appropriately reduced if— 

(i) The donee spouse’s interest is in a 
trust and distributions of principal 
have been made to the donee spouse; 

(ii) The trust provides that distribu-
tions of principal are made first from 
the qualified terminable interest share 
of the trust; and 

(iii) The donee spouse establishes the 
reduction in that share based on the 
fair market value of the trust assets at 
the time of each distribution. 

(4) Effect of gift tax entitled to be recov-
ered under section 2207A on the amount of 
the transfer. The amount treated as a 
transfer under paragraph (c)(1) of this 
section is further reduced by the 
amount the donee spouse is entitled to 
recover under section 2207A(b) (relating 

to the right to recover gift tax attrib-
utable to the remainder interest). If 
the donee spouse is entitled to recover 
gift tax under section 2207A(b), the 
amount of gift tax recoverable and the 
value of the remainder interest treated 
as transferred under section 2519 are 
determined by using the same inter-
related computation applicable for 
other transfers in which the transferee 
assumes the gift tax liability. The gift 
tax consequences of failing to exercise 
the right of recovery are determined 
separately under § 25.2207A–1(b). 

(5) Interest in previously severed trust. 
If the donee spouse’s interest is in a 
trust consisting of only qualified ter-
minable interest property, and the 
trust was previously severed (in com-
pliance with § 20.2056(b)–7(b)(2)(ii) of 
this chapter or § 25.2523(f)–l(b)(3)(ii) 
from a trust that, after the severance, 
held only property that was not quali-
fied terminable interest property, only 
the value of the property in the severed 
portion of the trust at the time of the 
disposition is treated as transferred 
under this section. 

(d) Identification of property trans-
ferred. If only part of the property in 
which a donee spouse has a qualifying 
income interest for life is qualified ter-
minable interest property, the donee 
spouse is, in the case of a disposition of 
all or part of the income interest with-
in the meaning of section 2519, deemed 
to have transferred a pro rata portion 
of the entire qualified terminable in-
terest property for purposes of this sec-
tion. 

(e) Exercise of power of appointment. 
The exercise by any person of a power 
to appoint qualified terminable inter-
est property to the donee spouse is not 
treated as a disposition under section 
2519, even though the donee spouse sub-
sequently disposes of the appointed 
property. 

(f) Conversion of qualified terminable 
interest property. The conversion of 
qualified terminable interest property 
into other property in which the donee 
spouse has a qualifying income interest 
for life is not, for purposes of this sec-
tion, treated as a disposition of the 
qualifying income interest. Thus, the 
sale and reinvestment of assets of a 
trust holding qualified terminable in-
terest property is not a disposition of 
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the qualifying income interest, pro-
vided that the donee spouse continues 
to have a qualifying income interest 
for life in the trust after the sale and 
reinvestment. Similarly, the sale of 
real property in which the spouse pos-
sesses a legal life estate and thus meets 
the requirements of qualified ter-
minable interest property, followed by 
the transfer of the proceeds into a 
trust which also meets the require-
ments of qualified terminable interest 
property, or by the reinvestment of the 
proceeds in income producing property 
in which the donee spouse has a quali-
fying income interest for life, is not 
considered a disposition of the quali-
fying income interest. On the other 
hand, the sale of qualified terminable 
interest property, followed by the pay-
ment to the donee spouse of a portion 
of the proceeds equal to the value of 
the donee spouse’s income interest, is 
considered a disposition of the quali-
fying income interest. 

(g) Examples. The following examples 
illustrate the application of paragraphs 
(a) through (f) of this section. Except 
as provided otherwise in the examples, 
assume that the decedent, D, was sur-
vived by spouse, S, that in each exam-
ple the section 2503(b) exclusion has al-
ready been fully utilized for each year 
with respect to the donee in question, 
that section 2503(e) is not applicable to 
the amount deemed transferred, and 
that the gift taxes on the amount 
treated as transferred under paragraph 
(c) are offset by S’s unified credit. The 
examples are as follows: 

Example 1. Transfer of the spouse’s life estate 
in residence. Under D’s will, a personal resi-
dence valued for estate tax purposes at 
$250,000 passes to S for life, and after S’s 
death to D’s children. D’s executor made a 
valid election to treat the property as quali-
fied terminable interest property. During 
1995, when the fair market value of the prop-
erty is $300,000 and the value of S’s life inter-
est in the property is $100,000, S makes a gift 
of S’s entire interest in the property to D’s 
children. Pursuant to section 2519, S makes a 
gift in the amount of $200,000 (i.e., the fair 
market value of the qualified terminable in-
terest property of $300,000 less the fair mar-
ket value of S’s qualifying income interest 
in the property of $100,000). In addition, 
under section 2511, S makes a gift of $100,000 
(i.e., the fair market value of S’s income in-
terest in the property). See § 25.2511–2. 

Example 2. Sale of spouse’s life estate. The 
facts are the same as in Example 1 except 
that during 1995, S sells S’s interest in the 
property to D’s children for $100,000. Pursu-
ant to section 2519, S makes a gift of $200,000 
($300,000 less $100,000 value of the qualifying 
income interest in the property). S does not 
make a gift of the income interest under sec-
tion 2511, because the consideration received 
for S’s income interest is equal to the value 
of the income interest. 

Example 3. Transfer of income interest in trust 
subject to partial election. D’s will established 
a trust valued for estate tax purposes at 
$500,000, all of the income of which is payable 
annually to S for life. After S’s death, the 
principal of the trust is to be distributed to 
D’s children. Assume that only 50 percent of 
the trust was treated as qualified terminable 
interest property. During 1995, S makes a 
gift of all of S’s interest in the trust to D’s 
children at which time the fair market value 
of the trust is $400,000 and the fair market 
value of S’s life income interest in the trust 
is $100,000. Pursuant to section 2519, S makes 
a gift of $150,000 (the fair market value of the 
qualified terminable interest property, 50 
percent of $400,000, less the $50,000 income in-
terest in the qualified terminable interest 
property). S also makes a gift pursuant to 
section 2511 of $100,000 (i.e., the fair market 
value of S’s life income interest). 

Example 4. Transfer of a portion of income in-
terest in trust subject to a partial election. The 
facts are the same as in Example 3 except 
that S makes a gift of only 40 percent of S’s 
interest in the trust. Pursuant to section 
2519, S makes a gift of $150,000 (i.e., the fair 
market value of the qualified terminable in-
terest property, 50 percent of $400,000, less 
the $50,000 value of S’s qualified income in-
terest in the qualified terminable interest 
property). S also makes a gift pursuant to 
section 2511 of $40,000 (i.e., the fair market 
value of 40 percent of S’s life income inter-
est). See also section 2702 for additional rules 
that may affect the value of the total 
amount of S’s gift under section 2519 to take 
into account the fact that S’s 30 percent re-
tained income interest attributable to the 
qualifying income interest is valued at zero 
under that section, thereby increasing the 
value of S’s section 2519 gift to $180,000. In 
addition, under § 25.2519–1(d), S’s disposition 
of 40 percent of the income interest is 
deemed to be a transfer of a pro rata portion 
of the qualified terminable interest property. 
Thus, assuming no further lifetime disposi-
tions by S, 30 percent (60 percent of 50 per-
cent) of the trust property is included in S’s 
gross estate under section 2036 and an adjust-
ment is made to S’s adjusted taxable gifts 
under section 2001(b)(1)(B). If S later disposes 
of all or a portion of the retained income in-
terest, see § 25.2702–6. 
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Example 5. Transfer of a portion of spouse’s 
interest in a trust from which corpus was pre-
viously distributed to the spouse. D’s will es-
tablished a trust valued for estate tax pur-
poses at $500,000, all of the income of which 
is payable annually to S for life. The trustee 
is granted the discretion to distribute trust 
principal to S. All appointments of principal 
must be made from the portion of the trust 
subject to the section 2056(b)(7) election. 
After S’s death, the principal of the trust is 
to be distributed to D’s children. The execu-
tor makes the section 2056(b)(7) election with 
respect to 50 percent of the trust. In 1994, 
pursuant to the terms of D’s will, the trustee 
distributed $50,000 of principal to S and 
charged the entire distribution to the quali-
fied terminable interest portion of the trust. 

Immediately prior to the distribution, the 
value of the entire trust was $550,000 and the 
value of the qualified terminable interest 
portion was $275,000 (50 percent of $550,000). 
Provided S can establish the above facts, the 
qualified terminable interest portion of the 
trust immediately after the distribution is 
$225,000 or 45 percent of the value of the trust 
($225,000/$500,000). In 1996, when the value of 
the trust is $400,000 and the value of S’s in-
come interest is $100,000, S makes a transfer 
of 40 percent of S’s income interest. S’s gift 
under section 2519 is $135,000; i.e., the fair 
market value of the qualified terminable in-
terest property, 45 percent of $400,000 
($180,000), less the value of the income inter-
est in the qualified terminable interest prop-
erty, $45,000 (45 percent of $100,000). S also 
makes a gift under section 2511 of $40,000; 
i.e., the fair market value of 40 percent of S’s 
income interest. S’s disposition of 40 percent 
of the income interest is deemed to be a 
transfer under section 2519 of the entire 45 
percent portion of the remainder subject to 
the section 2056(b)(7) election. Since S re-
tained 60 percent of the income interest, 27 
percent (60 percent of 45 percent) of the trust 
property is includible in S’s gross estate 
under section 2036. See also section 2702 and 
Example 4 as to the principles applicable in 
valuing S’s gift under section 2702 and ad-
justed taxable gifts upon S’s subsequent 
death. 

Example 6. Transfer of Spousal Annuity Pay-
able From Trust. D died prior to October 24, 
1992. D’s will established a trust valued for 
estate tax purposes at $500,000. The trust in-
strument required the trustee to pay an an-
nuity to S of $20,000 a year for life. All the 
trust income other than the amounts paid to 
S as an annuity are to be accumulated in the 
trust and may not be distributed during S’s 
lifetime to any person other than S. After 
S’s death, the principal of the trust is to be 
distributed to D’s children. Because D died 
prior to the effective date of section 1941 of 
the Energy Policy Act of 1992, S’s annuity in-
terest qualifies as a qualifying income inter-
est for life. Under § 20.2056(b)–7(e) of this 

chapter, based on an applicable 10 percent in-
terest rate, 40 percent of the property, or 
$200,000, is the value of the deductible inter-
est. During 1996, S makes a gift of the annu-
ity interest to D’s children at which time the 
fair market value of the trust is $800,000 and 
the fair market value of S’s annuity interest 
in the trust is $100,000. Pursuant to section 
2519, S is treated as making a gift of $220,000 
(the fair market value of the qualified ter-
minable interest property, 40 percent of 
$800,000 ($320,000), less the $100,000 annuity in-
terest in the qualified terminable interest 
property). S is also treated pursuant to sec-
tion 2511 as making a gift of $100,000 (the fair 
market value of S’s annuity interest). 

[T.D. 8522, 59 FR 9656, Mar. 1, 1994, as amend-
ed by T.D. 9077, 68 FR 42595, July 18, 2003] 

§ 25.2519–2 Effective date. 
Except as specifically provided in 

§ 25.2519–1(g), Example 6, the provisions 
of § 25.2519–1 are effective with respect 
to gifts made after March 1, 1994. With 
respect to gifts made on or before such 
date, the donee spouse of a section 
2056(b)(7) or section 2523(f) transfer may 
rely on any reasonable interpretation 
of the statutory provisions. For these 
purposes, the provisions of § 25.2519–1 
(as well as project LR–211–76, 1984–1 
C.B., page 598, see § 601.601(d)(2)(ii)(b) of 
this chapter), are considered a reason-
able interpretation of the statutory 
provisions. 

[T.D. 8522, 59 FR 9658, Mar. 1, 1994] 

§ 25.2521–1 Specific exemption. 
(a) In determining the amount of tax-

able gifts for the calendar quarter (cal-
endar year with respect to gifts made 
before January 1, 1971) there may be 
deducted, if the donor was a resident or 
citizen of the United States at the time 
the gifts were made, a specific exemp-
tion of $30,000, less the sum of the 
amounts claimed and allowed as an ex-
emption in prior calendar quarters or 
calendar years. The exemption, at the 
option of the donor, may be taken in 
the full amount of $30,000 in a single 
calendar quarter or calendar year, or 
be spread over a period of time in such 
amounts as the donor sees fit, but after 
the limit has been reached no further 
exemption is allowable. Except as oth-
erwise provided in a tax convention be-
tween the United States and another 
country, a donor who was a non-
resident not a citizen of the United 
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States at the time the gift or gifts were 
made is not entitled to this exemption. 
For the definition of calendar quarter 
see § 25.2502–1(c)(1). 

(b) No part of a donor’s lifetime spe-
cific exemption of $30,000 may be de-
ducted from the value of a gift attrib-
utable to his spouse where a husband 
and wife consent, under the provisions 
of section 2513, to have the gifts made 
during a calendar quarter or calendar 
year considered as made one-half by 
each of them. The ‘‘gift-splitting’’ pro-
visions of section 2513 do not authorize 
the filing of a joint gift tax return nor 
permit a donor to claim any of his 
spouse’s specific exemption. For exam-
ple, if a husband has no specific exemp-
tion remaining available, but his wife 
does, and the husband makes a gift to 
which his wife consents under the pro-
visions of section 2513, the specific ex-
emption remaining available may be 
claimed only on the return of the wife 
with respect to one-half of the gift. The 
husband may not claim any specific ex-
emption since he has none available. 

(c)(1) With respect to gifts made after 
December 31, 1970, the amount by 
which the specific exemption claimed 
and allowed in gift tax returns for prior 
calendar quarters and calendar years 
exceeds $30,000 is includible in deter-
mining the aggregate sum of the tax-
able gifts for preceding calendar years 
and calendar quarters. See paragraph 
(b) of § 25.2504–1. 

(2) With respect to gifts made before 
January 1, 1971, the amount by which 
the specific exemption claimed and al-
lowed in gift tax returns for prior cal-
endar years exceeds $30,000 is includible 
in determining the aggregate sum of 
the taxable gifts for preceding calendar 
years. See paragraph (b) of § 25.2504–1. 

[T.D. 7238, 37 FR 28732, Dec. 29, 1972] 

§ 25.2522(a)–1 Charitable and similar 
gifts; citizens or residents. 

(a) In determining the amount of tax-
able gifts for the ‘‘calendar period’’ (as 
defined in § 25.2502–1(c)(1)) there may be 
deducted, in the case of a donor who 
was a citizen or resident of the United 
States at the time the gifts were made, 
all gifts included in the ‘‘total amount 
of gifts’’ made by the donor during the 
calendar period (see section 2503 and 

the regulations thereunder) and made 
to or for the use of: 

(1) The United States, any State, 
Territory, or any political subdivision 
thereof, or the District of Columbia, 
for exclusively public purposes. 

(2) Any corporation, trust, commu-
nity chest, fund, or foundation orga-
nized and operated exclusively for reli-
gious charitable, scientific, literary, or 
educational purposes, including the en-
couragement of art and the prevention 
of cruelty to children or animals, if no 
part of the net earnings of the organi-
zation inures to the benefit of any pri-
vate shareholder or individual, if it is 
not disqualified for tax exemption 
under section 501(c)(3) by reason of at-
tempting to influence legislation, and 
if, in the case of gifts made after De-
cember 31, 1969, it does not participate 
in, or intervene in (including the pub-
lishing or distributing of statements), 
any political campaign on behalf of or 
in opposition to any candidate for pub-
lic office. 

(3) A fraternal society, order, or asso-
ciation, operating under the lodge sys-
tem, provided the gifts are to be used 
by the society, order or association ex-
clusively for one or more of the pur-
poses set forth in subparagraph (2) of 
this paragraph. 

(4) Any post or organization of war 
veterans or auxiliary unit or society 
thereof, if organized in the United 
States or any of its possessions, and if 
no part of its net earnings inures to the 
benefit of any private shareholder or 
individual. 
The deduction is not limited to gifts 
for use within the United States, or to 
gifts to or for the use of domestic cor-
porations, trusts, community chests, 
funds, or foundations, or fraternal soci-
eties, orders, or associations operating 
under the lodge system. An organiza-
tion will not be considered to meet the 
requirements of subparagraph (2) of 
this paragraph, or of paragraph (b) (2) 
or (3) of this section, if such organiza-
tion engages in any activity which 
would cause it to be classified as an 
‘‘action’’ organization under paragraph 
(c)(3) of § 1.501(c)(3)–1 of this chapter 
(Income Tax Regulations). For the de-
ductions for charitable and similar 
gifts made by a nonresident who was 
not a citizen of the United States at 
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the time the gifts were made, see 
§ 25.2522(b)–1. See §§ 25.2522(c)–1 and 
25.2522(c)–2 for rules relating to the dis-
allowance of deductions to trusts and 
organizations which engage in certain 
prohibited transactions or whose gov-
erning instruments do not contain cer-
tain specified requirements. 

(b) The deduction under section 2522 
is not allowed for a transfer to a cor-
poration, trust, community chest, 
fund, or foundation unless the organi-
zation or trust meets the following 
four tests: 

(1) It must be organized and operated 
exclusively for one or more of the spec-
ified purposes. 

(2) It must not be disqualified for tax 
exemption under section 501(c)(3) by 
reason of attempting to influence legis-
lation. 

(3) In the case of gifts made after De-
cember 31, 1969, it must not participate 
in, or intervene in (including the pub-
lishing or distributing of statements), 
any political campaign on behalf of any 
candidate for public office. 

(4) Its net earnings must not inure in 
whole or in part to the benefit of pri-
vate shareholders or individuals other 
than as legitimate objects of the ex-
empt purposes. 
For further limitations see § 25.2522(c)– 
1, relating to gifts to trusts and organi-
zations which have engaged in a pro-
hibited transaction described in sec-
tion 681(b)(2) or section 503(c). 

(c) In order to prove the right to the 
charitable, etc., deduction provided by 
section 2522 the donor must submit 
such data as may be requested by the 
Internal Revenue Service. As to the ex-
tent the deductions provided by this 
section are allowable, see section 2524. 

[T.D. 6334, 23 FR 8904, Nov. 15, 1958, as amend-
ed by T.D. 7012, 34 FR 7691, May 15, 1969; T.D. 
7238, 37 FR 28733, Dec. 29, 1972; T.D. 7318, 39 
FR 25457, July 11, 1974; T.D. 7910, 48 FR 40375, 
Sept. 7, 1983; T.D. 8308, 55 FR 35594, Aug. 31, 
1990] 

§ 25.2522(a)–2 Transfers not exclu-
sively for charitable, etc., purposes 
in the case of gifts made before Au-
gust 1, 1969. 

(a) Remainders and similar interests. If 
a trust is created or property is trans-
ferred for both a charitable and a pri-
vate purpose, deduction may be taken 

of the value of the charitable beneficial 
interest only insofar as that interest is 
presently ascertainable, and hence sev-
erable from the noncharitable interest. 
The present value of a remainder or 
other deferred payment to be made for 
a charitable purpose is to be deter-
mined in accordance with the rules 
stated in § 25.2512–5. Thus, if money or 
property is placed in trust to pay the 
income to an individual during his life, 
or for a term of years, and then to pay 
the principal to a charitable organiza-
tion, the present value of the remain-
der is deductible. If the interest in-
volved is such that its value is to be de-
termined by a special computation, see 
§ 25.2512–5(d)(4). If the Commissioner 
does not furnish the factor, the claim 
for deduction must be supported by a 
full statement of the computation of 
the present value made in accordance 
with the principles set forth in the ap-
plicable paragraph of § 25.2512–5. 

(b) Transfers subject to a condition or a 
power. If, as of the date of the gift, a 
transfer for charitable purposes is de-
pendent upon the performance of some 
act or the happening of a precedent 
event in order that it might become ef-
fective, no deduction is allowable un-
less the possibility that the charitable 
transfer will not become effective is so 
remote as to be negligible. If an estate 
or interest passes to or is vested in 
charity on the date of the gift and the 
estate or interest would be defeated by 
the performance of some act or the 
happening of some event, the occur-
rence of which appeared to have been 
highly improbable on the date of the 
gift, the deduction is allowable. If the 
donee or trustee is empowered to divert 
the property or fund, in whole or in 
part, to a use or purpose which would 
have rendered it, to the extent that it 
is subject to such power, not deductible 
had it been directly so given by the 
donor, the deduction will be limited to 
that portion of the property or fund 
which is exempt from the exercise of 
the power. The deduction is not al-
lowed in the case of a transfer in trust 
conveying to charity a present interest 
in income if by reason of all the condi-
tions and circumstances surrounding 
the transfer it appears that the charity 
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may not receive the beneficial enjoy-
ment of the interest. For example, as-
sume that assets placed in trust by the 
donor consists of stock in a corpora-
tion, the fiscal policies of which are 
controlled by the donor and his family, 
that the trustees and remaindermen 
are likewise members of the donor’s 
family, and that the governing instru-
ment contains no adequate guarantee 
of the requisite income to the chari-
table organization. Under such cir-
cumstances, no deduction will be al-
lowed. Similarly, if the trustees are 
not members of the donor’s family but 
have no power to sell or otherwise dis-
pose of closely held stock, or otherwise 
insure the requisite enjoyment of in-
come to the charitable organization, no 
deduction will be allowed. 

(c) Effective date. This section applies 
only to gifts made before August 1, 
1969. In the case of gifts made after 
July 31, 1969, see § 25.2522(c)–2. 

[T.D. 6334, 23 FR 8904, Nov. 15, 1958; 25 FR 
14021 Dec. 31, 1960, as amended by T.D. 7318, 
39 FR 25457, July 11, 1974; T.D. 8540, 59 FR 
30177, June 10, 1994] 

§ 25.2522(b)–1 Charitable and similar 
gifts; nonresidents not citizens. 

(a) The deduction for charitable and 
similar gifts, in the case of a non-
resident who was not a citizen of the 
United States at the time he made the 
gifts, is governed by the same rules as 
those applying to gifts by citizens or 
residents, subject, however, to the fol-
lowing exceptions: 

(1) If the gifts are made to or for the 
use of a corporation, the corporation 
must be one created or organized under 
the laws of the United States or of any 
State or Territory thereof. 

(2) If the gifts are made to or for the 
use of a trust, community chest, fund 
or foundation, or a fraternal society, 
order or association operating under 
the lodge system, the gifts must be for 
use within the United States exclu-
sively for religious, charitable, sci-
entific, literary or educational pur-
poses, including the encouragement of 
art and the prevention of cruelty to 
children or animals. 

(b) [Reserved] 

§ 25.2522(c)–1 Disallowance of chari-
table, etc., deductions because of 
‘‘prohibited transactions’’ in the 
case of gifts made before January 1, 
1970. 

(a) Sections 503(e) and 681(b)(5) pro-
vide that no deduction which would 
otherwise be allowable under section 
2522 for a gift for religious, charitable, 
scientific, literary or educational pur-
poses, including the encouragement of 
art and the prevention of cruelty to 
children or animals, is allowed if— 

(1) The gift is made in trust and, for 
income tax purposes for the taxable 
year of the trust in which the gift is 
made, the deduction otherwise allow-
able to the trust under section 642(c) is 
limited by section 681(b)(1) by reason of 
the trust having engaged in a prohib-
ited transaction described in section 
681(b)(2); or 

(2) The gift is made to any corpora-
tion, community chest, fund or founda-
tion which, for its taxable year in 
which the gift is made is not exempt 
from income tax under section 501(a) 
by reason of having engaged in a pro-
hibited transaction described in sec-
tion 503(c). 

(b) For purposes of section 503(e) and 
section 681(b)(5) the term ‘‘gift’’ in-
cludes any gift, contribution, or trans-
fer without adequate consideration. 

(c) Regulations relating to the in-
come tax contain the rules for the de-
termination of the taxable year of the 
trust for which the deduction under 
section 642(c) is limited by section 
681(b), and for the determination of the 
taxable year of the organization for 
which an exemption is denied under 
section 503(a). Generally, such taxable 
year is a taxable year subsequent to 
the taxable year during which the trust 
or organization has been notified by 
the Internal Revenue Service that it 
has engaged in a prohibited trans-
action. However, if the trust or organi-
zation during or prior to the taxable 
year entered into the prohibited trans-
action for the purpose of diverting its 
corpus or income from the charitable 
or other purposes by reason of which it 
is entitled to a deduction or exemption, 
and the transaction involves a substan-
tial part of such income or corpus, then 
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the deduction of the trust under sec-
tion 642(c) for such taxable year is lim-
ited by section 681(b), or the exemption 
of the organization for such taxable 
year is denied under section 503(a), 
whether or not the organization has 
previously received notification by the 
Internal Revenue Service that it has 
engaged in a prohibited transaction. In 
certain cases, the limitation of section 
503 or 681 may be removed or the ex-
emption may be reinstated for certain 
subsequent taxable years under the 
rules set forth in the income tax regu-
lations under sections 503 and 681. 

(d) In cases in which prior notifica-
tion by the Internal Revenue Service is 
not required in order to limit the de-
duction of the trust under section 
681(b), or to deny exemption of the or-
ganization under section 503, the de-
duction otherwise allowable under 
§ 25.2522(a)–1 is not disallowed with re-
spect to gifts made during the same 
taxable year of the trust or organiza-
tion in which a prohibited transaction 
occurred, or in a prior taxable year, un-
less the donor or a member of his fam-
ily was a party to the prohibited trans-
action. For purposes of the preceding 
sentence, the members of the donor’s 
family include only his brothers and 
sisters (whether by whole or half 
blood), spouse, ancestors, and lineal de-
scendants. 

(e) This section applies only to gifts 
made before January 1, 1970. In the 
case of gifts made after December 31, 
1969, see § 25.2522(c)–2. 

[T.D. 6334, 23 FR 8904, Nov. 15, 1958; 25 FR 
14021, Dec. 31, 1960, as amended by T.D. 7318, 
39 FR 25458, July 11, 1974] 

§ 25.2522(c)–2 Disallowance of chari-
table, etc., deductions in the case of 
gifts made after December 31, 1969. 

(a) Organizations subject to section 
507(c) tax. Section 508(d)(1) provides 
that, in the case of gifts made after De-
cember 31, 1969, a deduction which 
would otherwise be allowable under 
section 2522 for a gift to or for the use 
of an organization upon which the tax 
provided by section 507(c) has been im-
posed shall not be allowed if the gift is 
made by the donor after notification is 
made under section 507(a) or if the 
donor is a substantial contributor (as 
defined in section 507(d)(2)) who makes 

such gift in his taxable year (as defined 
in section 441) which includes the first 
day on which action is taken by such 
organization that culminates in the 
imposition of the tax under section 
507(c) and any subsequent taxable year. 
This paragraph does not apply if the 
entire amount of the unpaid portion of 
the tax imposed by section 507(c) is 
abated under section 507(g) by the Com-
missioner or his delegate. 

(b) Taxable private foundations, section 
4947 trusts, etc. Section 508(d)(2) pro-
vides that, in the case of gifts made 
after December 31, 1969, a deduction 
which would otherwise be allowable 
under section 2522 shall not be allowed 
if the gift is made to or for the use of— 

(1) A private foundation or a trust de-
scribed in section 4947(a)(2) in a taxable 
year of such organization for which 
such organization fails to meet the 
governing instrument requirements of 
section 508(e) (determined without re-
gard to section 508(e)(2) (B) and (C)), or 

(2) Any organization in a period for 
which it is not treated as an organiza-
tion described in section 501(c)(3) by 
reason of its failure to give notifica-
tion under section 508(a) of its status 
to the Commissioner. 

For additional rules, see § 1.508–2(b)(1) 
of this chapter (Income Tax Regula-
tions). 

(c) Foreign organizations with substan-
tial support from foreign sources. Section 
4948(c)(4) provides that, in the case of 
gifts made after December 31, 1969, a 
deduction which would otherwise be al-
lowable under section 2522 for a gift to 
or for the use of a foreign organization 
which has received substantially all of 
its support (other than gross invest-
ment income) from sources without the 
United States shall not be allowed if 
the gift is made (1) after the date on 
which the Commissioner has published 
notice that he has notified such organi-
zation that it has engaged in a prohib-
ited transaction, or (2) in a taxable 
year of such organization for which it 
is not exempt from taxation under sec-
tion 501(a) because it has engaged in a 
prohibited transaction after December 
31, 1969. 

[T.D. 7318, 39 FR 25458, July 11, 1974] 
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§ 25.2522(c)–3 Transfers not exclusively 
for charitable, etc., purposes in the 
case of gifts made after July 31, 
1969. 

(a) Remainders and similar interests. If 
a trust is created or property is trans-
ferred for both a charitable and a pri-
vate purpose, deduction may be taken 
of the value of the charitable beneficial 
interest only insofar as that interest is 
presently ascertainable, and hence sev-
erable from the noncharitable interest. 

(b) Transfers subject to a condition or a 
power. (1) If, as of the date of the gift, 
a transfer for charitable purposes is de-
pendent upon the performance of some 
act or of the happening of a precedent 
event in order that it might become ef-
fective, no deduction is allowable un-
less the possibility that the charitable 
transfer will not become effective is so 
remote as to be negligible. If an estate 
or interest has passed to, or is vested 
in, charity on the date of the gift and 
the estate or interest would be defeated 
by the performance of some act or the 
happening of some event, the possi-
bility of occurrence of which appeared 
on such date to be so remote as to be 
negligible, the deduction is allowable. 
If the donee or trustee is empowered to 
divert the property or fund, in whole or 
in part, to a use or purpose which 
would have rendered it, to the extent 
that it is subject to such power, not de-
ductible had it been directly so given 
by the donor, the deduction will be lim-
ited to that portion, if any, of the prop-
erty or fund which is exempt from an 
exercise of the power. 

(2) The application of this paragraph 
may be illustrated by the following ex-
amples: 

Example (1). In 1965, A transfers certain 
property in trust in which charity is to re-
ceive the income for his life. The assets 
placed in trust by the donor consist of stock 
in a corporation the fiscal policies of which 
are controlled by the donor and his family. 
The trustees of the trust and the remain-
derman are members of the donor’s family 
and the governing instrument contains no 
adequate guarantee of the requisite income 
to the charitable organization. Under such 
circumstances, no deduction will be allowed. 
Similarly, if the trustees are not members of 
the donor’s family but have no power to sell 
or otherwise dispose of the closely held 
stock, or otherwise insure the requisite en-
joyment of income to the charitable organi-
zation, no deduction will be allowed. 

Example (2). C transfers a tract of land to a 
city government for as long as the land is 
used by the city for a public park. If on the 
date of gift the city does plan to use the land 
for a public park and the possibility that the 
city will not use the land for a public park is 
so remote as to be negligible, a deduction 
will be allowed. 

(c) Transfers of partial interest in prop-
erty—(1) Disallowance of deduction—(i) 
In general. If a donor transfers an inter-
est in property after July 31, 1969, for 
charitable purposes and an interest in 
the same property is retained by the 
donor, or is transferred or has been 
transferred for private purposes after 
such date (for less than an adequate 
and full consideration in money or 
money’s worth), no deduction is al-
lowed under section 2522 for the value 
of the interest which is transferred or 
has been transferred for charitable pur-
poses unless the interest in property is 
a deductible interest described in sub-
paragraph (2) of this paragraph. The 
principles that are used in applying 
section 2523 and the regulations there-
under shall apply for purposes of deter-
mining under this paragraph (c)(1)(i) 
whether an interest in property is re-
tained by the donor, or is transferred 
or has been transferred by the donor. 
If, however, as of the date of the gift, a 
retention of any interest by a donor, or 
a transfer for a private purpose, is de-
pendent upon the performance of some 
act or the happening of a precedent 
event in order that it may become ef-
fective, an interest in property will be 
considered retained by the donor, or 
transferred for a private purpose, un-
less the possibility of occurrence of 
such act or event is so remote as to be 
negligible. The application of this 
paragraph (c)(1)(i) may be illustrated 
by the following examples, in each of 
which it is assumed that the property 
interest which is transferred for pri-
vate purposes is not transferred for an 
adequate and full consideration in 
money or money’s worth: 

Example (1). In 1973, H creates a trust which 
is to pay the income of the trust to W for her 
life, the reversionary interest in the trust 
being retained by H. In 1975, H gives the re-
versionary interest to charity, while W is 
still living. For purposes of this paragraph 
(c)(1)(i), interests in the same property have 
been transferred by H for charitable purposes 
and for private purposes. 
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Example (2). In 1973, H creates a trust which 
is to pay the income of the trust to W for her 
life and upon termination of the life estate 
to transfer the remainder to S. In 1975, S 
gives his remainder interest to charity, 
while W is still living. For purposes of this 
paragraph (c)(1)(i), interests in the same 
property have not been transferred by H or S 
for charitable purposes and for private pur-
poses. 

Example (3). H transfers Blackacre to A by 
gift, reserving the right to the rentals of 
Blackacre for a term of 20 years. After 4 
years H transfers the right to the remaining 
rentals to charity. For purposes of this para-
graph (c)(1)(i) the term ‘‘property’’ refers to 
Blackacre, and the right to rentals from 
Blackacre consist of an interest in 
Blackacre. An interest in Blackacre has been 
transferred by H for charitable purposes and 
for private purposes. 

Example (4). H transfers property in trust 
for the benefit of A and a charity. An annu-
ity of $5,000 a year is to be paid to charity for 
20 years. Upon termination of the 20-year 
term the corpus is to be distributed to A if 
living. However, if A should die during the 
20-year term, the corpus is to be distributed 
to charity upon termination of the term. An 
interest in property has been transferred by 
H for charitable purposes. In addition, an in-
terest in the same property has been trans-
ferred by H for private purposes unless the 
possibility that A will survive the 20-year 
term is so remote as to be negligible. 

Example (5). H transfers property in trust, 
under the terms of which an annuity of $5,000 
a year is to be paid to charity for 20 years. 
Upon termination of the term, the corpus is 
to pass to such of A’s children and their issue 
as A may appoint. However, if A should die 
during the 20-year term without exercising 
the power of appointment, the corpus is to be 
distributed to charity upon termination of 
the term. Since the possible appointees in-
clude private persons, an interest in the cor-
pus of the trust is considered to have been 
transferred by H for private purposes. 

(ii) Works of art and copyright treated 
as separate properties. For purposes of 
paragraphs (c)(1)(i) and (c)(2) of this 
section, rules similar to the rules in 
§ 20.2055–2(e)(1)(ii) shall apply in the 
case of transfers made after December 
31, 1981. 

(2) Deductible interests. A deductible 
interest for purposes of subparagraph 
(1) of this paragraph is a charitable in-
terest in property where— 

(i) Undivided portion of donor’s entire 
interest. The charitable interest is an 
undivided portion, not in trust, of the 
donor’s entire interest in property. An 
undivided portion of a donor’s entire 

interest in property must consist of a 
fraction or percentage of each and 
every substantial interest or right 
owned by the donor in such property 
and must extend over the entire term 
of the donor’s interest in such property 
and in other property into which such 
property is converted. For example, if 
the donor gave a life estate in an office 
building to his wife for her life and re-
tained a reversionary interest in the 
office building, the gift by the donor of 
one-half of that reversionary interest 
to charity while his wife is still alive 
will not be considered the transfer of a 
deductible interest; because an interest 
in the same property has already 
passed from the donor for private pur-
poses, the reversionary interest will 
not be considered the donor’s entire in-
terest in the property. If, on the other 
hand, the donor had been given a life 
estate in Blackacre for the life of his 
wife and the donor had no other inter-
est in Blackacre on or before the time 
of gift, the gift by the donor of one-half 
of that life estate to charity would be 
considered the transfer of a deductible 
interest; because the life estate would 
be considered the donor’s entire inter-
est in the property, the gift would be of 
an undivided portion of such entire in-
terest. An undivided portion of a do-
nor’s entire interest in property in-
cludes an interest in property whereby 
the charity is given the right, as a ten-
ant in common with the donor, to pos-
session, dominion, and control of the 
property for a portion of each year ap-
propriate to its interest in such prop-
erty. However, except as provided in 
paragraphs (c)(2)(ii), (iii), and (iv) of 
this section, for purposes of this sub-
division a charitable contribution of an 
interest in property not in trust where 
the decedent transfers some specific 
rights to one party and transfers other 
substantial rights to another party will 
not be considered a contribution of a 
undivided portion of the decedent’s en-
tire interest in property. A gift of an 
open space easement in gross in per-
petuity shall be considered a gift of a 
undivided portion of the donor’s entire 
interest in property. A gift to charity 
made on or before December 17, 1980, of 
an open space easement in gross in per-
petuity shall be considered the transfer 
to charity of an undivided portion of 
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the donor’s entire interest in prop-
erty.’’. 

(ii) Remainder interest in a personal 
residence. The charitable interest is an 
irrevocable remainder interest, not in 
trust, in a personal residence. Thus, for 
example, if the donor gives to charity a 
remainder interest in a personal resi-
dence and retains an estate in such 
property for life or a term of years the 
value of such remainder interest is de-
ductible under section 2522. For pur-
poses of this subdivision, the term 
‘‘personal residence’’ means any prop-
erty which is used by the donor as his 
personal residence even though it is 
not used as his principal residence. For 
example, a donor’s vacation home may 
be a personal residence for purposes of 
this subdivision. The term ‘‘personal 
residence’’ also includes stock owned 
by the donor on the date of gift as a 
tenant-stockholder in a cooperative 
housing corporation (as those terms 
are defined in section 216(b) (1) and (2)) 
if the dwelling which the donor is enti-
tled to occupy as such stockholder is 
used by him as his personal residence. 

(iii) Remainder interest in a farm. The 
charitable interest is an irrevocable re-
mainder interest, not in trust, in a 
farm. Thus, for example, if the donor 
gives to charity a remainder interest in 
a farm and retains an estate in such 
property for life or a term of years, the 
value of such remainder interest is de-
ductible under section 2522. For pur-
poses of this subdivision, the term 
‘‘farm’’ means any land used by the 
donor or his tenant for the production 
of crops, fruits, or other agricultural 
products or for the sustenance of live-
stock. The term ‘‘livestock’’ includes 
cattle, hogs, horses, mules, donkeys, 
sheep, goats, captive fur-bearing ani-
mals, chickens, turkeys, pigeons, and 
other poultry. A farm includes the im-
provements thereon. 

(iv) Qualified conservation contribu-
tion. The charitable interest is a quali-
fied conservation contribution. For the 
definition of a qualified conservation 
contribution, see § 1.170A–14. 

(v) Charitable remainder trust and 
pooled income funds. The charitable in-
terest is a remainder interest in a trust 
which is a charitable remainder annu-
ity trust, as defined in section 664(d)(1) 
and § 1.664–2 of this chapter; a chari-

table remainder unitrust, as defined in 
section 664(d) (2) and (3) and § 1.664–3 of 
this chapter; or a pooled income fund, 
as defined in section 642(c)(5) and 
§ 1.642(c)–5 of this chapter. The chari-
table organization to or for the use of 
which the remainder interest is trans-
ferred must meet the requirements of 
both section 2522 (a) or (b) and section 
642(c)(5)(A), section 664(d)(1)(C), or sec-
tion 664(d)(2)(C), whichever applies. For 
example, the charitable organization 
to which the remainder interest in a 
charitable remainder annuity trust is 
transferred may not be a foreign cor-
poration. 

(vi) Guaranteed annuity interest. (a) 
The charitable interest is a guaranteed 
annuity interest, whether or not such 
interest is in trust. For purposes of this 
paragraph (c)(2)(vi), the term ‘‘guaran-
teed annuity interest’’ means an irrev-
ocable right pursuant to the instru-
ment of transfer to receive a guaran-
teed annuity. A guaranteed annuity is 
an arrangement under which a deter-
minable amount is paid periodically, 
but not less often than annually, for a 
specified term of years or for the life or 
lives of certain individuals, each of 
whom must be living at the date of the 
gift and can be ascertained at such 
date. Only one or more of the following 
individuals may be used as measuring 
lives: the donor, the donor’s spouse, 
and an individual who, with respect to 
all remainder beneficiaries (other than 
charitable organizations described in 
section 170, 2055, or 2522), is either a 
lineal ancestor or the spouse of a lineal 
ancestor of those beneficiaries. A trust 
will satisfy the requirement that all 
noncharitable remainder beneficiaries 
are lineal descendants of the individual 
who is the measuring life, or that indi-
vidual’s spouse, if there is less than a 
15% probability that individuals who 
are not lineal descendants will receive 
any trust corpus. This probability 
must be computed, based on the cur-
rent applicable Life Table contained in 
§ 20.2031–7, at the time property is 
transferred to the trust taking into ac-
count the interests of all primary and 
contingent remainder beneficiaries 
who are living at that time. An inter-
est payable for a specified term of 
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years can qualify as a guaranteed an-
nuity interest even if the governing in-
strument contains a savings clause in-
tended to ensure compliance with a 
rule against perpetuities. The savings 
clause must utilize a period for vesting 
of 21 years after the deaths of meas-
uring lives who are selected to maxi-
mize, rather than limit, the term of the 
trust. The rule in this paragraph that a 
charitable interest may be payable for 
the life or lives of only certain speci-
fied individuals does not apply in the 
case of a charitable guaranteed annu-
ity interest payable under a charitable 
remainder trust described in section 
664. An amount is determinable if the 
exact amount which must be paid 
under the conditions specified in the 
instrument of transfer can be 
ascertained as of the date of gift. For 
example, the amount to be paid may be 
a stated sum for a term of years, or for 
the life of the donor, at the expiration 
of which it may be changed by a speci-
fied amount, but it may not be redeter-
mined by reference to a fluctuating 
index such as the cost of living index. 
In further illustration, the amount to 
be paid may be expressed as a fraction 
or percentage of the cost of living 
index on the date of gift. 

(b) A charitable interest is a guaran-
teed annuity interest only if it is a 
guaranteed annuity interest in every 
respect. For example, if the charitable 
interest is the right to receive from a 
trust each year a payment equal to the 
lesser of a sum certain or a fixed per-
centage of the net fair market value of 
the trust assets, determined annually, 
such interest is not a guaranteed annu-
ity interest. 

(c) Where a charitable interest in the 
form of a guaranteed annuity interest 
is not in trust, the interest will be con-
sidered a guaranteed annuity interest 
only if it is to be paid by an insurance 
company or by an organization regu-
larly engaged in issuing annuity con-
tracts. 

(d) Where a charitable interest in the 
form of a guaranteed annuity interest 
is in trust, the governing instrument of 
the trust may provide that income of 
the trust which is in excess of the 
amount required to pay the guaranteed 
annuity interest shall be paid to or for 
the use of a charity. Nevertheless, the 

amount of the deduction under section 
2522 shall be limited to the fair market 
value of the guaranteed annuity inter-
est as determined under paragraph 
(d)(2)(iv) of this section. 

(e) Where a charitable interest in the 
form of a guaranteed annuity interest 
is in trust and the present value on the 
date of gift of all income interests for 
a charitable purpose exceeds 60 percent 
of the aggregate fair market value of 
all amounts in such trust (after the 
payment of liabilities), the charitable 
interest will not be considered a guar-
anteed annuity interest unless the gov-
erning instrument of the trust pro-
hibits both the acquisition and the re-
tention of assets which would give rise 
to a tax under section 4944 if the trust-
ee had acquired such assets. The re-
quirement in this (e) for a prohibition 
in the governing instrument against 
the retention of assets which would 
give rise to a tax under section 4944 if 
the trustee had acquired the assets 
shall not apply to a gift made on or be-
fore May 21, 1972. 

(f) Where a charitable interest in the 
form of a guaranteed annuity interest 
is in trust, and the gift of such interest 
is made after May 21, 1972, the chari-
table interest generally is not a guar-
anteed annuity interest if any amount 
may be paid by the trust for a private 
purpose before the expiration of all the 
charitable annuity interests. There are 
two exceptions to this general rule. 
First, the charitable interest is a guar-
anteed annuity interest if the amount 
payable for a private purpose is in the 
form of a guaranteed annuity interest 
and the trust’s governing instrument 
does not provide for any preference or 
priority in the payment of the private 
annuity as opposed to the charitable 
annuity. Second, the charitable inter-
est is a guaranteed annuity interest if 
under the trust’s governing instrument 
the amount that may be paid for a pri-
vate purpose is payable only from a 
group of assets that are devoted exclu-
sively to private purposes and to which 
section 4947(a)(2) is inapplicable by rea-
son of section 4947(a)(2)(B). For pur-
poses of this paragraph (c)(2)(vi)(f), an 
amount is not paid for a private pur-
pose if it is paid for an adequate and 
full consideration in money or money’s 
worth. See § 53.4947–1(c) of this chapter 
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for rules relating to the inapplicability 
of section 4947(a)(2) to segregated 
amounts in a split-interest trust. 

(g) For rules relating to certain gov-
erning instrument requirements and to 
the imposition of certain excise taxes 
where the guaranteed annuity interest 
is in trust and for rules governing pay-
ment of private income interests by a 
split-interest trust, see section 
4947(a)(2) and (b)(3)(A), and the regula-
tions thereunder. 

(vii) Unitrust interest. (a) The chari-
table interest is a unitrust interest, 
whether or not such interest is in 
trust. For purposes of this paragraph 
(c)(2)(vii), the term ‘‘unitrust interest’’ 
means an irrevocable right pursuant to 
the instrument of transfer to receive 
payment, not less often than annually, 
of a fixed percentage of the net fair 
market value, determined annually, of 
the property which funds the unitrust 
interest. In computing the net fair 
market value of the property which 
funds the unitrust interest, all assets 
and liabilities shall be taken into ac-
count without regard to whether par-
ticular items are taken into account in 
determining the income from the prop-
erty. The net fair market value of the 
property which funds the unitrust in-
terest may be determined on any one 
date during the year or by taking the 
average of valuations made on more 
than one date during the year, provided 
that the same valuation date or dates 
and valuation methods are used each 
year. Where the charitable interest is a 
unitrust interest to be paid by a trust 
and the governing instrument of the 
trust does not specify the valuation 
date or dates, the trustee shall select 
such date or dates and shall indicate 
his selection on the first return on 
Form 1041 which the trust is required 
to file. Payments under a unitrust in-
terest may be paid for a specified term 
of years or for the life or lives of cer-
tain individuals, each of whom must be 
living at the date of the gift and can be 
ascertained at such date. Only one or 
more of the following individuals may 
be used as measuring lives: the donor, 
the donor’s spouse, and an individual 
who, with respect to all remainder 
beneficiaries (other than charitable or-
ganizations described in section 170, 
2055, or 2522), is either a lineal ancestor 

or the spouse of a lineal ancestor of 
those beneficiaries. A trust will satisfy 
the requirement that all noncharitable 
remainder beneficiaries are lineal de-
scendants of the individual who is the 
measuring life, or that individual’s 
spouse, if there is less than a 15% prob-
ability that individuals who are not 
lineal descendants will receive any 
trust corpus. This probability must be 
computed, based on the current appli-
cable Life Table contained in § 20.2031– 
7, at the time property is transferred to 
the trust taking into account the in-
terests of all primary and contingent 
remainder beneficiaries who are living 
at that time. An interest payable for a 
specified term of years can qualify as a 
unitrust interest even if the governing 
instrument contains a savings clause 
intended to ensure compliance with a 
rule against perpetuities. The savings 
clause must utilize a period for vesting 
of 21 years after the deaths of meas-
uring lives who are selected to maxi-
mize, rather than limit, the term of the 
trust. The rule in this paragraph that a 
charitable interest may be payable for 
the life or lives of only certain speci-
fied individuals does not apply in the 
case of a charitable unitrust interest 
payable under a charitable remainder 
trust described in section 664. 

(b) A charitable interest is a unitrust 
interest only if it is a unitrust interest 
in every respect. For example, if the 
charitable interest is the right to re-
ceive from a trust each year a payment 
equal to the lesser of a sum certain or 
a fixed percentage of the net fair mar-
ket value of the trust assets, deter-
mined annually, such interest is not a 
unitrust interest. 

(c) Where a charitable interest in the 
form of a unitrust interest is not in 
trust, the interest will be considered a 
unitrust interest only if it is to be paid 
by an insurance company or by an or-
ganization regularly engaged in issuing 
interests otherwise meeting the re-
quirements of a unitrust interest. 

(d) Where a charitable interest in the 
form of a unitrust interest is in trust, 
the governing instrument of the trust 
may provide that income of the trust 
which is in excess of the amount re-
quired to pay the unitrust interest 
shall be paid to or for the use of a char-
ity. Nevertheless, the amount of the 
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deduction under section 2522 shall be 
limited to the fair market value of the 
unitrust interest as determined under 
paragraph (d)(2)(v) of this section. 

(e) Where a charitable interest in the 
form of a unitrust interest is in trust, 
the charitable interest generally is not 
a unitrust interest if any amount may 
be paid by the trust for a private pur-
pose before the expiration of all the 
charitable unitrust interests. There are 
two exceptions to this general rule. 
First, the charitable interest is a 
unitrust interest if the amount payable 
for a private purpose is in the form of 
a unitrust interest and the trust’s gov-
erning instrument does not provide for 
any preference or priority in the pay-
ment of the private unitrust interest as 
opposed to the charitable unitrust in-
terest. Second, the charitable interest 
is a unitrust interest if under the 
trust’s governing instrument the 
amount that may be paid for a private 
purpose is payable only from a group of 
assets that are devoted exclusively to 
private purposes and to which section 
4947(a)(2) is inapplicable by reason of 
section 4947(a)(2)(B). For purposes of 
this paragraph (c)(2)(vii)(e), an amount 
is not paid for a private purpose if it is 
paid for an adequate and full consider-
ation in money or money’s worth. See 
§ 53.4947–1(c) of this chapter for rules re-
lating to the inapplicability of section 
4947(a)(2) to segregated amounts in a 
split-interest trust. 

(f) For rules relating to certain gov-
erning instrument requirements and to 
the imposition of certain excise taxes 
where the unitrust interest is in trust 
and for rules governing payment of pri-
vate income interests by a split-inter-
est trust, see sections 4947(a)(2) and 
(b)(3)(A), and the regulations there-
under. 

(d) Valuation of charitable interest—(1) 
In general. The amount of the deduc-
tion in the case of a contribution of a 
partial interest in property to which 
this section applies is the fair market 
value of the partial interest on the 
date of gift. The fair market value of 
an annuity, life estate, term for years, 
remainder, reversion or unitrust inter-
est is its present value. 

(2) Certain transfers after July 31, 1969. 
In the case of a transfer after July 31, 
1969, of an interest described in para-

graph (c)(2) (v), (vi), or (vii) of this sec-
tion, the present value of such interest 
is to be determined under the following 
rules: 

(i) The present value of a remainder 
interest in a charitable remainder an-
nuity trust is to be determined under 
§ 1.664–2(c) of this chapter (Income Tax 
Regulations). 

(ii) The present value of a remainder 
interest in a charitable remainder 
unitrust is to be determined under 
§ 1.664–4 of this chapter. 

(iii) The present value of a remainder 
interest in a pooled income fund is to 
be determined under § 1.642(c)–6 of this 
chapter. 

(iv) The present value of a guaran-
teed annuity interest described in para-
graph (c)(2)(vi) of this section is to be 
determined under § 25.2512–5, except 
that, if the annuity is issued by a com-
pany regularly engaged in the sale of 
annuities, the present value is to be de-
termined under § 25.2512–6. If by reason 
of all the conditions and circumstances 
surrounding a transfer of an income in-
terest in property in trust it appears 
that the charity may not receive the 
beneficial enjoyment of the interest, a 
deduction will be allowed under section 
2522 only for the minimum amount it is 
evident the charity will receive. 

Example (1). In 1975, B transfers $20,000 in 
trust with the requirement that a designated 
charity be paid a guaranteed annuity inter-
est (as defined in paragraph (c)(2)(vi) of this 
section) of $4,100 a year, payable annually at 
the end of each year for a period of 6 years 
and that the remainder be paid to his chil-
dren. The fair market value of an annuity of 
$4,100 a year for a period of 6 years is 
$20,160.93 ($4,100 × 4.9173), as determined 
under § 25.2512–5A(c). The deduction with re-
spect to the guaranteed annuity interest will 
be limited to $20,000, which is the minimum 
amount it is evident the charity will receive. 

Example (2). In 1975, C transfers $40,000 in 
trust with the requirement that D, an indi-
vidual, and X Charity be paid simultaneously 
guaranteed annuity interests (as defined in 
paragraph (c)(2)(vi) of this section) of $5,000 a 
year each, payable annually at the end of 
each year, for a period of 5 years and that 
the remainder be paid to C’s children. The 
fair market value of two annuities of $5,000 
each a year for a period of 5 years is $42,124 
([$5,000 × 4.2124] × 2), as determined under 
§ 25.2512–5A(c). The trust instrument provides 
that in the event the trust fund is insuffi-
cient to pay both annuities in a given year, 
the trust fund will be evenly divided between 
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the charitable and private annuitants. The 
deduction with respect to the charitable an-
nuity will be limited to $20,000, which is the 
minimum amount it is evident the charity 
will receive. 

Example (3). In 1975, D transfers $65,000 in 
trust with the requirement that a guaran-
teed annuity interest (as defined in para-
graph (c)(2)(vi) of this section) of $5,000 a 
year, payable annually at the end of each 
year, be paid to Y Charity for a period of 10 
years and that a guaranteed annuity interest 
(as defined in paragraph (c)(2)(vi) of this sec-
tion) of $5,000 a year, payable annually at the 
end of each year, be paid to W, his wife, aged 
62, for 10 years or until her prior death. The 
annuities are to be paid simultaneously, and 
the remainder is to be paid to D’s children. 
The fair market value of the private annuity 
is $33,877 ($5,000 × 6.7754), as determined pur-
suant to § 25.2512–5A(c) and by the use of fac-
tors involving one life and a term of years as 
published in Publication 723A (12–70). The 
fair market value of the charitable annuity 
is $36,800.50 ($5,000 × 7.3601), as determined 
under § 25.2512–5A(c). It is not evident from 
the governing instrument of the trust or 
from local law that the trustee would be re-
quired to apportion the trust fund between 
the wife and charity in the event the fund 
were insufficient to pay both annuities in a 
given year. Accordingly, the deduction with 
respect to the charitable annuity will be lim-
ited to $31,123 ($65,000 less $33,877 [the value 
of the private annuity]), which is the min-
imum amount it is evident the charity will 
receive. 

(v) The present value of a unitrust in-
terest described in paragraph (c)(2)(vii) 
of this section is to be determined by 
subtracting the present value of all in-
terests in the transferred property 
other than the unitrust interest from 
the fair market value of the trans-
ferred property. 

(3) Other transfers. The present value 
of an interest not described in para-
graph (d)(2) of this section is to be de-
termined under § 25.2512–5. 

(4) Special computations. If the inter-
est transferred is such that its present 
value is to be determined by a special 
computation, a request for a special 
factor, accompanied by a statement of 
the date of birth and sex of each indi-
vidual the duration of whose life may 
affect the value of the interest, and by 
copies of the relevant instruments, 
may be submitted by the donor to the 
Commissioner who may, if conditions 
permit, supply the factor requested. If 
the Commissioner furnishes the factor, 
a copy of the letter supplying the fac-

tor must be attached to the tax return 
in which the deduction is claimed. If 
the Commissioner does not furnish the 
factor, the claim for deduction must be 
supported by a full statement of the 
computation of the present value made 
in accordance with the principles set 
forth in this paragraph. 

(e) Effective date. This section applies 
only to gifts made after July 31, 1969. 
In addition, the rule in paragraphs 
(c)(2)(vi)(a) and (vii)(a) of this section 
that guaranteed annuity interests or 
unitrust interests, respectively, may be 
payable for a specified term of years or 
for the life or lives of only certain indi-
viduals applies to transfers made on or 
after April 4, 2000. If a transfer is made 
on or after April 4, 2000, that uses an 
individual other than one permitted in 
paragraphs (c)(2)(vi)(a) and (vii)(a) of 
this section, the interest may be re-
formed into a lead interest payable for 
a specified term of years. The term of 
years is determined by taking the fac-
tor for valuing the annuity or unitrust 
interest for the named individual 
measuring life and identifying the 
term of years (rounded up to the next 
whole year) that corresponds to the 
equivalent term of years factor for an 
annuity or unitrust interest. For exam-
ple, in the case of an annuity interest 
payable for the life of an individual age 
40 at the time of the transfer, assuming 
an interest rate of 7.4% under section 
7520, the annuity factor from column 1 
of Table S(7.4), contained in IRS Publi-
cation 1457, Book Aleph, for the life of 
an individual age 40 is 12.0587 (Publica-
tion 1457 is available from the Super-
intendent of Documents, U.S. Govern-
ment Printing Office, Washington, DC 
20402). Based on Table B(7.4), contained 
in Publication 1457, Book Aleph, the 
factor 12.0587 corresponds to a term of 
years between 31 and 32 years. Accord-
ingly, the annuity interest must be re-
formed into an interest payable for a 
term of 32 years. A judicial reformation 
must be commenced prior to October 
15th of the year following the year in 
which the transfer is made and must be 
completed within a reasonable time 
after it is commenced. A non-judicial 
reformation is permitted if effective 
under state law, provided it is com-
pleted by the date on which a judicial 
reformation must be commenced. In 
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the alternative, if a court, in a pro-
ceeding that is commenced on or before 
July 5, 2001, declares any transfer, 
made on or after April 4, 2000, and on or 
before March 6, 2001, null and void ab 
initio, the Internal Revenue Service 
will treat such transfers in a manner 
similar to that described in section 
2055(e)(3)(J). 

[T.D. 7318, 39 FR 25458, July 11, 1974; 39 FR 
26154, July 17, 1974, as amended by T.D. 7340, 
40 FR 1240, Jan. 7, 1975; T.D. 7955, 49 FR 19998, 
May 11, 1984; T.D. 7957, 49 FR 20812, May 17, 
1984; T.D. 8069, 51 FR 1507, Jan. 14, 1986; 51 FR 
5323, Feb. 13, 1986; 51 FR 6319, Feb. 21, 1986; 
T.D. 8540, 59 FR 30103, 30177, June 10, 1994; 
T.D. 8630, 60 FR 63919, Dec. 13, 1995; T.D. 8923, 
66 FR 1043, Jan. 5, 2001; T.D. 9068, 68 FR 40132, 
July 7, 2003] 

§ 25.2522(c)–4 Disallowance of double 
deduction in the case of qualified 
terminable interest property. 

No deduction is allowed under sec-
tion 2522 for the transfer of an interest 
in property if a deduction is taken 
from the total amount of gifts with re-
spect to that property by reason of sec-
tion 2523(f). See § 25.2523(h)–1. 

[T.D. 8522, 59 FR 9658, Mar. 1, 1994] 

§ 25.2522(d)–1 Additional cross ref-
erences. 

(a) See section 14 of the Wild and 
Scenic Rivers Act (Pub. L. 90–542, 82 
Stat. 918) for provisions relating to the 
claim and allowance of the value of 
certain easements as a gift under sec-
tion 2522. 

(b) For treatment of gifts accepted by 
the Secretary of State or the Secretary 
of Commerce, for the purpose of orga-
nizing and holding an international 
conference to negotiate a Patent Cor-
poration Treaty, as gifts to or for the 
use of the United States, see section 3 
of Joint Resolution of December 24, 
1969 (Pub. L. 91–160, 83 Stat. 443). 

(c) For treatment of gifts accepted by 
the Secretary of the Department of 
Housing and Urban Development, for 
the purpose of aiding or facilitating the 
work of the Department, as gifts to or 
for the use of the United States, see 
section 7(k) of the Department of Hous-
ing and Urban Development Act (42 
U.S.C. 3535), as added by section 905 of 
Pub. L. 91–609 (84 Stat. 1809). 

(d) For treatment of certain property 
accepted by the Chairman of the Ad-
ministrative Conference of the United 
States, for the purpose of aiding and fa-
cilitating the work of the Conference, 
as gifts to the United States, see 5 
U.S.C. 575(c)(12), as added by section 
1(b) of the Act of October 21, 1972 (Pub. 
L. 92–526, 86 Stat. 1048). 

(e) For treatment of the Board for 
International Broadcasting as a cor-
poration described in section 2522(a)(2), 
see section 7 of the Board for Inter-
national Broadcasting Act of 1973 (Pub. 
L. 93–129, 87 Stat. 459). 

[T.D. 7318, 39 FR 25461, July 11, 1974] 

§ 25.2523(a)–1 Gift to spouse; in gen-
eral. 

(a) In general. In determining the 
amount of taxable gifts for the cal-
endar quarter (with respect to gifts 
made after December 31, 1970, and be-
fore January 1, 1982), or calendar year 
(with respect to gifts made before Jan-
uary 1, 1971, or after December 31, 1981), 
a donor may deduct the value of any 
property interest transferred by gift to 
a donee who at the time of the gift is 
the donor’s spouse, except as limited 
by paragraphs (b) and (c) of this sec-
tion. See § 25.2502–l(c)(1) for the defini-
tion of calendar quarter. This deduc-
tion is referred to as the marital deduc-
tion. In the case of gifts made prior to 
July 14, 1988, no marital deduction is 
allowed with respect to a gift if, at the 
time of the gift, the donor is a non-
resident not a citizen of the United 
States. Further, in the case of gifts 
made on or after July 14, 1988, no mar-
ital deduction is allowed (regardless of 
the donor’s citizenship or residence) for 
transfers to a spouse who is not a cit-
izen of the United States at the time of 
the transfer. However, for certain spe-
cial rules applicable in the case of es-
tate and gift tax treaties, see section 
7815(d)(14) of Public Law 101–239. The 
donor must submit any evidence nec-
essary to establish the donor’s right to 
the marital deduction. 

(b) ‘‘Deductible interests’’ and ‘‘non-
deductible interests’’—(1) In general. The 
property interests transferred by a 
donor to his spouse consist of either 
transfers with respect to which the 
marital deduction is authorized (as de-
scribed in subparagraph (2) of this 
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paragraph) or transfers with respect to 
which the marital deduction is not au-
thorized (as described in subparagraph 
(3) of this paragraph). These transfers 
are referred to in this section and in 
§§ 25.2523(b)–1 through 25.2523(f)–1 as 
‘‘deductible interests’’ and ‘‘non-
deductible interests’’, respectively. 

(2) ‘‘Deductible interest’’. A property 
interest transferred by a donor to his 
spouse is a ‘‘deductible interest’’ if it 
does not fall within either class of 
‘‘nondeductible interests’’ described in 
subparagraph (3) of this paragraph. 

(3) ‘‘Nondeductible interests’’. (i) A 
property interest transferred by a 
donor to his spouse which is a ‘‘ter-
minable interest’’, as defined in 
§ 25.2523(b)–1, is a ‘‘nondeductible inter-
est’’ to the extent specified in that sec-
tion. 

(ii) Any property interest transferred 
by a donor to the donor’s spouse is a 
nondeductible interest to the extent it is 
not required to be included in a gift tax 
return for a calendar quarter (for gifts 
made after December 31, 1970, and be-
fore January 1, 1982) or calendar year 
(for gifts made before January 1, 1971, 
or after December 31, 1981). 

(c) Computation—(1) In general. The 
amount of the marital deduction de-
pends upon when the interspousal gifts 
are made, whether the gifts are ter-
minable interests, whether the limita-
tions of § 25.2523(f)–1A (relating to gifts 
of community property before January 
1, 1982) are applicable, and whether 
§ 25.2523(f)–1 (relating to the election 
with respect to life estates) is applica-
ble, and (with respect to gifts made on 
or after July 14, 1988) whether the 
donee spouse is a citizen of the United 
States (see section 2523(i)). 

(2) Gifts prior to January 1, 1977. Gen-
erally, with respect to gifts made dur-
ing a calendar quarter prior to January 
1, 1977, the marital deduction allowable 
under section 2523 is 50 percent of the 
aggregate value of the deductible inter-
ests. See section 2524 for an additional 
limitation on the amount of the allow-
able deduction. 

(3) Gifts after December 31, 1976, and 
before January 1, 1982. Generally, with 
respect to gifts made during a calendar 
quarter beginning after December 31, 
1976, and ending prior to January 1, 
1982, the marital deduction allowable 

under section 2523 is computed as a per-
centage of the deductible interests in 
those gifts. If the aggregate amount of 
deductions for such gifts is $100,000 or 
less, a deduction is allowed for 100 per-
cent of the deductible interests. No de-
duction is allowed for otherwise de-
ductible interests in an aggregate 
amount that exceeds $100,000 and is 
equal to or less than $200,000. For de-
ductible interests in excess of $200,000, 
the deduction is limited to 50 percent 
of such deductible interests. If a donor 
remarries, the computations in this 
paragraph (c)(3) are made on the basis 
of aggregate gifts to all persons who at 
the time of the gifts are the donor’s 
spouse. See section 2524 for an addi-
tional limitation on the amount of the 
allowable deduction. 

(4) Gifts after December 31, 1981. Gen-
erally, with respect to gifts made dur-
ing a calendar year beginning after De-
cember 31, 1981 (other than gifts made 
on or after July 14, 1988, to a spouse 
who is not a United States citizen on 
the date of the transfer), the marital 
deduction allowable under section 2523 
is 100 percent of the aggregate value of 
the deductible interests. See section 
2524 for an additional limitation on the 
amount of the allowable deduction, and 
section 2523(i) regarding disallowance 
of the marital deduction for gifts to a 
spouse who is not a United States cit-
izen. 

(d) Examples. The following examples 
(in which it is assumed that the donors 
have previously utilized any specific 
exemptions provided by section 2521 for 
gifts prior to January 1, 1977) illustrate 
the application of paragraph (c) of this 
section and the interrelationship of 
sections 2523 and 2503. 

Example 1. A donor made a transfer by gift 
of $6,000 cash to his spouse on December 25, 
1971. The donor made no other transfers dur-
ing 1971. The amount of the marital deduc-
tion for the fourth calendar quarter of 1971 is 
$3,000 (one-half of $6,000); the amount of the 
annual exclusion under section 2503(b) is 
$3,000; and the amount of taxable gifts is zero 
($6,000¥$3,000 (annual exclusion)¥$3,000 
(marital deduction)). 

Example 2. A donor made transfers by gift 
to his spouse of $3,000 cash on January 1, 
1971, and $3,000 cash on May 1, 1971. The 
donor made no other transfers during 1971. 
For the first calendar quarter of 1971 the 
marital deduction is zero because the 
amount excluded under section 2503(b) is 

VerDate Aug<04>2004 11:29 Apr 28, 2005 Jkt 205096 PO 00000 Frm 00608 Fmt 8010 Sfmt 8010 Y:\SGML\205096.XXX 205096



599 

Internal Revenue Service, Treasury § 25.2523(a)–1 

$3,000, and the amount of taxable gifts is also 
zero. For the second calendar quarter of 1971 
the marital deduction is $1,500 (one-half of 
$3,000), and the amount of taxable gifts is 
$1,500 ($3,000¥$1,500 (marital deduction)). 
Under section 2503(b) no amount of the sec-
ond $3,000 gift may be excluded because the 
entire $3,000 annual exclusion was applied 
against the gift made in the first calendar 
quarter of 1971. 

Example 3. A donor made a transfer by gift 
to his spouse of $10,000 cash on April 1, 1972. 
The donor made no other transfers during 
1972. For the second calendar quarter of 1972 
the amount of the marital deduction is $5,000 
(one-half of $10,000); the amount excluded 
under section 2503(b) is $3,000; the amount of 
taxable gifts is $2,000 ($10,000¥$3,000 (annual 
exclusion)¥$5,000 (marital deduction)). 

Example 4. A donor made transfers by gift 
to his spouse of $2,000 cash on January 1, 
1971, $2,000 cash on April 5, 1971, and $10,000 
cash on December 1, 1971. The donor made no 
other transfers during 1971. For the first cal-
endar quarter of 1971 the marital deduction 
is zero because the amount excluded under 
section 2503(b) is $2,000, and the amount of 
taxable gifts is also zero. For the second cal-
endar quarter of 1971 the marital deduction 
is $1,000 (one-half of $2,000) (see section 2524); 
the amount excluded under section 2503(b) is 
$1,000 because $2,000 of the $3,000 annual ex-
clusion was applied against the gift made in 
the first calendar quarter of 1971; and the 
amount of taxable gifts is zero ($2,000–$1,000 
(annual exclusion) –$1,000 (marital deduc-
tion)). For the fourth calendar quarter of 
1971, the marital deduction is $5,000 (one-half 
of $10,000); the amount excluded under sec-
tion 2503(b) is zero because the entire $3,000 
annual exclusion was applied against the 
gifts made in the first and second calendar 
quarters of 1971; and the amount of taxable 
gifts is $5,000 ($10,000¥$5,000 (marital deduc-
tion)). 

Example 5. A donor made transfers by gift 
to his spouse of $2,000 cash on January 10, 
1972, $2,000 cash on May 1, 1972, and a remain-
der interest valued at $16,000 on June 1, 1972. 
The donor made no other transfers during 
1972. For the first calendar quarter of 1972, 
the marital deduction is zero because $2,000 
is excluded under section 2503(b), and the 
amount of taxable gifts is also zero. For the 
second calendar quarter of 1972 the marital 
deduction is $9,000 (one-half of $16,000 plus 
one-half of $2,000); the amount excluded 
under section 2503(b) is $1,000 because $2,000 
of the $3,000 annual exclusion was applied 
against the gift made in the first calendar 
quarter of 1971; and the amount of taxable 
gifts is $8,000 ($18,000 ¥$1,000 (annual exclu-
sion) ¥$9,000 (marital deduction)). 

Example 6. A donor made transfers by gift 
to his spouse of $2,000 cash on January 1, 
1972, a remainder interest valued at $16,000 
on January 5, 1972, and $2,000 cash on April 

30, 1972. The donor made no other transfers 
during 1972. For the first calendar quarter of 
1972, the marital deduction is $9,000 (one-half 
of $16,000 plus one-half of $2,000); the amount 
excluded under section 2503(b) is $2,000; and 
the amount of taxable gifts is $7,000 ($18,000 
¥$2,000 (annual exclusion) ¥$9,000 marital 
deduction)). For the second calendar quarter 
of 1972 the marital deduction is $1,000 (one- 
half of $2,000); the amount excluded under 
section 2503(b) is $1,000 because $2,000 of the 
$3,000 annual exclusion was applied against 
the gift of the present interest in the first 
calendar quarter of 1971; and the amount of 
taxable gifts is zero ($2,000 ¥$1,000 (annual 
exclusion) ¥$1,000 (marital deduction)). 

Example 7. A donor made a transfer by gift 
to his spouse of $12,000 cash on July 1, 1955. 
The donor made no other transfers during 
1955. For the calendar year 1955 the amount 
of the marital deduction is $6,000 (one-half of 
$12,000); the amount excluded under section 
2503(b) is $3,000; and the amount of taxable 
gifts is $3,000 ($12,000 ¥$3,000 (annual exclu-
sion) ¥$6,000 (marital deduction)). 

Example 8. A donor made a transfer by gift 
to the donor’s spouse, a United States cit-
izen, of $200,000 cash on January 1, 1995. The 
donor made no other transfers during 1995. 
For calendar year 1995, the amount excluded 
under section 2503(b) is $10,000; the marital 
deduction is $190,000; and the amount of tax-
able gifts is zero ($200,000—$10,000 (annual ex-
clusion)—$190,000 (marital deduction)). 

(e) Valuation. If the income from 
property is made payable to the donor 
or another individual for life or for a 
term of years, with remainder to the 
donor’s spouse or to the estate of the 
donor’s spouse, the marital deduction 
is computed (pursuant to § 25.2523(a)– 
1(c)) with respect to the present value 
of the remainder, determined under 
section 7520. The present value of the 
remainder (that is, its value as of the 
date of gift) is to be determined in ac-
cordance with the rules stated in 
§ 25.2512–5 or, for certain prior periods, 
§ 25.2512–5A. See the example in para-
graph (d) of § 25.2512–5. If the remainder 
is such that its value is to be deter-
mined by a special computation, a re-
quest for a specific factor, accompanied 
by a statement of the dates of birth of 
each person, the duration of whose life 
may affect the value of the remainder, 
and by copies of the relevant instru-
ments may be submitted by the donor 
to the Commissioner who, if conditions 
permit, may supply the factor re-
quested. If the Commissioner does not 
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furnish the factor, the claim for deduc-
tion must be supported by a full state-
ment of the computation of the present 
value, made in accordance with the 
principles set forth in § 25.2512–5(d) or, 
for certain prior periods, § 25.2512–5A. 

[T.D. 7238, 37 FR 28733, Dec. 29, 1972, as 
amended by T.D. 7955, 49 FR 19998, May 11, 
1984, T.D. 8522, 59 FR 9658, Mar. 1, 1994; T.D. 
8540, 59 FR 30103, June 10, 1994; 60 FR 16382, 
Mar. 30, 1995] 

§ 25.2523(b)–1 Life estate or other ter-
minable interest. 

(a) In general. (1) The provisions of 
section 2523(b) generally disallow a 
marital deduction with respect to cer-
tain property interests (referred to 
generally as terminable interests and de-
fined in paragraph (a)(3) of this sec-
tion) transferred to the donee spouse 
under the circumstances described in 
paragraph (a)(2) of this section, unless 
the transfer comes within the purview 
of one of the exceptions set forth in 
§ 25.2523(d)–1 (relating to certain joint 
interests); § 25.2523(e)–1 (relating to cer-
tain life estates with powers of ap-
pointment); § 25.2523(f)–1 (relating to 
certain qualified terminable interest 
property); or § 25.2523(g)–1 (relating to 
certain qualified charitable remainder 
trusts). 

(2) If a donor transfers a terminable 
interest in property to the donee 
spouse, the marital deduction is dis-
allowed with respect to the transfer if 
the donor spouse also— 

(i) Transferred an interest in the 
same property to another donee (see 
paragraph (b) of this section), or 

(ii) Retained an interest in the same 
property in himself (see paragraph (c) 
of this section), or 

(iii) Retained a power to appoint an 
interest in the same property (see para-
graph (d) of this section). 
Notwithstanding the preceding sen-
tence, the marital deduction is dis-
allowed under these circumstances 
only if the other donee, the donor, or 
the possible appointee, may, by reason 
of the transfer or retention, possess or 
enjoy any part of the property after 
the termination or failure of the inter-
est therein transferred to the donee 
spouse. 

(3) For purposes of this section, a dis-
tinction is to be drawn between ‘‘prop-

erty,’’ as such term is used in section 
2523, and an ‘‘interest in property.’’ The 
‘‘property’’ referred to is the under-
lying property in which various inter-
ests exist; each such interest is not, for 
this purpose, to be considered as 
‘‘property.’’ A ‘‘terminable interest’’ in 
property is an interest which will ter-
minate or fail on the lapse of time or 
on the occurrence or failure to occur of 
some contingency. Life estates, terms 
for years, annuities, patents, and copy-
rights are therefore terminable inter-
ests. However, a bond, note, or similar 
contractual obligation, the discharge 
of which would not have the effect of 
an annuity or term for years, is not a 
terminable interest. 

(b) Interest in property which another 
donee may possess or enjoy. (1) Section 
2523(b) provides that no marital deduc-
tion shall be allowed with respect to 
the transfer to the donee spouse of a 
‘‘terminable interest’’ in property, in 
case— 

(i) The donor transferred (for less 
than an adequate and full consider-
ation in money or money’s worth) an 
interest in the same property to any 
person other than the donee spouse (or 
the estate of such spouse), and 

(ii) By reason of such transfer, such 
person (or his heirs or assigns) may 
possess or enjoy any part of such prop-
erty after the termination or failure of 
the interest therein transferred to the 
donee spouse. 

(2) In determining whether the donor 
transferred an interest in property to 
any person other than the donee 
spouse, it is immaterial whether the 
transfer to the person other than the 
donee spouse was made at the same 
time as the transfer to such spouse, or 
at any earlier time. 

(3) Except as provided in § 25.2523(e)–1 
or 25.2523(f)–1, if at the time of the 
transfer it is impossible to ascertain 
the particular person or persons who 
may receive a property interest trans-
ferred by the donor, such interest is 
considered as transferred to a person 
other than the donee spouse for the 
purpose of section 2523(b). This rule is 
particularly applicable in the case of 
the transfer of a property interest by 
the donor subject to a reserved power. 
See § 25.2511–2. Under this rule, any 
property interest over which the donor 
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reserved a power to revest the bene-
ficial title in himself, or over which 
the donor reserved the power to name 
new beneficiaries or to change the in-
terests of the beneficiaries as between 
themselves, is for the purpose of sec-
tion 2523(b), considered as transferred 
to a ‘‘person other than the donee 
spouse.’’ The following examples, in 
which it is assumed that the donor did 
not make an election under sections 
2523(f)(2)(C) and (f)(4), illustrate the ap-
plication of the provisions of this para-
graph (b)(3): 

Example 1. If a donor transferred property 
in trust naming his wife as the irrevocable 
income beneficiary for 10 years, and pro-
viding that, upon the expiration of that 
term, the corpus should be distributed 
among his wife and children in such propor-
tions as the trustee should determine, the 
right to the corpus, for the purpose of the 
marital deduction, is considered as trans-
ferred to a ‘‘person other than the donee 
spouse.’’ 

Example 2. If, in the above example, the 
donor had provided that, upon the expiration 
of the 10-year term, the corpus was to be 
paid to his wife, but also reserved the power 
to revest such corpus in himself, the right to 
corpus, for the purpose of the marital deduc-
tion, is considered as transferred to a ‘‘per-
son other than the donee spouse.’’ 

(4) The term ‘‘person other than the 
donee spouse’’ includes the possible 
unascertained takers of a property in-
terest, as, for example, the members of 
a class to be ascertained in the future. 
As another example, assume that the 
donor created a power of appointment 
over a property interest, which does 
not come within the purview of 
§ 25.2523(e)–1. In such a case, the term 
‘‘person other than the donee spouse’’ 
refers to the possible appointees and 
takers in default (other than the 
spouse) of such property interest. 

(5) An exercise or release at any time 
by the donor (either alone or in con-
junction with any person) of a power to 
appoint an interest in property, even 
though not otherwise a transfer by him 
is considered as a transfer by him in 
determining, for the purpose of section 
2523(b), whether he transferred an in-
terest in such property to a person 
other than the donee spouse. 

(6) The following examples illustrate 
the application of this paragraph. In 
each example, it is assumed that the 

donor made no election under sections 
2523(f)(2)(C) and (f)(4) and that the prop-
erty interest that the donor trans-
ferred to a person other than the donee 
spouse is not transferred for adequate 
and full consideration in money or 
money’s worth: 

Example 1. H (the donor) transferred real 
property to W (his wife) for life, with remain-
der to A and his heirs. No marital deduction 
may be taken with respect to the interest 
transferred to W, since it will terminate 
upon her death and A (or his heirs or assigns) 
will thereafter possess or enjoy the property. 

Example 2. H transferred property for the 
benefit of W and A. The income was payable 
to W for life and upon her death the principal 
was to be distributed to A or his issue. How-
ever, if A should die without issue, leaving W 
surviving, the principal was then to be dis-
tributed to W. No marital deduction may be 
taken with respect to the interest trans-
ferred to W, since it will terminate in the 
event of his issue will thereafter possess or 
enjoy the property. 

Example 3. H purchased for $100,000 a life 
annuity for W. If the annuity payments 
made during the life of W should be less than 
$100,000, further payments were to be made 
to A. No marital deduction may be taken 
with respect to the interest transferred to W; 
since A may possess or enjoy a part of the 
property following the termination of W’s in-
terest. If, however, the contract provided for 
no continuation of payments, and provided 
for no refund upon the death of W, or pro-
vided that any refund was to go to the estate 
of W, then a marital deduction may be taken 
with respect to the gift. 

Example 4. H transferred property to A for 
life with remainder to W provided W survives 
A, but if W predeceases A, the property is to 
pass to B and his heirs. No marital deduction 
may be taken with respect to the interest 
transferred to W. 

Example 5. H transferred real property to A, 
reserving the right to the rentals of the 
property for a term of 20 years. H later trans-
ferred the right to the remaining rentals to 
W. No marital deduction may be taken with 
respect to the interest since it will termi-
nate upon the expiration of the balance of 
the 20-year term and A will thereafter pos-
sess or enjoy the property. 

Example 6. H transferred a patent to W and 
A as tenants in common. In this case, the in-
terest of W will terminate upon the expira-
tion of the term of the patent, but possession 
and enjoyment of the property by A must 
necessarily cease at the same time. There-
fore, since A’s possession or enjoyment can-
not outlast the termination of W’s interest, 
the provisions of section 2523(b) do not dis-
allow the marital deduction with respect to 
the interest. 
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(c) Interest in property which the donor 
may possess or enjoy. (1) Section 2523(b) 
provides that no marital deduction is 
allowed with respect to the transfer to 
the donee spouse of a ‘‘terminable in-
terest’’ in property, if— 

(i) The donor retained in himself an 
interest in the same property, and 

(ii) By reason of such retention, the 
donor (or his heirs or assigns) may pos-
sess or enjoy any part of the property 
after the termination or failure of the 
interest transferred to the donee 
spouse. However, as to a transfer to the 
donee spouse as sole joint tenant with 
the donor or as tenant by the entirety, 
see § 25.2523(d)–1. 

(2) In general, the principles illus-
trated by the examples under para-
graph (b) of this section are applicable 
in determining whether the marital de-
duction may be taken with respect to a 
property interest transferred to the 
donee spouse subject to the retention 
by the donor of an interest in the same 
property. The application of this para-
graph may be further illustrated by the 
following example, in which it is as-
sumed that the donor made no election 
under sections 2523(f)(2)(C) and (f)(4). 

Example. The donor purchased three annu-
ity contracts for the benefit of his wife and 
himself. The first contract provided for pay-
ments to the wife for life, with refund to the 
donor in case the aggregate payments made 
to the wife were less than the cost of the 
contract. The second contract provided for 
payments to the donor for life, and then to 
the wife for life if she survived the donor. 
The third contract provided for payments to 
the donor and his wife for their joint lives 
and then to the survivor of them for life. No 
marital deduction may be taken with respect 
to the gifts resulting from the purchases of 
the contracts since, in the case of each con-
tract, the donor may possess or enjoy a part 
of the property after the termination or fail-
ure of the interest transferred to the wife. 

(d) Interest in property over which the 
donor retained a power to appoint. (1) 
Section 2523(b) provides that no mar-
ital deduction is allowed with respect 
to the transfer to the donee spouse of a 
terminable interest’’ in property if— 

(i) The donor had, immediately after 
the transfer, a power to appoint an in-
terest in the same property, and 

(ii) The donor’s power was exer-
cisable (either alone or in conjunction 
with any person) in such manner that 

the appointee may possess or enjoy any 
part of the property after the termi-
nation or failure of the interest trans-
ferred to the donee spouse. 

(2) For the purposes of section 
2523(b), the donor is to be considered as 
having, immediately after the transfer 
to the donee spouse, such a power to 
appoint even though the power cannot 
be exercised until after the lapse of 
time, upon the occurrence of an event 
or contingency, or upon the failure of 
an event or contingency to occur. It is 
immaterial whether the power retained 
by the donor was a taxable power of ap-
pointment under section 2514. 

(3) The principles illustrated by the 
examples under paragraph (b) of this 
section are generally applicable in de-
termining whether the marital deduc-
tion may be taken with respect to a 
property interest transferred to the 
donee spouse subject to retention by 
the donor of a power to appoint an in-
terest in the same property. The appli-
cation of this paragraph may be fur-
ther illustrated by the following exam-
ple: 

Example. The donor, having a power of ap-
pointment over certain property, appointed a 
life estate to his spouse. No marital deduc-
tion may be taken with respect to such 
transfer, since, if the retained power to ap-
point the remainder interest is exercised, the 
appointee thereunder may possess or enjoy 
the property after the termination or failure 
of the interest taken by the donee spouse. 

[T.D. 6334, 23 FR 8904, Nov. 15, 1958; 25 FR 
14021, Dec. 31, 1960, as amended by T.D. 8522, 
59 FR 9659, Mar. 1, 1994] 

§ 25.2523(c)–1 Interest in unidentified 
assets. 

(a) Section 2523(c) provides that if an 
interest passing to a donee spouse may 
be satisfied out of a group of assets (or 
their proceeds) which include a par-
ticular asset that would be a non-
deductible interest if it passed from 
the donor to his spouse, the value of 
the interest passing to the spouse is re-
duced, for the purpose of the marital 
deduction, by the value of the par-
ticular asset. 

(b) In order for this section to apply, 
two circumstances must coexist, as fol-
lows: 

(1) The property interest transferred 
to the donee spouse must be payable 
out of a group of assets. An example of 
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a property interest payable out of a 
group of assets is a right to a share of 
the corpus of a trust upon its termi-
nation. 

(2) The group of assets out of which 
the property interest is payable must 
include one or more particular assets 
which, if transferred by the donor to 
the donee spouse, would not qualify for 
the marital deduction. Therefore, sec-
tion 2523 (c) is not applicable merely 
because a group of assets includes a 
terminable interest, but would only be 
applicable if the terminable interest 
were nondeductible under the provi-
sions of § 25.2523(b)–1. 

(c) If both of the circumstances set 
forth in paragraph (b) of this section 
exist, only a portion of the property in-
terest passing to the spouse is a de-
ductible interest. The portion quali-
fying as a deductible interest is an 
amount equal to the excess, if any, of 
the value of the property interest pass-
ing to the spouse over the aggregate 
value of the asset (or assets) that if 
transferred to the spouse would not 
qualify for the marital deduction. See 
paragraph (c) of § 25.2523(a)–l to deter-
mine the percentage of the deductible 
interest allowable as a marital deduc-
tion. The application of this section 
may be illustrated by the following ex-
ample: 

Example. H was absolute owner of a rental 
property and on July 1, 1950, transferred it to 
A by gift, reserving the income for a period 
of 20 years. On July 1, 1955, he created a trust 
to last for a period of 10 years. H was to re-
ceive the income from the trust and at the 
termination of the trust the trustee is to 
turn over to H’s wife, W, property having a 
value of $100,000. The trustee has absolute 
discretion in deciding which properties in 
the corpus he shall turn over to W in satis-
faction of the gift to her. The trustee re-
ceived two items of property from H. Item (1) 
consisted of shares of corporate stock. Item 
(2) consisted of the right to receive the in-
come from the rental property during the 
unexpired portion of the 20-year term. As-
sume that at the termination of the trust on 
July 1, 1965, the value of the right to the 
rental income for the then unexpired term of 
5 years (item (2)) will be $30,000. Since item 
(2) is a nondeductible interest and the trust-
ee can turn it over to W in partial satisfac-
tion of her gift, only $70,000 of the $100,000 re-
ceivable by her on July 1, 1965, will be con-
sidered as property with respect to which a 
marital deduction is allowable. The present 
value on July 1, 1955, of the right to receive 

$70,000 at the end of 10 years is $49,624.33 as 
determined under § 25.2512–5A(c). The value of 
the property qualifying for the marital de-
duction, therefore, is $49,624.33 and a marital 
deduction is allowed for one-half of that 
amount, or $24,812.17. 

[T.D. 6334, 23 FR 8904, Nov. 15, 1958; 25 FR 
14021, Dec. 31, 1960, as amended by T.D. 8522, 
59 FR 9659, Mar. 1, 1994; T.D. 8540, 59 FR 30103, 
June 10, 1994] 

§ 25.2523(d)–1 Joint interests. 
Section 2523(d) provides that if a 

property interest is transferred to the 
donee spouse as sole joint tenant with 
the donor or as a tenant by the en-
tirety, the interest of the donor in the 
property which exists solely by reason 
of the possibility that the donor may 
survive the donee spouse, or that there 
may occur a severance of the tenancy, 
is not for the purposes of section 
2523(b), to be considered as an interest 
retained by the donor in himself. Under 
this provision, the fact that the donor 
may, as surviving tenant, possess or 
enjoy the property after the termi-
nation of the interest transferred to 
the donee spouse does not preclude the 
allowance of the marital deduction 
with respect to the latter interest. 
Thus, if the donor purchased real prop-
erty in the name of the donor and the 
donor’s spouse as tenants by the en-
tirety or as joint tenants with rights of 
survivorship, a marital deduction is al-
lowable with respect to the value of the 
interest of the donee spouse in the 
property (subject to the limitations set 
forth in § 25.2523(a)–1). See paragraph 
(c) of § 25.2523(b)–1, and section 2524. 

[T.D. 7238, 37 FR 28734, Dec. 29, 1972, as 
amended by T.D. 8522, 59 FR 9659, Mar. 1, 
1994] 

§ 25.2523(e)–1 Marital deduction; life 
estate with power of appointment 
in donee spouse. 

(a) In general. Section 2523(e) provides 
that if an interest in property is trans-
ferred by a donor to his spouse (wheth-
er or not in trust) and the spouse is en-
titled for life to all the income from a 
specific portion of the entire interest, 
with a power in her to appoint the en-
tire interest of all the income from in-
terest or the specific portion, the inter-
est transferred to her is a deductible 
interest, to the extent that it satisfies 
all five of the conditions set forth 
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below (see paragraph (b) of this section 
if one or more of the conditions is sat-
isfied as to only a portion of the inter-
est): 

(1) The donee spouse must be entitled 
for life to all of the income from the 
entire interest or a specific portion of 
the entire interest, or to a specific por-
tion of all the income from the entire 
interest. 

(2) The income payable to the donee 
spouse must be payable annually or at 
more frequent intervals. 

(3) The donee spouse must have the 
power to appoint the entire interest of 
the specific portion to either herself or 
her estate. 

(4) The power in the donee spouse 
must be exercisable by her alone and 
(whether exercisable by will or during 
life) must be exercisable in all events. 

(5) The entire interest or the specific 
portion must not be subject to a power 
in any other person to appoint any part 
to any person other than the donee 
spouse. 

(b) Specific portion; deductible amount. 
If either the right to income or the 
power of appointment given to the 
donee spouse pertains only to a specific 
portion of a property interest, the por-
tion of the interest which qualifies as a 
deductible interest is limited to the ex-
tent that the rights in the donee 
spouse meet all of the five conditions 
described in paragraph (a) of this sec-
tion. While the rights over the income 
and the power must coexist as to the 
same interest in property, it is not nec-
essary that the rights over the income 
or the power as to such interest be in 
the same proportion. However, if the 
rights over income meeting the re-
quired conditions set forth in para-
graph (a) (1) and (2) of this section ex-
tend over a smaller share of the prop-
erty interest than the share with re-
spect to which the power of appoint-
ment requirements set forth in para-
graph (a) (3) through (5) of this section 
are satisfied, the deductible interest is 
limited to the smaller share. Con-
versely, if a power of appointment 
meeting all the requirements extends 
to a smaller portion of the property in-
terest than the portion over which the 
income rights pertain, the deductible 
interest cannot exceed the value of the 
portion to which such power of ap-

pointment applies. Thus, if the donor 
gives to the donee spouse the right to 
receive annually all of the income from 
a particular property interest and a 
power of appointment meeting the 
specifications prescribed in paragraph 
(a) (3) through (5) of this section as to 
only one-half of the property interest, 
then only one-half of the property in-
terest is treated as a deductible inter-
est. Correspondingly, if the income in-
terest of the spouse satisfying the re-
quirements extends to only one-fourth 
of the property interest and a testa-
mentary power of appointment satis-
fying the requirements extends to all 
of the property interest, then only one- 
fourth of the interest in the spouse 
qualifies as a deductible interest. Fur-
ther, if the donee spouse has no right 
to income from a specific portion of a 
property interest but a testamentary 
power of appointment which meets the 
necessary conditions over the entire in-
terest, then none of the interest quali-
fies for the deduction. In addition, if, 
from the time of the transfer, the 
donee spouse has a power of appoint-
ment meeting all of the required condi-
tions over three-fourths of the entire 
property interest and the prescribed in-
come rights over the entire interest, 
but with a power in another person to 
appoint one-half of the entire interest, 
the value of the interest in the donee 
spouse over only one-half of the prop-
erty interest will qualify as a deduct-
ible interest. 

(c) Meaning of specific portion—(1) In 
general. Except as provided in para-
graphs (c)(2) and (c)(3) of this section, a 
partial interest in property is not 
treated as a specific portion of the en-
tire interest. In addition, any specific 
portion of an entire interest in prop-
erty is nondeductible to the extent the 
specific portion is subject to invasion 
for the benefit of any person other than 
the donee spouse, except in the case of 
a deduction allowable under section 
2523(e), relating to the exercise of a 
general power of appointment by the 
donee spouse. 

(2) Fraction or percentage share. Under 
section 2523(e), a partial interest in 
property is treated as a specific portion 
of the entire interest if the rights of 
the donee spouse in income, and the re-
quired rights as to the power described 
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in § 25.2523(e)–1(a), constitute a frac-
tional or percentage share of the entire 
property interest, so that the donee 
spouse’s interest reflects its propor-
tionate share of the increase or de-
crease in the value of the entire prop-
erty interest to which the income 
rights and the power relate. Thus, if 
the spouse’s right to income and the 
spouse’s power extend to a specified 
fraction or percentage of the property, 
or its equivalent, the interest is in a 
specific portion of the property. In ac-
cordance with paragraph (b) of this sec-
tion, if the spouse has the right to re-
ceive the income from a specific por-
tion of the trust property (after apply-
ing paragraph (c)(3) of this section) but 
has a power of appointment over a dif-
ferent specific portion of the property 
(after applying paragraph (c)(3) of this 
section), the marital deduction is lim-
ited to the lesser specific portion. 

(3) Special rule in the case of gifts made 
on or before October 24, 1992. In the case 
of gifts within the purview of the effec-
tive date rule contained in paragraph 
(c)(3)(iii) of this section: 

(i) A specific sum payable annually, 
or at more frequent intervals, out of 
the property and its income that is not 
limited by the income of the property 
is treated as the right to receive the in-
come from a specific portion of the 
property. The specific portion, for pur-
poses of paragraph (c)(2) of this section, 
is the portion of the property that, as-
suming the interest rate generally ap-
plicable for the valuation of annuities 
at the time of the donor’s gift, would 
produce income equal to such pay-
ments. However, a pecuniary amount 
payable annually to a donee spouse is 
not treated as a right to the income 
from a specific portion of trust prop-
erty for purposes of this paragraph 
(c)(3)(i) if any person other than the 
donee spouse may receive, during the 
donee spouse’s lifetime, any distribu-
tion of the property. To determine the 
applicable interest rate for valuing an-
nuities, see sections 2512 and 7520 and 
the regulations under those sections. 

(ii) The right to appoint a pecuniary 
amount out of a larger fund (or trust 
corpus) is considered the right to ap-
point a specific portion of such fund or 
trust in an amount equal to such pecu-
niary amount. 

(iii) The rules contained in para-
graphs (c)(3) (i) and (ii) of this section 
apply with respect to gifts made on or 
before October 24, 1992. 

(4) Local law. A partial interest in 
property is treated as a specific portion 
of the entire interest if it is shown that 
the donee spouse has rights under local 
law that are identical to those the 
donee spouse would have acquired had 
the partial interest been expressed in 
terms satisfying the requirements of 
paragraph (c)(2) of this section (or 
paragraph (c)(3) of this section if appli-
cable). 

(5) Examples. The following examples 
illustrate the application of paragraphs 
(b) and (c) of this section, where D, the 
donor, transfers property to D’s spouse, 
S: 

Example 1. Spouse entitled to the lesser of an 
annuity or a fraction of trust income. Prior to 
October 24, 1992, D transferred in trust 500 
identical shares of X Company stock, valued 
for gift tax purposes at $500,000. The trust 
provided that during the lifetime of D’s 
spouse, S, the trustee is to pay annually to 
S the lesser of one-half of the trust income 
or $20,000. Any trust income not paid to S is 
to be accumulated in the trust and may not 
be distributed during S’s lifetime. S has a 
testamentary general power of appointment 
over the entire trust principal. The applica-
ble interest rate for valuing annuities as of 
the date of D’s gift under section 7520 is 10 
percent. For purposes of paragraphs (a) 
through (c) of this section, S is treated as re-
ceiving all of the income from the lesser of 
one-half of the stock ($250,000), or $200,000, 
the specific portion of the stock which, as 
determined in accordance with § 25.2523(e)- 
1(c)(3)(i) of this chapter, would produce an-
nual income of $20,000 (20,000/.10). Accord-
ingly, the marital deduction is limited to 
$200,000 (200,000/500,000 or 2⁄5 of the value of 
the trust.) 

Example 2. Spouse possesses power and in-
come interest over different specific portions of 
trust. The facts are the same as in Example 1 
except that S’s testamentary general power 
of appointment is exercisable over only 1⁄4 of 
the trust principal. Consequently, under sec-
tion 2523(e), the marital deduction is allow-
able only for the value of 1⁄4 of the trust 
($125,000); i.e., the lesser of the value of the 
portion with respect to which S is deemed to 
be entitled to all of the income (2⁄5 of the 
trust or $200,000), or the value of the portion 
with respect to which S possesses the req-
uisite power of appointment (1⁄4 of the trust 
or $125,000). 

Example 3. Power of appointment over shares 
of stock constitutes a power over a specific por-
tion. D transferred 250 identical shares of Y 
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company stock to a trust under the terms of 
which trust income is to be paid annually to 
S, during S’s lifetime. S was given a testa-
mentary general power of appointment over 
100 shares of stock. The trust provides that if 
the trustee sells the Y company stock, S’s 
general power of appointment is exercisable 
with respect to the sale proceeds or the prop-
erty in which the proceeds are reinvested. 
Because the amount of property represented 
by a single share of stock would be altered if 
the corporation split its stock, issued stock 
dividends, made a distribution of capital, 
etc., a power to appoint 100 shares at the 
time of S’s death is not necessarily a power 
to appoint the entire interest that the 100 
shares represented on the date of D’s gift. If 
it is shown that, under local law, S has a 
general power to appoint not only the 100 
shares designated by D but also 100/250 of any 
distributions by the corporation that are in-
cluded in trust principal, the requirements of 
paragraph (c)(2) of this section are satisfied 
and S is treated as having a general power to 
appoint 100/250 of the entire interest in the 
250 shares. In that case, the marital deduc-
tion is limited to 40 percent of the trust prin-
cipal. If local law does not give S that power, 
the 100 shares would not constitute a specific 
portion under § 25.2523(e)–1(c) (including 
§ 25.2523(e)–1(c)(3)(ii)). The nature of the asset 
is such that a change in the capitalization of 
the corporation could cause an alteration in 
the original value represented by the shares 
at the time of the transfer and is thus not a 
specific portion of the trust. 

(d) Definition of ‘‘entire interest’’. 
Since a marital deduction is allowed 
for each qualifying separate interest in 
property transferred by the donor to 
the donee spouse, for purposes of para-
graphs (a) and (b) of this section, each 
property interest with respect to which 
the donee spouse received some rights 
is considered separately in determining 
whether her rights extend to the entire 
interest or to a specific portion of the 
entire interest. A property interest 
which consists of several identical 
units of property (such as a block of 250 
shares of stock, whether the ownership 
is evidenced by one or several certifi-
cates) is considered one property inter-
est, unless certain of the units are to 
be segregated and accorded different 
treatment, in which case each seg-
regated group of items is considered a 
separate property interest. The bequest 
of a specified sum of money constitutes 
the bequest of a separate property in-
terest if immediately following the 
transfer and thenceforth it, and the in-
vestments made with it, must be so 

segregated or accounted for as to per-
mit its identification as a separate 
item of property. The application of 
this paragraph may be illustrated by 
the following examples: 

Example (1). The donor transferred to a 
trustee three adjoining farms, Blackacre, 
Whiteacre, and Greenacre. The trust instru-
ment provided that during the lifetime of the 
donee spouse the trustee should pay her all 
of the income from the trust. Upon her 
death, all of Blackacre, a one-half interest in 
Whiteacre, and a one-third interest in 
Greenacre were to be distributed to the per-
son or persons appointed by her in her will. 
The donee spouse is considered as being enti-
tled to all of the income from the entire in-
terest in Blackacre, all of the income from 
the entire interest in Whiteacre, and all of 
the income from the entire interest in 
Greenacre. She also is considered as having a 
power of appointment over the entire inter-
est in Blackacre, over one-half of the entire 
interest in Whiteacre, and over one-third of 
the entire interest in Greenacre. 

Example (2). The donor transferred $250,000 
to C, as trustee. C is to invest the money and 
pay all of the income from the investments 
to W, the donor’s spouse, annually. W was 
given a general power, exercisable by will, to 
appoint one-half of the corpus of the trust. 
Here, immediately following establishment 
of the trust, the $250,000 will be sufficiently 
segregated to permit its identification as a 
separate item, and the $250,000 will con-
stitute an entire property interest. There-
fore, W has a right to income and a power of 
appointment such that one-half of the entire 
interest is a deductible interest. 

Example (3). The donor transferred 100 
shares of Z Corporation stock to D, as trust-
ee. W, the donor’s spouse, is to receive all of 
the income of the trust annually and is given 
a general power, exercisable by will, to ap-
point out of the trust corpus the sum of 
$25,000. In this case the $25,000 is not, imme-
diately following establishment of the trust, 
sufficiently segregated to permit its identi-
fication as a separate item of property in 
which the donee spouse has the entire inter-
est. Therefore, the $25,000 does not constitute 
the entire interest in a property for the pur-
pose of paragraphs (a) and (b) of this section. 

(e) Application of local law. In deter-
mining whether or not the conditions 
set forth in paragraphs (a) (1) through 
(5) of this section are satisfied by the 
instrument of transfer, regard is to be 
had to the applicable provisions of the 
law of the jurisdiction under which the 
interest passes and, if the transfer is in 
trust, the applicable provisions of the 
law governing the administration of 
the trust. For example, silence of a 
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trust instrument as to the frequency of 
payment will not be regarded as a fail-
ure to satisfy the condition set forth in 
paragraph (a)(2) of this section that in-
come must be payable to the donee 
spouse annually or more frequently un-
less the applicable law permits pay-
ment to be made less frequently than 
annually. The principles outlined in 
this paragraph and paragraphs (f) and 
(g) of this section which are applied in 
determining whether transfers in trust 
meet such conditions are equally appli-
cable in ascertaining whether, in the 
case of interests not in trust, the donee 
spouse has the equivalent in rights 
over income and over the property. 

(f) Right to income. (1) If an interest is 
transferred in trust, the donee spouse 
is ‘‘entitled for life to all of the income 
from the entire interest or a specific 
portion of the entire interest,’’ for the 
purpose of the condition set forth in 
paragraph (a)(1) of this section, if the 
effect of the trust is to give her sub-
stantially that degree of beneficial en-
joyment of the trust property during 
her life which the principles of the law 
of trust accord to a person who is 
unqualifiedly designated as the life 
beneficiary of a trust. Such degree of 
enjoyment is given only if it was the 
donor’s intention, as manifested by the 
terms of the trust instrument and the 
surrounding circumstances, that the 
trust should produce for the donee 
spouse during her life such an income, 
or that the spouse should have such use 
of the trust property as is consistent 
with the value of the trust corpus and 
with its preservation. The designation 
of the spouse as sole income bene-
ficiary for life of the entire interest or 
a specific portion of the entire interest 
will be sufficient to qualify the trust 
unless the terms of the trust and the 
surrounding circumstances considered 
as a whole evidence an intention to de-
prive the spouse of the requisite degree 
of enjoyment. In determining whether 
a trust evidences that intention, the 
treatment required or permitted with 
respect to individual items must be 
considered in relation to the entire sys-
tem provided for the administration of 
the trust. In addition, the spouse’s in-
terest shall meet the condition set 
forth in paragraph (a)(1) of this section 
if the spouse is entitled to income as 

defined or determined by applicable 
local law that provides for a reasonable 
apportionment between the income and 
remainder beneficiaries of the total re-
turn of the trust and that meets the re-
quirements of § 1.643(b)–1 of this chap-
ter. 

(2) If the over-all effect of a trust is 
to give to the donee spouse such en-
forceable rights as will preserve to her 
the requisite degree of enjoyment, it is 
immaterial whether that result is ef-
fected by rules specifically stated in 
the trust instrument, or, in their ab-
sence, by the rules for the management 
of the trust property and the allocation 
of receipts and expenditures supplied 
by the State law. For example, a provi-
sion in the trust instrument for amor-
tization of bond premium by appro-
priate periodic charges to interest will 
not disqualify the interest transferred 
in trust even though there is no State 
law specifically authorizing amortiza-
tion or there is a State law denying 
amortization which is applicable only 
in the absence of such a provision in 
the trust instrument. 

(3) In the case of a trust, the rules to 
be applied by the trustee in allocation 
of receipts and expenses between in-
come and corpus must be considered in 
relation to the nature and expected 
productivity of the assets transferred 
in trust, the nature and frequency of 
occurrence of the expected receipts, 
and any provisions as to change in the 
form of investments. If it is evident 
from the nature of the trust assets and 
the rules provided for management of 
the trust that the allocation to income 
of such receipts as rents, ordinary cash 
dividends and interest will give to the 
spouse the substantial enjoyment dur-
ing life required by the statute, provi-
sions that such receipts as stock divi-
dends and proceeds from the conversion 
of trust assets shall be treated as cor-
pus will not disqualify the interest 
transferred in trust. Similarly, provi-
sion for a depletion charge against in-
come in the case of trust assets which 
are subject to depletion will not dis-
qualify the interest transferred in 
trust, unless the effect is to deprive the 
spouse of the requisite beneficial en-
joyment. The same principle is applica-
ble in the case of depreciation, trust-
ees’ commissions, and other charges. 
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(4) Provisions granting administra-
tive powers to the trustees will not 
have the effect of disqualifying an in-
terest transferred in trust unless the 
grant of powers evidences the intention 
to deprive the donee spouse of the ben-
eficial enjoyment required by the stat-
ute. Such an intention will not be con-
sidered to exist if the entire terms of 
the instrument are such that the local 
courts will impose reasonable limita-
tions upon the exercise of the powers. 
Among the powers which if subject to 
reasonable limitations will not dis-
qualify the interest transferred in trust 
are the power to determine the alloca-
tion or apportionment of receipts and 
disbursements between income and cor-
pus, the power to apply the income or 
corpus for the benefit of the spouse, 
and the power to retain the assets 
transferred to the trust. For example, a 
power to retain trust assets which con-
sist substantially of unproductive prop-
erty will not disqualify the interest if 
the applicable rules for the administra-
tion of the trust require, or permit the 
spouse to require, that the trustee ei-
ther make the property productive or 
convert it within a reasonable time. 
Nor will such a power disqualify the in-
terest if the applicable rules for admin-
istration of the trust require the trust-
ee to use the degree of judgment and 
care in the exercise of the power which 
a prudent man would use if he were 
owner of the trust assets. Further, a 
power to retain a residence for the 
spouse or other property for the per-
sonal use of the spouse will not dis-
qualify the interest transferred in 
trust. 

(5) An interest transferred in trust 
will not satisfy the condition set forth 
in paragraph (a)(1) of this section that 
the donee spouse be entitled to all the 
income if the primary purpose of the 
trust is to safeguard property without 
providing the spouse with the required 
beneficial enjoyment. Such trusts in-
clude not only trusts which expressly 
provide for the accumulation of the in-
come but also trusts which indirectly 
accomplish a similar purpose. For ex-
ample, assume that the corpus of a 
trust consists substantially of property 
which is not likely to be income pro-
ducing during the life of the donee 
spouse and that the spouse cannot 

compel the trustee to convert or other-
wise deal with the property as de-
scribed in subparagraph (4) of this 
paragraph. An interest transferred to 
such a trust will not qualify unless the 
applicable rules for the administration 
require, or permit the spouse to re-
quire, that the trustee provide the re-
quired beneficial enjoyment, such as by 
payments to the spouse out of other as-
sets of the trust. 

(6) If a trust may be terminated dur-
ing the life of the donee spouse, under 
her exercise of a power of appointment 
or by distribution of the corpus to her, 
the interest transferred in trust satis-
fies the condition set forth in para-
graph (a)(1) of this section (that the 
spouse be entitled to all the income) if 
she (i) is entitled to the income until 
the trust terminates, or (ii) has the 
right, exercisable in all events, to have 
the corpus distributed to her at any 
time during her life. 

(7) An interest transferred in trust 
fails to satisfy the condition set forth 
in paragraph (a)(1) of this section, that 
the spouse be entitled to all the in-
come, to the extent that the income is 
required to be accumulated in whole or 
in part or may be accumulated in the 
discretion of any person other than the 
donee spouse; to the extent that the 
consent of any person other than the 
donee spouse is required as a condition 
precedent to distribution of the in-
come; or to the extent that any person 
other than the donee spouse has the 
power to alter the terms of the trust so 
as to deprive her of her right to the in-
come. An interest transferred in trust 
will not fail to satisfy the condition 
that the spouse be entitled to all the 
income merely because its terms pro-
vide that the right of the donee spouse 
to the income shall not be subject to 
assignment, alienation, pledge, attach-
ment or claims of creditors. 

(8) In the case of an interest trans-
ferred in trust, the terms ‘‘entitled for 
life’’ and ‘‘payable annually or at more 
frequent intervals’’, as used in the con-
ditions set forth in paragraph (a) (1) 
and (2) of this section, require that 
under the terms of the trust the in-
come referred to must be currently (at 
least annually; see paragraph (e) of this 
section) distributable to the spouse or 
that she must have such command over 
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the income that it is virtually hers. 
Thus, the conditions in paragraph (a) 
(1) and (2) of this section are satisfied 
in this respect if, under the terms of 
the trust instrument, the donee spouse 
has the right exercisable annually (or 
more frequently) to require distribu-
tion to herself of the trust income, and 
otherwise the trust income is to be ac-
cumulated and added to corpus. Simi-
larly, as respects the income for the pe-
riod between the last distribution date 
and the date of the spouse’s death, it is 
sufficient if that income is subject to 
the spouse’s power to appoint. Thus, if 
the trust instrument provides that in-
come accrued or undistributed on the 
date of the spouse’s death is to be dis-
posed of as if it had been received after 
her death, and if the spouse has a 
power of appointment over the trust 
corpus, the power necessarily extends 
to the undistributed income. 

(g) Power of appointment in donee 
spouse. (1) The conditions set forth in 
paragraphs (a) (3) and (4) of this sec-
tion, that is, that the donee spouse 
must have a power of appointment ex-
ercisable in favor of herself or her es-
tate and exercisable alone and in all 
events, are not met unless the power of 
the donee spouse to appoint the entire 
interest or a specific portion of it falls 
within one of the following categories: 

(i) A power so to appoint fully exer-
cisable in her own favor at any time 
during her life (as, for example, an un-
limited power to invade); or 

(ii) A power so to appoint exercisable 
in favor of her estate. Such a power, if 
exercisable during life, must be fully 
exercisable at any time during life, or 
if exercisable by will, must be fully ex-
ercisable irrespective of the time of her 
death; or 

(iii) A combination of the powers de-
scribed under subdivisions (i) and (ii) of 
this subparagraph. For example, the 
donee spouse may, until she attains the 
age of 50 years, have a power to appoint 
to herself and thereafter have a power 
to appoint to her estate. However, the 
condition that the spouse’s power must 
be exercisable in all events is not satis-
fied unless irrespective of when the 
donee spouse may die the entire inter-
est or a specific portion of it will at the 
time of her death be subject to one 
power or the other. 

(2) The power of the donee spouse 
must be a power to appoint the entire 
interest or a specific portion of it as 
unqualified owner (and free of the trust 
if a trust is involved, or free of the 
joint tenancy if a joint tenancy is in-
volved) or to appoint the entire inter-
est or a specific portion of it as a part 
of her estate (and free of the trust if a 
trust is involved), that is, in effect, to 
dispose of it to whomsoever she pleas-
es. Thus, if the donor transferred prop-
erty to a son and the donee spouse as 
joint tenants with right of survivorship 
and under local law the donee spouse 
has a power of severance exercisable 
without consent of the other joint ten-
ant, and by exercising this power could 
acquire a one-half interest in the prop-
erty as a tenant in common, her power 
of severance will satisfy the condition 
set forth in paragraph (a)(3) of this sec-
tion that she have a power of appoint-
ment in favor of herself or her estate. 
However, if the donee spouse entered 
into a binding agreement with the 
donor to exercise the power only in 
favor of their issue, that condition is 
not met. An interest transferred in 
trust will not be regarded as failing to 
satisfy the condition merely because 
takers in default of the donee spouse’s 
exercise of the power are designated by 
the donor. The donor may provide that, 
in default of exercise of the power, the 
trust shall continue for an additional 
period. 

(3) A power is not considered to be a 
power exercisable by a donee spouse 
alone and in all events as required by 
paragraph (a)(4) of this section if the 
exercise of the power in the donee 
spouse to appoint the entire interest or 
a specific portion of it to herself or to 
her estate requires the joinder or con-
sent of any other person. The power is 
not ‘‘exercisable in all events’’, if it 
can be terminated during the life of the 
donee spouse by any event other than 
her complete exercise or release of it. 
Further, a power is not ‘‘exercisable in 
all events’’ if it may be exercised for a 
limited purpose only. For example, a 
power which is not exercisable in the 
event of the spouse’s remarriage is not 
exercisable in all events. Likewise, if 
there are any restrictions, either by 
the terms of the instrument or under 
applicable local law, on the exercise of 
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a power to consume property (whether 
or not held in trust) for the benefit of 
the spouse, the power is not exercisable 
in all events. Thus, if a power of inva-
sion is exercisable only for the spouse’s 
support, or only for her limited use, 
the power is not exercisable in all 
events. In order for a power of invasion 
to be exercisable in all events, the 
donee spouse must have the unre-
stricted power exercisable at any time 
during her life to use all or any part of 
the property subject to the power, and 
to dispose of it in any manner, includ-
ing the power to dispose of it by gift 
(whether or not she has power to dis-
pose of it by will). 

(4) If the power is in existence at all 
times following the transfer of the in-
terest, limitations of a formal nature 
will not disqualify the interest. Exam-
ples of formal limitations on a power 
exercisable during life are require-
ments that an exercise must be in a 
particular form, that it must be filed 
with a trustee during the spouse’s life, 
that reasonable notice must be given, 
or that reasonable intervals must 
elapse between successive partial exer-
cises. Examples of formal limitations 
on a power exercisable by will are that 
it must be exercised by a will executed 
by the donee spouse after the making 
of the gift or that exercise must be by 
specific reference to the power. 

(5) If the donee spouse has the req-
uisite power to appoint to herself or 
her estate, it is immaterial that she 
also has one or more lesser powers. 
Thus, if she has a testamentary power 
to appoint to her estate, she may also 
have a limited power of withdrawal or 
of appointment during her life. Simi-
larly, if she has an unlimited power of 
withdrawal, she may have a limited 
testamentary power. 

(h) Existence of a power in another. 
Paragraph (a)(5) of this section pro-
vides that a transfer described in para-
graph (a) is nondeductible to the extent 
that the donor created a power in the 
trustee or in any other person to ap-
point a part of the interest to any per-
son other than the donee spouse. How-
ever, only powers in other persons 
which are in opposition to that of the 
donee spouse will cause a portion of the 
interest to fail to satisfy the condition 
set forth in paragraph (a)(5) of this sec-

tion. Thus, a power in a trustee to dis-
tribute corpus to or for the benefit of 
the donee spouse will not disqualify the 
trust. Similarly, a power to distribute 
corpus to the spouse for the support of 
minor children will not disqualify the 
trust if she is legally obligated to sup-
port such children. The application of 
this paragraph may be illustrated by 
the following examples: 

Example (1). Assume that a donor created a 
trust, designating his spouse as income bene-
ficiary for life with an unrestricted power in 
the spouse to appoint the corpus during her 
life. The donor further provided that in the 
event the donee spouse should die without 
having exercised the power, the trust should 
continue for the life of his son with a power 
in the son to appoint the corpus. Since the 
power in the son could become exercisable 
only after the death of the donee spouse, the 
interest is not regarded as failing to satisfy 
the condition set forth in paragraph (a)(5) of 
this section. 

Example (2). Assume that the donor created 
a trust, designating his spouse as income 
beneficiary for life and as donee of a power 
to appoint by will the entire corpus. The 
donor further provided that the trustee could 
distribute 30 percent of the corpus to the do-
nor’s son when he reached the age of 35 
years. Since the trustee has a power to ap-
point 30 percent of the entire interest for the 
benefit of a person other than the donee 
spouse, only 70 percent of the interest placed 
in trust satisfied the condition set forth in 
paragraph (a)(5) of this section. If, in this 
case, the donee spouse had a power, exer-
cisable by her will, to appoint only one-half 
of the corpus as it was constituted at the 
time of her death, it should be noted that 
only 35 percent of the interest placed in the 
trust would satisfy the condition set forth in 
paragraph (a)(3) of this section. 

[T.D. 6334, 23 FR 8904, Nov. 15, 1958, as amend-
ed by T.D. 6542, 26 FR 552, Jan. 20, 1961, as 
amended by T.D. 8522, 59 FR 9659, Mar. 1, 
1994; T.D. 9102, 69 FR 21, Jan. 2, 2004] 

§ 25.2523(f)–1 Election with respect to 
life estate transferred to donee 
spouse. 

(a) In general. (1) With respect to gifts 
made after December 31, 1981, subject 
to section 2523(i), a marital deduction 
is allowed under section 2523(a) for 
transfers of qualified terminable interest 
property. Qualified terminable interest 
property is terminable interest prop-
erty described in section 2523(b)(1) that 
satisfies the requirements of section 
2523(f)(2) and this section. Terminable 
interests that are described in section 
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2523(b)(2) cannot qualify as qualified 
terminable interest property. Thus, if 
the donor retains a power described in 
section 2523(b)(2) to appoint an interest 
in qualified terminable interest prop-
erty, no deduction is allowable under 
section 2523(a) for the property. 

(2) All of the property for which a de-
duction is allowed under this para-
graph (a) is treated as passing to the 
donee spouse (for purposes of 
§ 25.2523(a)–1), and no part of the prop-
erty is treated as retained by the donor 
or as passing to any person other than 
the donee spouse (for purposes of 
§ 25.2523(b)–1(b)). 

(b) Qualified terminable interest prop-
erty—(1) Definition. Section 2523(f)(2) 
provides the definition of qualified ter-
minable interest property. 

(2) Meaning of property. For purposes 
of section 2523(f)(2), the term property 
generally means an entire interest in 
property (within the meaning of 
§ 25.2523(e)–l(d)) or a specific portion of 
the entire interest (within the meaning 
of § 25.2523(e)–l(c)). 

(3) Property for which the election may 
be made—(i) In general. The election 
may relate to all or any part of prop-
erty that meets the requirements of 
section 2523(f)(2) (A) and (B), provided 
that any partial election must be made 
with respect to a fractional or percent-
age share of the property so that the 
elective portion reflects its propor-
tionate share of the increase or de-
crease in the entire property for pur-
poses of applying sections 2044 or 2519. 
Thus, if the interest of the donee 
spouse in a trust (or other property in 
which the spouse has a qualifying in-
come interest) meets the requirements 
of this section, the election may be 
made under section 2523(f)(2)(C) with 
respect to a part of the trust (or other 
property) only if the election relates to 
a defined fraction or percentage of the 
entire trust (or other property) or spe-
cific portion thereof within the mean-
ing of § 25.2523(e)–1(c). The fraction or 
percentage may be defined by formula. 

(ii) Division of trusts. If the interest of 
the donee spouse in a trust meets the 
requirements of this section, the trust 
may be divided into separate trusts to 
reflect a partial election that has been 
made, if authorized under the terms of 
the governing instrument or otherwise 

permissible under local law. A trust 
may be divided only if the fiduciary is 
required, either by applicable local law 
or by the express or implied provisions 
of the governing instrument, to divide 
the trust according to the fair market 
value of the assets of the trust at the 
time of the division. The division of the 
trusts must be done on a fractional or 
percentage basis to reflect the partial 
election. However, the separate trusts 
do not have to be funded with a pro 
rata portion of each asset held by the 
undivided trust. 

(4) Manner and time of making election. 
(i) An election under section 
2523(f)(2)(C) (other than a deemed elec-
tion with respect to a joint and sur-
vivor annuity as described in section 
2523(f)(6)), is made on a gift tax return 
for the calendar year in which the in-
terest is transferred. The return must 
be filed within the time prescribed by 
section 6075(b) (determined without re-
gard to section 6019(a)(2)), including 
any extensions authorized under sec-
tion 6075(b)(2) (relating to an auto-
matic extension of time for filing a gift 
tax return where the donor is granted 
an extension of time to file the income 
tax return). 

(ii) If the election is made on a re-
turn for the calendar year that in-
cludes the date of death of the donor, 
the return (as prescribed by section 
6075(b)(3)) must be filed no later than 
the time (including extensions) for fil-
ing the estate tax return. The election, 
once made, is irrevocable. 

(c) Qualifying income interest for life— 
(1) In general. For purposes of this sec-
tion, the term qualifying income interest 
for life is defined as provided in section 
2056(b)(7)(B)(ii) and § 20.2056(b)–7(d)(1). 

(i) Entitled for life to all the income. 
The principles outlined in § 25.2523(e)– 
1(f) (relating to whether the spouse is 
entitled for life to all of the income 
from the entire interest or a specific 
portion of the entire interest) apply in 
determining whether the donee spouse 
is entitled for life to all the income 
from the property, regardless of wheth-
er the interest passing to the donee 
spouse is in trust. An income interest 
granted for a term of years, or a life es-
tate subject to termination upon the 
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occurrence of a specified event (e.g., di-
vorce) is not a qualifying income inter-
est for life. 

(ii) Income between last distribution 
date and date of spouse’s death. An in-
come interest does not fail to con-
stitute a qualifying income interest for 
life solely because income for the pe-
riod between the last distribution date 
and the date of the donee spouse’s 
death is not required to be distributed 
to the estate of the donee spouse. See 
§ 20.2044–1 of this chapter relating to 
the inclusion of such undistributed in-
come in the gross estate of the donee 
spouse. 

(iii) Pooled income funds. An income 
interest in a pooled income fund de-
scribed in section 642(c)(5) constitutes a 
qualifying income interest for life for 
purposes of this section. 

(iv) Distribution of principal for the 
benefit of the donee spouse. An income 
interest does not fail to constitute a 
qualifying income interest for life sole-
ly because the trustee has a power to 
distribute principal to or for the ben-
efit of the donee spouse. The fact that 
property distributed to a donee spouse 
may be transferred by the spouse to an-
other person does not result in a fail-
ure to satisfy the requirement of sec-
tion 2056(b)(7)(B)(ii)(II). However, if the 
governing instrument requires the 
donee spouse to transfer the distrib-
uted property to another person with-
out full and adequate consideration in 
money or money’s worth, the require-
ment of section 2056(b)(7)(B)(ii)(II) is 
not satisfied. 

(2) Immediate right to income. In order 
to constitute a qualifying income in-
terest for life, the donee spouse must 
be granted the immediate right to re-
ceive the income from the property. 
Thus, an income interest does not con-
stitute a qualifying income interest for 
life if the donee spouse receives the 
right to trust income commencing at 
some time in the future, e.g., on the 
termination of a preceding life income 
interest of the donor spouse. 

(3) Annuities payable from trusts in the 
case of gifts made on or before October 24, 
1992. (i) In the case of gifts made on or 
before October 24, 1992, a donee spouse’s 
lifetime annuity interest payable from 
a trust or other group of assets passing 
from the donor is treated as a quali-

fying income interest for life for pur-
poses of section 2523(f)(2)(B). The de-
ductible interest, for purposes of 
§ 25.2523(a)–1(b), is the specific portion 
of the property that, assuming the ap-
plicable interest rate for valuing annu-
ities at the time the annuity interest is 
transferred, would produce income 
equal to the minimum amount payable 
annually to the donee spouse. If, based 
on the applicable interest rate, the en-
tire property from which the annuity 
may be satisfied is insufficient to 
produce income equal to the minimum 
annual payment, the value of the de-
ductible interest is the entire value of 
the property. The value of the deduct-
ible interest may not exceed the value 
of the property from which the annuity 
is payable. If the annual payment may 
increase, the increased amount is not 
taken into account in valuing the de-
ductible interest. 

(ii) An annuity interest is not treated 
as a qualifying income interest for life 
for purposes of section 2523(f)(2)(B) if 
any person other than the donee spouse 
may receive during the donee spouse’s 
lifetime, any distribution of the prop-
erty or its income from which the an-
nuity is payable. 

(iii) To determine the applicable in-
terest rate for valuing annuities, see 
sections 2512 and 7520 and the regula-
tions under those sections. 

(4) Joint and survivor annuities. [Re-
served] 

(d) Treatment of interest retained by the 
donor spouse—(1) In general. Under sec-
tion 2523(f)(5)(A), if a donor spouse re-
tains an interest in qualified ter-
minable interest property, any subse-
quent transfer by the donor spouse of 
the retained interest in the property is 
not treated as a transfer for gift tax 
purposes. Further, the retention of the 
interest until the donor spouse’s death 
does not cause the property subject to 
the retained interest to be includable 
in the gross estate of the donor spouse. 

(2) Exception. Under section 
2523(f)(5)(B), the rule contained in para-
graph (d)(1) of this section does not 
apply to any property after the donee 
spouse is treated as having transferred 
the property under section 2519, or 
after the property is includable in the 
gross estate of the donee spouse under 
section 2044. 
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(e) Application of local law. The provi-
sions of local law are taken into ac-
count in determining whether or not 
the conditions of section 2523(f)(2) (A) 
and (B), and the conditions of para-
graph (c) of this section, are satisfied. 
For example, silence of a trust instru-
ment on the frequency of payment is 
not regarded as a failure to satisfy the 
requirement that the income must be 
payable to the donee spouse annually 
or more frequently unless applicable 
local law permits payments less fre-
quently to the donee spouse. 

(f) Examples. The following examples 
illustrate the application of this sec-
tion, where D, the donor, transfers 
property to D’s spouse, S. Unless stated 
otherwise, it is assumed that S is not 
the trustee of any trust established for 
S’s benefit: 

Example 1. Life estate in residence. D trans-
fers by gift a personal residence valued at 
$250,000 on the date of the gift to S and D’s 
children, giving S the exclusive and unre-
stricted right to use the property (including 
the right to continue to occupy the property 
as a personal residence or rent the property 
and receive the income for her lifetime). 
After S’s death, the property is to pass to D’s 
children. Under applicable local law, S’s con-
sent is required for any sale of the property. 
If D elects to treat all of the transferred 
property as qualified terminable interest 
property, the deductible interest is $250,000, 
the value of the property for gift tax pur-
poses. 

Example 2. Power to make property produc-
tive. D transfers assets having a fair market 
value of $500,000 to a trust pursuant to which 
S is given the right exercisable annually to 
require distribution of all the trust income 
to S. No trust property may be distributed 
during S’s lifetime to any person other than 
S. The assets used to fund the trust include 
both income producing assets and non-
productive assets. Applicable local law per-
mits S to require that the trustee either 
make the trust property productive or sell 
the property and reinvest the proceeds in 
productive property within a reasonable 
time after the transfer. If D elects to treat 
the entire trust as qualified terminable in-
terest property, the deductible interest is 
$500,000. If D elects to treat only 20 percent of 
the trust as qualified terminable interest 
property, the deductible interest is $100,000; 
i.e., 20 percent of $500,000. 

Example 3. Power of distribution over fraction 
of trust income. The facts are the same as in 
Example 2 except that S is given the power 
exercisable annually to require distribution 
to S of only 50 percent of the trust income 
for life. The remaining trust income may be 

accumulated or distributed among D’s chil-
dren and S in the trustee’s discretion. The 
maximum amount that D may elect to treat 
as qualified terminable interest property is 
$250,000; i.e., the value of the trust for gift 
tax purposes ($500,000) multiplied by the per-
centage of the trust in which S has a quali-
fying income interest for life (50 percent). If 
D elects to treat only 20 percent of the por-
tion of the trust in which S has a qualifying 
income interest as qualified terminable in-
terest property, the deductible interest is 
$50,000; i.e, 20 percent of $250,000. 

Example 4. Power to distribute trust corpus to 
other beneficiaries. D transfers $500,000 to a 
trust providing that all the trust income is 
to be paid to D’s spouse, S, during S’s life-
time. The trustee is given the power to use 
annually $5,000 from the trust for the main-
tenance and support of S’s minor child, C. 
Any such distribution does not necessarily 
relieve S of S’s obligation to support and 
maintain C. S does not have a qualifying in-
come interest for life in any portion of the 
trust because the gift fails to satisfy the con-
dition in sections 2523(f)(3) and 
2056(b)(7)(B)(ii)(II) that no person have a 
power, other than a power the exercise of 
which takes effect only at or after S’s death, 
to appoint any part of the property to any 
person other than S. The trust would also be 
nondeductible under section 2523(f) if S, rath-
er than the trustee, were given the power to 
appoint a portion of the principal to C. How-
ever, in the latter case, if S made a qualified 
disclaimer (within the meaning of section 
2518) of the power to appoint to C, the trust 
could qualify for the marital deduction pur-
suant to section 2523(f), assuming that the 
power was personal to S and S’s disclaimer 
terminates the power. Similarly, if C made a 
qualified disclaimer of the right to receive 
distributions from the trust, the trust would 
qualify under section 2523(f) assuming that 
C’s disclaimer effectively negates the trust-
ee’s power under local law. 

Example 5. Spouse’s interest terminable on di-
vorce. The facts are the same as in Example 3 
except that if S and D divorce, S’s interest in 
the trust will pass to C. S’s income interest 
is not a qualifying income interest for life 
because it is terminable upon S’s divorce. 
Therefore, no portion of the trust is deduct-
ible under section 2523(f). 

Example 6. Spouse’s interest in trust in the 
form of an annuity. Prior to October 24, 1992, 
D established a trust funded with income 
producing property valued for gift tax pur-
poses at $800,000. The trustee is required by 
the trust instrument to pay $40,000 a year to 
S for life. Any income in excess of the annu-
ity amount is to be accumulated in the trust 
and may not be distributed during S’s life-
time. S’s lifetime annuity interest is treated 
as a qualifying income interest for life. If D 
elects to treat the entire portion of the trust 
in which S has a qualifying income interest 
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as qualified terminable interest property, 
the value of the deductible interest is 
$400,000, because that amount would yield an 
income to S of $40,000 a year (assuming a 10 
percent interest rate applies in valuing an-
nuities at the time of the transfer). 

Example 7. Value of spouse’s annuity exceeds 
value of trust corpus. The facts are the same 
as in Example 6, except that the trustee is re-
quired to pay S $100,000 a year for S’s life. If 
D elects to treat the entire portion of the 
trust in which S has a qualifying income in-
terest for life as qualified terminable inter-
est property, the value of the deductible in-
terest is $800,000, which is the lesser of the 
entire value of the property ($800,000) or the 
amount of property that (assuming a 10 per-
cent interest rate) would yield an income to 
S of $100,000 a year ($1,000,000). 

Example 8. Transfer to pooled income fund. D 
transfers $200,000 on June 1, 1994, to a pooled 
income fund (described in section 642(c)(5)) 
designating S as the only life income bene-
ficiary. If D elects to treat the entire $200,000 
as qualified terminable interest property, 
the deductible interest is $200,000. 

Example 9. Retention by donor spouse of in-
come interest in property. On October 1, 1994, D 
transfers property to an irrevocable trust 
under the terms of which trust income is to 
be paid to D for life, then to S for life and, 
on S’s death, the trust corpus is to be paid to 
D’s children. Because S does not possess an 
immediate right to receive trust income, S’s 
interest does not qualify as a qualifying in-
come interest for life under section 2523(f)(2). 
Further, under section 2702(a)(2) and 
§ 25.2702–2(b), D is treated for gift tax pur-
poses as making a gift with a value equal to 
the entire value of the property. If D dies in 
1996 survived by S, the trust corpus will be 
includible in D’s gross estate under section 
2036. However, in computing D’s estate tax 
liability, D’s adjusted taxable gifts under 
section 2001(b)(1)(B) are adjusted to reflect 
the inclusion of the gifted property in D’s 
gross estate. In addition, if S survives D, the 
trust property is eligible for treatment as 
qualified terminable interest property under 
section 2056(b)(7) in D’s estate. 

Example 10. Retention by donor spouse of in-
come interest in property. On October 1, 1994, D 
transfers property to an irrevocable trust 
under the terms of which trust income is to 
be paid to S for life, then to D for life and, 
on D’s death, the trust corpus is to be paid to 
D’s children. D elects under section 2523(f) to 
treat the property as qualified terminable 
interest property. D dies in 1996, survived by 
S. S subsequently dies in 1998. Under § 2523(f)– 
1(d)(1), because D elected to treat the trans-
fer as qualified terminable interest property, 
no part of the trust corpus is includible in 
D’s gross estate because of D’s retained in-
terest in the trust corpus. On S’s subsequent 
death in 1998, the trust corpus is includible 
in S’s gross estate under section 2044. 

Example 11. Retention by donor spouse of in-
come interest in property. The facts are the 
same as in Example 10, except that S dies in 
1996 survived by D, who subsequently dies in 
1998. Because D made an election under sec-
tion 2523(f) with respect to the trust, on S’s 
death the trust corpus is includible in S’s 
gross estate under section 2044. Accordingly, 
under section 2044(c), S is treated as the 
transferor of the property for estate and gift 
tax purposes. Upon D’s subsequent death in 
1998, because the property was subject to in-
clusion in S’s gross estate under section 2044, 
the exclusion rule in § 25.2523(f)–1(d)(1) does 
not apply under § 25.2523(f)–1(d)(2). However, 
because S is treated as the transferor of the 
property, the property is not subject to in-
clusion in D’s gross estate under section 2036 
or section 2038. If the executor of S’s estate 
made a section 2056(b)(7) election with re-
spect to the trust, the trust is includible in 
D’s gross estate under section 2044 upon D’s 
later death. 

[T.D. 8522, 59 FR 9660, Mar. 1, 1994] 

§ 25.2523(g)–1 Special rule for chari-
table remainder trusts. 

(a) In general. (1) With respect to gifts 
made after December 31, 1981, subject 
to section 2523(i), if the donor’s spouse 
is the only noncharitable beneficiary 
(other than the donor) of a charitable 
remainder annuity trust or charitable 
remainder unitrust described in section 
664 (qualified charitable remainder 
trust), section 2523(b) does not apply to 
the interest in the trust transferred to 
the donee spouse. Thus, the value of 
the annuity or unitrust interest pass-
ing to the spouse qualifies for a marital 
deduction under section 2523(g) and the 
value of the remainder interest quali-
fies for a charitable deduction under 
section 2522. 

(2) A marital deduction for the value 
of the donee spouse’s annuity or 
unitrust interest in a qualified chari-
table remainder trust to which section 
2523(g) applies is allowable only under 
section 2523(g). Therefore, if an interest 
in property qualifies for a marital de-
duction under section 2523(g), no elec-
tion may be made with respect to the 
property under section 2523(f). 

(3) The donee spouse’s interest need 
not be an interest for life to qualify for 
a marital deduction under section 
2523(g). However, for purposes of sec-
tion 664, an annuity or unitrust inter-
est payable to the spouse for a term of 
years cannot be payable for a term 
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that exceeds 20 years or the trust does 
not qualify under section 2523(g). 

(4) A deduction is allowed under sec-
tion 2523(g) even if the transfer to the 
donee spouse is conditioned on the 
donee spouse’s payment of state death 
taxes, if any, attributable to the quali-
fied charitable remainder trust. 

(5) For purposes of this section, the 
term noncharitable beneficiary means 
any beneficiary of the qualified chari-
table remainder trust other than an or-
ganization described in section 170(c). 

(b) Charitable remainder trusts where 
the donee spouse and the donor are not 
the only noncharitable beneficiaries. In 
the case of a charitable remainder 
trust where the donor and the donor’s 
spouse are not the only noncharitable 
beneficiaries (for example, where the 
noncharitable interest is payable to 
the donor’s spouse for life and then to 
another individual (other than the 
donor) for life), the qualification of the 
interest as qualified terminable inter-
est property is determined solely under 
section 2523(f) and not under section 
2523(g). Accordingly, if the transfer to 
the trust is made prior to October 24, 
1992, the spousal annuity or unitrust 
interest may qualify under § 25.2523(f)– 
(1)(c)(3) as a qualifying income interest 
for life. 

[T.D. 8522, 59 FR 9663, Mar. 1, 1994] 

§ 25.2523(h)–1 Denial of double deduc-
tion. 

The value of an interest in property 
may not be deducted for Federal gift 
tax purposes more than once with re-
spect to the same donor. For example, 
assume that D, a donor, transferred a 
life estate in a farm to D’s spouse, S, 
with a remainder to charity and that D 
elects to treat the property as qualified 
terminable interest property. The en-
tire value of the property is deductible 
under section 2523(f). No part of the 
value of the property qualifies for a 
charitable deduction under section 2522 
for gift tax purposes. 

[T.D. 8522, 59 FR 9663, Mar. 1, 1994] 

§ 25.2523(h)–2 Effective dates. 
Except as specifically provided, in 

§§ 25.2523(e)–1(c)(3), 25.2523(f)–1(c)(3), and 
25.2523(g)–1(b), the provisions of 
§§ 25.2523(e)–1(c), 25.2523(f)–1, 25.2523(g)– 

1, and 25.2523(h)–1 are effective with re-
spect to gifts made after March 1, 1994. 
With respect to gifts made on or before 
such date, donors may rely on any rea-
sonable interpretation of the statutory 
provisions. For these purposes, the pro-
visions of §§ 25.2523(e)–1(c), 25.2523(f)–1, 
25.2523(g)–1, and 25.2523(h)–1, (as well as 
project LR–211–76, 1984–1 C.B., page 598, 
see § 601.601(d)(2)(ii)(b) of this chapter), 
are considered a reasonable interpreta-
tion of the statutory provisions. In ad-
dition, the rule in the last sentence of 
§ 25.2523(e)–1(f)(1) regarding the deter-
mination of income under applicable 
local law applies to trusts for taxable 
years ending after January 2, 2004. 

[T.D. 8522, 59 FR 9663, Mar. 1, 1994, as amend-
ed by T.D. 9102, 69 FR 21, Jan. 2, 2004] 

§ 25.2523(i)–1 Disallowance of marital 
deduction when spouse is not a 
United States citizen. 

(a) In general. Subject to § 20.2056A– 
1(c) of this chapter, section 2523(i)(1) 
disallows the marital deduction if the 
spouse of the donor is not a citizen of 
the United States at the time of the 
gift. If the spouse of the donor is a cit-
izen of the United States at the time of 
the gift, the gift tax marital deduction 
under section 2523(a) is allowed regard-
less of whether the donor is a citizen or 
resident of the United States at the 
time of the gift, subject to the other-
wise applicable rules of section 2523. 

(b) Exception for certain joint and sur-
vivor annuities. Paragraph (a) does not 
apply to disallow the marital deduction 
with respect to any transfer resulting 
in the acquisition of rights by a noncit-
izen spouse under a joint and survivor 
annuity described in section 2523(f)(6). 

(c) Increased annual exclusion—(1) In 
general. In the case of gifts made from 
a donor to the donor’s spouse for which 
a marital deduction is not allowable 
under this section, if the gift otherwise 
qualifies for the gift tax annual exclu-
sion under section 2503(b), the amount 
of the annual exclusion under section 
2503(b) is $100,000 in lieu of $10,000. How-
ever, in the case of gifts made after 
June 29, 1989, in order for the increased 
annual exclusion to apply, the gift in 
excess of the otherwise applicable an-
nual exclusion under section 2503(b) 
must be in a form that qualifies for the 
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marital deduction but for the disallow-
ance provision of section 2523(i)(1). See 
paragraph (d), Example 4, of this sec-
tion. 

(2) Status of donor. The $100,000 an-
nual exclusion for gifts to a noncitizen 
spouse is available regardless of the 
status of the donor. Accordingly, it is 
immaterial whether the donor is a cit-
izen, resident or a nonresident not a 
citizen of the United States, as long as 
the spouse of the donor is not a citizen 
of the United States at the time of the 
gift and the conditions for allowance of 
the increased annual exclusion have 
been satisfied. See § 25.2503–2(f). 

(d) Examples. The principles outlined 
in this section are illustrated in the 
following examples. Assume in each of 
the examples that the donee, S, is D’s 
spouse and is not a United States cit-
izen at the time of the gift. 

Example 1. Outright transfer of present inter-
est. In 1995, D, a United States citizen, trans-
fers to S, outright, 100 shares of X corpora-
tion stock valued for federal gift tax pur-
poses at $130,000. The transfer is a gift of a 
present interest in property under section 
2503(b). Additionally, the gift qualifies for 
the gift tax marital deduction except for the 
disallowance provision of section 2523(i)(1). 
Accordingly, $100,000 of the $130,000 gift is ex-
cluded from the total amount of gifts made 
during the calendar year by D for gift tax 
purposes. 

Example 2. Transfer of survivor benefits. In 
1995, D, a United States citizen, retires from 
employment in the United States and elects 
to receive a reduced retirement annuity in 
order to provide S with a survivor annuity 
upon D’s death. The transfer of rights to S in 
the joint and survivor annuity is a gift by D 
for gift tax purposes. However, under para-
graph (b) of this section, the gift qualifies for 
the gift tax marital deduction even though S 
is not a United States citizen. 

Example 3. Transfer of present interest in 
trust property. In 1995, D, a resident alien, 
transfers property valued at $500,000 in trust 
to S, who is also a resident alien. The trust 
instrument provides that the trust income is 
payable to S at least quarterly and S has a 
testamentary general power to appoint the 
trust corpus. The transfer to S qualifies for 
the marital deduction under section 2523 but 
for the provisions of section 2523(i)(1). Be-
cause S has a life income interest in the 
trust, S has a present interest in a portion of 
the trust. Accordingly, D may exclude the 
present value of S’s income interest (up to 
$100,000) from D’s total 1995 calendar year 
gifts. 

Example 4. Transfer of present interest in 
trust property. The facts are the same as in 

Example 3, except that S does not have a tes-
tamentary general power to appoint the 
trust corpus. Instead, D’s child, C, has a re-
mainder interest in the trust. If S were a 
United States citizen, the transfer would 
qualify for the gift tax marital deduction if 
a qualified terminable interest property elec-
tion was made under section 2523(f)(4). How-
ever, because S is not a U.S. citizen, D may 
not make a qualified terminable interest 
property election. Accordingly, the gift does 
not qualify for the gift tax marital deduction 
but for the disallowance provision of section 
2523(i)(1). The $100,000 annual exclusion under 
section 2523(i)(2) is not available with respect 
to D’s transfer in trust and D may not ex-
clude the present value of S’s income inter-
est in excess of $10,000 from D’s total 1995 
calendar year gifts. 

Example 5. Spouse becomes citizen after trans-
fer. D, a United States citizen, transfers a 
residence valued at $350,000 on December 20, 
1995, to D’s spouse, S, a resident alien. On 
January 31, 1996, S becomes a naturalized 
United States citizen. On D’s federal gift tax 
return for 1995, D must include $250,000 as a 
gift ($350,000 transfer less $100,000 exclusion). 
Although S becomes a citizen in January, 
1996, S is not a citizen of the United States at 
the time the transfer is made. Therefore, no 
gift tax marital deduction is allowable. How-
ever, the transfer does qualify for the $100,000 
annual exclusion. 

[T.D. 8612, 60 FR 43552, Aug. 22, 1995] 

§ 25.2523(i)–2 Treatment of spousal 
joint tenancy property where one 
spouse is not a United States cit-
izen. 

(a) In general. In the case of a joint 
tenancy with right of survivorship be-
tween spouses, or a tenancy by the en-
tirety, where the donee spouse is not a 
United States citizen, the gift tax 
treatment of the creation and termi-
nation of the tenancy (regardless of 
whether the donor is a citizen, resident 
or nonresident not a citizen of the 
United States at such time), is gov-
erned by the principles of sections 2515 
and 2515A (as such sections were in ef-
fect before their repeal by the Eco-
nomic Recovery Tax Act of 1981). How-
ever, in applying these principles, the 
donor spouse may not elect to treat the 
creation of a tenancy in real property 
as a gift, as provided in section 2515(c) 
(prior to its repeal by the Economic 
Recovery Tax Act of 1981, Pub. L. 97–34, 
95 Stat. 172). 

(b) Tenancies by the entirety and joint 
tenancies in real property—(1) Creation of 
the tenancy on or after July 14, 1988. 
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Under the principles of section 2515 
(without regard to section 2515(c)), the 
creation of a tenancy by the entirety 
(or joint tenancy) in real property (ei-
ther by one spouse alone or by both 
spouses), and any additions to the 
value of the tenancy in the form of im-
provements, reductions in indebtedness 
thereon, or otherwise, is not deemed to 
be a transfer of property for purposes 
of the gift tax, regardless of the propor-
tion of the consideration furnished by 
each spouse, but only if the creation of 
the tenancy would otherwise be a gift 
to the donee spouse who is not a citizen 
of the United States at the time of the 
gift. 

(2) Termination—(i) Tenancies created 
after December 31, 1954 and before Janu-
ary 1,1982 not subject to an election under 
section 2515(c), and tenancies created on 
or after July 14, 1988. When a tenancy to 
which this paragraph (b) applies is ter-
minated on or after July 14, 1988, other 
than by reason of the death of a spouse, 
then, under the principles of section 
2515, a spouse is deemed to have made 
a gift to the extent that the proportion 
of the total consideration furnished by 
the spouse, multiplied by the proceeds 
of the termination (whether in the 
form of cash, property, or interests in 
property), exceeds the value of the pro-
ceeds of termination received by the 
spouse. See section 2523(i), and 
§ 25.2523(i)–1 and § 25.2503–2(f) as to cer-
tain of the tax consequences that may 
result upon termination of the ten-
ancy. This paragraph (b)(2)(i) applies to 
tenancies created after December 31, 
1954, and before January 1, 1982, not 
subject to an election under section 
2515(c), and to tenancies created on or 
after July 14, 1988. 

(ii) Tenancies created after December 
31, 1954 and before January 1, 1982 subject 
to an election under section 2515(c) and 
tenancies created after December 31, 1981 
and before July 14, 1988. When a tenancy 
to which this paragraph (b) applies is 
terminated on or after July 14, 1988, 
other than by reason of the death of a 
spouse, then, under the principles of 
section 2515, a spouse is deemed to have 
made a gift to the extent that the pro-
portion of the total consideration fur-
nished by the spouse, multiplied by the 
proceeds of the termination (whether 

in the form of cash, property, or inter-
ests in property), exceeds the value of 
the proceeds of termination received 
by the spouse. See section 2523(i), and 
§§ 25.2523(i)–1 and 25.2503–2(f) as to cer-
tain of the tax consequences that may 
result upon termination of the ten-
ancy. In the case of tenancies to which 
this paragraph applies, if the creation 
of the tenancy was treated as a gift to 
the noncitizen donee spouse under sec-
tion 2515(c) (in the case of tenancies 
created prior to 1982) or section 2511 (in 
the case of tenancies created after De-
cember 31, 1981 and before July 14, 
1988), then, upon termination of the 
tenancy, for purposes of applying the 
principles of section 2515 and the regu-
lations thereunder, the amount treated 
as a gift on creation of the tenancy is 
treated as consideration originally be-
longing to the noncitizen spouse and 
never acquired by the noncitizen 
spouse from the donor spouse. This 
paragraph (b)(2)(ii) applies to tenancies 
created after December 31, 1954, and be-
fore January 1, 1982, subject to an elec-
tion under section 2515(c), and to ten-
ancies created after December 31, 1981, 
and before July 14, 1988. 

(3) Miscellaneous provisions—(i) Ten-
ancy by the entirety. For purposes of 
this section, tenancy by the entirety in-
cludes a joint tenancy between hus-
band and wife with right of survivor-
ship. 

(ii) No election to treat as gift. The reg-
ulations under section 2515 that relate 
to the election to treat the creation of 
a tenancy by the entirety as consti-
tuting a gift and the consequences of 
such an election upon termination of 
the tenancy (§§ 25.2515–2 and 25.2515–4) 
do not apply for purposes of section 
2523(i)(3). 

(4) Examples. The application of this 
section may be illustrated by the fol-
lowing examples: 

Example 1. In 1992, A, a United States cit-
izen, furnished $200,000 and A’s spouse B, a 
resident alien, furnished $50,000 for the pur-
chase and subsequent improvement of real 
property held by them as tenants by the en-
tirety. The property is sold in 1998 for 
$300,000. A receives $225,000 and B receives 
$75,000 of the sales proceeds. The termination 
results in a gift of $15,000 by A to B, com-
puted as follows: 
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$200,
( )

$250,
(

)

$300, ( min ) $240,
(Pr min .)

000

000
000 000consideration furnished by A

total consideration
furnished by both spouses

proceedsof ter ation
oceedsof ter ation attribuable to A× =

$240,000¥$225,000 (proceeds received by 
A)=$15,000 gift by A to B. 
Example 2. In 1986, A purchased real prop-

erty for $300,000 and took title in the names 
of A and B, A’s spouse, as joint tenants. 
Under section 2511 and § 25.2511–1(h)(1) of the 
regulations, A was treated as making a gift 
of one-half of the value of the property 
($150,000) to B. In 1995, the real property is 
sold for $400,000 and B receives the entire 

proceeds of sale. For purposes of determining 
the amount of the gift on termination of the 
tenancy under the principles of section 2515 
and the regulations thereunder, the amount 
treated as a gift to B on creation of the ten-
ancy under section 2511 is treated as B’s con-
tribution towards the purchase of the prop-
erty. Accordingly, the termination of the 
tenancy results in a gift of $200,000 from A to 
B determined as follows: 

$150,
( )

$300, (
)

$400, ( min ) $200,
(Pr min .)

000

000
000 000consideration furnished by A

total consideration
deemed furnished by both spouses

proceedsof ter ation
oceedsof ter ation attributable to A× =

$200,000¥0 (proceeds received by A)=$200,000 
gift by A to B. 

(c) Tenancies by the entirety in per-
sonal property where one spouse is not a 
United States citizen—(1) In general. In 
the case of the creation (either by one 
spouse alone or by both spouses where 
at least one of the spouses is not a 
United States citizen) of a joint inter-
est in personal property with right of 
survivorship, or additions to the value 
thereof in the form of improvements, 
reductions in the indebtedness thereof, 
or otherwise, the retained interest of 
each spouse, solely for purposes of de-
termining whether there has been a 
gift by the donor to the spouse who is 
not a citizen of the United States at 
the time of the gift, is treated as one- 
half of the value of the joint interest. 
See section 2523(i) and §§ 25.2523(i)–1 and 
25.2503–2(f) as to certain of the tax con-
sequences that may result upon cre-
ation and termination of the tenancy. 

(2) Exception. The rule provided in 
paragraph (c)(1) of this section does not 
apply with respect to any joint interest 
in property if the fair market value of 
the interest in property (determined as 
if each spouse had a right to sever) can-
not reasonably be ascertained except 

by reference to the life expectancy of 
one or both spouses. In these cases, ac-
tuarial principles may need to be re-
sorted to in determining the gift tax 
consequences of the transaction. 

[T.D. 8612, 60 FR 43553, Aug. 22, 1995] 

§ 25.2523(i)–3 Effective date. 

The provisions of §§ 25.2523(i)–1 and 
25.2523(i)–2 are effective in the case of 
gifts made after August 22, 1995. 

[T.D. 8612, 60 FR 43554, Aug. 22, 1995] 

§ 25.2524–1 Extent of deductions. 

Under the provisions of section 2524, 
the charitable deduction provided for 
in section 2522 and the marital deduc-
tion provided for in section 2523 are al-
lowable only to the extent that the 
gifts, with respect to which those de-
ductions are authorized, are included 
in the ‘‘total amount of gifts’’ made 
during the ‘‘calendar period’’ (as de-
fined in § 25.2502–1(c)(1)), computed as 
provided in section 2503 and § 25.2503–1 
(i.e., the total gifts less exclusions). 
The following examples (in both of 
which it is assumed that the donor has 
previously utilized his entire $30,000 
specific exemption provided by section 
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2521, which was in effect at the time) il-
lustrate the application of the provi-
sions of this section: 

Example (1). A donor made transfers by gift 
to his spouse of $5,000 cash on January 1, 
1971, and $1,000 cash on April 5, 1971. The 
donor made no other transfers during 1971. 
The first $3,000 of such gifts for the calendar 
year is excluded under the provisions of sec-
tion 2503(b) in determining the ‘‘total 
amount of gifts’’ made during the first cal-
endar quarter of 1971. The marital deduction 
for the first calendar quarter of $2,500 (one- 
half of $5,000) otherwise allowable is limited 
by section 2524 to $2,000. The amount of tax-
able gifts is zero ($5,000¥$3,000 (annual exclu-
sion) —$2,000 (marital deduction)). For the 
second calendar quarter of 1971, the marital 
deduction is $500 (one-half of $1,000); the 
amount excluded under section 2503(b) is zero 
because the entire $3,000 annual exclusion 
was applied against the gift in the first cal-
endar quarter of 1971; and the amount of tax-
able gifts is $500 ($1,000¥$500 (marital deduc-
tion)). 

Example (2). The only gifts made by a donor 
to his spouse during calendar year 1969 were 
a gift of $2,400 in May and a gift of $3,000 in 
August. The first $3,000 of such gifts is ex-
cluded under the provisions of section 2503(b) 
in determining the ‘‘total amount of gifts’’ 
made during the calendar year. The marital 
deduction for 1969 of $2,700 (one-half of $2,400 
plus one-half $3,000) otherwise allowable is 
limited by section 2524 to $2,400. The amount 
of taxable gifts is zero ($5,400¥$3,000 (annual 
exclusion) ¥$2,400 (marital deduction)). 

[T.D. 7238, 37 FR 28734, Dec. 29, 1972, as 
amended by T.D. 7910, 48 FR 40375, Sept. 7, 
1983] 

DEDUCTIONS PRIOR TO 1982 

§ 25.2523(f)–1A Special rule applicable 
to community property transferred 
prior to January 1, 1982. 

(a) In general. With respect to gifts 
made prior to January 1, 1982, the mar-
ital deduction is allowable with respect 
to any transfer by a donor to the do-
nor’s spouse only to the extent that the 
transfer is shown to represent a gift of 
property that was not, at the time of 
the gift, held as community property, as 
defined in paragraph (b) of this section. 
The burden of establishing the extent 
to which a transfer represents a gift of 
property not so held rests upon the 
donor. 

(b) Definition of ‘‘community property.’’ 
(1) For the purpose of paragraph (a) of 
this section, the term ‘‘community 
property’’ is considered to include— 

(i) Any property held by the donor 
and his spouse as community property 
under the law of any State, Territory, 
or possession of the United States, or 
of any foreign country, except property 
in which the donee spouse had at the 
time of the gift merely an expectant 
interest. The donee spouse is regarded 
as having, at any particular time, 
merely an expectant interest in prop-
erty held at that time by the donor and 
herself as community property under 
the law of any State, Territory, or pos-
session of the United States, or of any 
foreign country, if, in case such prop-
erty were transferred by gift into the 
separate property of the donee spouse, 
the entire value of such property (and 
not merely one-half of it), would be 
treated as the amount of the gift. 

(ii) Separate property acquired by 
the donor as a result of a ‘‘conversion’’, 
after December 31, 1941, of property 
held by him and the donee spouse as 
community property under the law of 
any State, Territory, or possession of 
the United States, or of any foreign 
country (except such property in which 
the donee spouse had at the time of the 
‘‘conversion’’ merely an expectant in-
terest), into their separate property, 
subject to the limitation with respect 
to value contained in subparagraph (5) 
of this paragraph. 

(iii) Property acquired by the donor 
in exchange (by one exchange or a se-
ries of exchanges) for separate property 
resulting from such ‘‘conversion.’’ 

(2) The characteristics of property 
which acquired a noncommunity in-
stead of a community status by reason 
of an agreement (whether antenuptial 
or post-nuptial) are such that section 
2523(f) classifies the property as com-
munity property of the donor and his 
spouse in the computation of the mar-
ital deduction. In distinguishing prop-
erty which thus acquired a noncommu-
nity status from property which ac-
quired such a status solely by oper-
ation of the community property law, 
section 2523(f) refers to the former cat-
egory of property as ‘‘separate prop-
erty’’ acquired as a result of a ‘‘con-
version’’ of ‘‘property held as such 
community property.’’ As used in sec-
tion 2523(f) the phrase ‘‘property held 
as such community property’’ is used 

VerDate Aug<04>2004 11:29 Apr 28, 2005 Jkt 205096 PO 00000 Frm 00629 Fmt 8010 Sfmt 8010 Y:\SGML\205096.XXX 205096



620 

26 CFR Ch. I (4–1–05 Edition) § 25.2701–0 

to denote the body of property com-
prehended within the community prop-
erty system; the expression ‘‘separate 
property’’ includes any noncommunity 
property, whether held in joint ten-
ancy, tenancy by the entirety, tenancy 
in common, or otherwise; and the term 
‘‘conversion’’ includes any transaction 
or agreement which transforms prop-
erty from a community status into a 
noncommunity status. 

(3) The separate property which sec-
tion 2523(f) classifies as community 
property is not limited to that which 
was in existence at the time of the con-
version. The following are illustrative 
of the scope of section 2523(f): 

(i) A partition of community prop-
erty between husband and wife, where-
by a portion of the property became 
the separate property of each, is a con-
version of community property. 

(ii) A transfer of community property 
into some other form of coownership, 
such as a joint tenancy, is a conversion 
of the property. 

(iii) An agreement (whether made be-
fore or after marriage) that future 
earnings and gains which would other-
wise be community property shall be 
shared by the spouses as separate prop-
erty effects a conversion of such earn-
ings and gains. 

(iv) A change in the form of owner-
ship of property which causes future 
rentals, which would otherwise have 
been acquired as community property, 
to be acquired as separate property ef-
fects a conversion of the rentals. 

(4) The rules of section 2523(f) are ap-
plicable, however, only if the conver-
sion took place after December 31, 1941, 
and only to the extent stated in this 
section. 

(5) If the value of the separate prop-
erty acquired by the donor as a result 
of a conversion did not exceed the 
value of the separate property thus ac-
quired by the donee spouse, the entire 
separate property thus acquired by the 
donor is to be considered, for the pur-
poses of this section, as held by him 
and the donee spouse as community 
property. If the value (at the time of 
conversion) of the separate property so 
acquired by the donor exceeded the 
value (at that time) of the separate 
property so acquired by the donee 
spouse, only a part of the separate 

property so acquired by the donor (and 
only the same fractional part of prop-
erty acquired by him in exchange for 
such separate property) is to be consid-
ered, for purposes of this section, as 
held by him and the donee spouse as 
community property. The part of such 
separate property (or property acquired 
in exchange for it) which is considered 
as so held is the same proportion of it 
which the value (at the time of the 
conversion) of the separate property so 
acquired by the donee spouse is of the 
value (at that time) of the separate 
property so acquired by the donor. The 
following example illustrates the appli-
cation of the provisions of this para-
graph: 

Example. During 1942 the donor and his 
spouse partitioned certain real property held 
by them under community property laws. 
The real property then had a value of 
$224,000. A portion of the property, then hav-
ing a value of $160,000, was converted into the 
donor’s separate property, and the remaining 
portion, then having a value of $64,000, was 
converted into his spouse’s separate prop-
erty. In 1955 the donor made a gift to his 
spouse of the property acquired by him as a 
result of the partition, which property then 
had a value of $200,000. The portion of the 
property transferred by gift which is consid-
ered as community property is 
$64,000 (value of property acquired by donee 

spouse)/$160,000 (value of property acquired 
by donor spouse) × $200,000 = $80,000. 

The marital deduction with respect to the 
gift is, therefore, limited to one-half of 
$120,000 (the difference between $200,000, the 
value of the gift, and $80,000, the portion of 
the gift considered to have been of ‘‘commu-
nity property’’). The marital deduction with 
respect to the gift is, therefore, $60,000. 

[T.D. 6334, 23 FR 8904, Nov. 15, 1958; 25 FR 
14021, Dec. 31, 1960. Redesignated and amend-
ed by T.D. 8522, 59 FR 9660, Mar. 1, 1994] 

SPECIAL VALUATION RULES 

§ 25.2701–0 Table of contents. 
This section lists the major para-

graphs contained in §§ 25.2701–1 through 
25.2701–8. 

§ 25.2701–1 Special valuation rules in the case 
of transfers of certain interests in corporations 
and partnerships. 
(a) In general. 
(1) Scope of section 2701. 
(2) Effect of section 2701. 
(3) Example. 
(b) Transfers and other triggering events. 
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(1) Completed transfers. 
(2) Transactions treated as transfers. 
(3) Excluded transactions. 
(c) Circumstances in which section 2701 

does not apply. 
(1) Marketable transferred interests. 
(2) Marketable retained interests. 
(3) Interests of the same class. 
(4) Proportionate transfers. 
(d) Family definitions. 
(1) Member of the family. 
(2) Applicable family member. 
(3) Relationship by adoption. 
(e) Examples. 

§ 25.2701–2 Special valuation rules for applica-
ble retained interests. 
(a) In general. 
(1) Valuing an extraordinary payment 

right. 
(2) Valuing a distribution right. 
(3) Special rule for valuing a qualified pay-

ment right held in conjunction with an ex-
traordinary payment right. 

(4) Valuing other rights. 
(5) Example. 
(b) Definitions. 
(1) Applicable retained interest. 
(2) Extraordinary payment right. 
(3) Distribution right. 
(4) Rights that are not extraordinary pay-

ment rights or distribution rights. 
(5) Controlled entity. 
(6) Qualified payment right. 
(c) Qualified payment elections. 
(1) Election to treat a qualified payment 

right as other than a qualified payment 
right. 

(2) Election to treat other distribution 
rights as qualified payment rights. 

(3) Elections irrevocable. 
(4) Treatment of certain payments to ap-

plicable family members. 
(5) Time and manner of elections. 
(d) Examples. 

§ 25.2701–3 Determination of amount of gift. 
(a) Overview. 
(1) In general. 
(2) Definitions. 
(b) Valuation methodology. 
(1) Step 1—Valuation of family-held inter-

ests. 
(2) Step 2—Subtract the value of senior eq-

uity interests. 
(3) Step 3—Allocate the remaining value 

among the transferred interests and other 
family-held subordinate equity interests. 

(4) Step 4—Determine the amount of the 
gift. 

(5) Adjustment in Step 2. 
(c) Minimum value rule. 
(1) In general. 
(2) Junior equity interest. 
(3) Indebtedness. 
(d) Examples. 

§ 25.2701–4 Accumulated qualified payments. 
(a) In general. 
(b) Taxable event. 

(1) In general. 
(2) Exception. 
(3) Individual treated as interest holder. 
(c) Amount of increase. 
(1) In general. 
(2) Due date of qualified payments. 
(3) Appropriate discount rate. 
(4) Application of payments. 
(5) Payment. 
(6) Limitation. 
(d) Taxpayer election. 
(1) In general. 
(2) Limitation not applicable. 
(3) Time and manner of election. 
(4) Example. 

§ 25.2701–5 Adjustments to mitigate double tax-
ation. 
(a) Reduction of transfer tax base. 
(1) In general. 
(2) Federal gift tax modification. 
(3) Federal estate tax modification. 
(4) Section 2701 interest. 
(b) Amount of reduction. 
(c) Duplicated amount. 
(1) In general. 
(2) Transfer tax value—in general. 
(3) Special transfer tax value rules. 
(d) Examples. 
(e) Computation of reduction if initial 

transfer is split under section 2513. 
(1) In general. 
(2) Transfers during joint lives. 
(3) Transfers at or after death of either 

spouse. 
(f) Examples. 
(g) Double taxation otherwise avoided. 
(h) Effective date. 

§ 25.2701–6 Indirect holding of interests. 
(a) In general. 
(1) Attribution to individuals. 
(2) Corporations. 
(3) Partnerships. 
(4) Estates, trusts, and other entities. 
(5) Multiple attribution. 
(b) Examples. 

§ 25.2701–7 Separate interests. 
§ 25.2701–8 Effective dates. 

[T.D. 8395, 57 FR 4255, Feb. 4, 1992, as amend-
ed by T.D. 8536, 59 FR 23154, May 5, 1994] 

§ 25.2701–1 Special valuation rules in 
the case of transfers of certain in-
terests in corporations and partner-
ships. 

(a) In general—(1) Scope of section 2701. 
Section 2701 provides special valuation 
rules to determine the amount of the 
gift when an individual transfers an eq-
uity interest in a corporation or part-
nership to a member of the individual’s 
family. For section 2701 to apply, the 
transferor or an applicable family 
member (as defined in paragraph (d)(2) 
of this section) must, immediately 
after the transfer, hold an applicable 
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retained interest (a type of equity in-
terest defined in § 25.2701–2(b)(1)). If cer-
tain subsequent payments with respect 
to the applicable retained interest do 
not conform to the assumptions used in 
valuing the interest at the time of the 
initial transfer, § 25.2701–4 provides a 
special rule to increase the individual’s 
later taxable gifts or taxable estate. 
Section 25.2701–5 provides an adjust-
ment to mitigate the effects of double 
taxation when an applicable retained 
interest is subsequently transferred. 

(2) Effect of section 2701. If section 2701 
applies to a transfer, the amount of the 
transferor’s gift, if any, is determined 
using a subtraction method of valu-
ation (described in § 25.2701–3). Under 
this method, the amount of the gift is 
determined by subtracting the value of 
any family-held applicable retained in-
terests and other non-transferred eq-
uity interests from the aggregate value 
of family-held interests in the corpora-
tion or partnership (the ‘‘entity’’). 
Generally, in determining the value of 
any applicable retained interest held 
by the transferor or an applicable fam-
ily member— 

(i) Any put, call, or conversion right, 
any right to compel liquidation, or any 
similar right is valued at zero if the 
right is an ‘‘extraordinary payment 
right’’ (as defined in § 25.2701–2(b)(2)); 

(ii) Any distribution right in a con-
trolled entity (e.g., a right to receive 
dividends) is valued at zero unless the 
right is a ‘‘qualified payment right’’ (as 
defined in § 25.2701–2(b)(6)); and 

(iii) Any other right (including a 
qualified payment right) is valued as if 
any right valued at zero did not exist 
but otherwise without regard to sec-
tion 2701. 

(3) Example. The following example il-
lustrates rules of this paragraph (a). 

Example. A, an individual, holds all the 
outstanding stock of S Corporation. A ex-
changes A’s shares in S for 100 shares of 10- 
percent cumulative preferred stock and 100 
shares of voting common stock. A transfers 
the common stock to A’s child. Section 2701 
applies to the transfer because A has trans-
ferred an equity interest (the common stock) 
to a member of A’s family, and immediately 
thereafter holds an applicable retained inter-
est (the preferred stock). A’s preferred stock 
is valued under the rules of section 2701. A’s 
gift is determined under the subtraction 
method by subtracting the value of A’s pre-

ferred stock from the value of A’s interest in 
S immediately prior to the transfer. 

(b) Transfers and other triggering 
events—(1) Completed transfers. Section 
2701 applies to determine the existence 
and amount of any gift, whether or not 
the transfer would otherwise be a tax-
able gift under chapter 12 of the Inter-
nal Revenue Code. For example, sec-
tion 2701 applies to a transfer that 
would not otherwise be a gift under 
chapter 12 because it was a transfer for 
full and adequate consideration. 

(2) Transactions treated as transfers— 
(i) In general. Except as provided in 
paragraph (b)(3) of this section, for pur-
poses of section 2701, transfer includes 
the following transactions: 

(A) A contribution to the capital of a 
new or existing entity; 

(B) A redemption, recapitalization, or 
other change in the capital structure of 
an entity (a ‘‘capital structure trans-
action’’), if— 

(1) The transferor or an applicable 
family member receives an applicable 
retained interest in the capital struc-
ture transaction; 

(2) The transferor or an applicable 
family member holding an applicable 
retained interest before the capital 
structure transaction surrenders an eq-
uity interest that is junior to the ap-
plicable retained interest (a ‘‘subordi-
nate interest’’) and receives property 
other than an applicable retained in-
terest; or 

(3) The transferor or an applicable 
family member holding an applicable 
retained interest before the capital 
structure transaction surrenders an eq-
uity interest in the entity (other than 
a subordinate interest) and the fair 
market value of the applicable retained 
interest is increased; or 

(C) The termination of an indirect 
holding in an entity (as defined in 
§ 25.2701–6) (or a contribution to capital 
by an entity to the extent an indi-
vidual indirectly holds an interest in 
the entity), if— 

(1) The property is held in a trust as 
to which the indirect holder is treated 
as the owner under subchapter J of 
chapter 1 of the Internal Revenue Code; 
or 

(2) If the termination (or contribu-
tion) is not treated as a transfer under 
paragraph (b)(2)(i)(C)(1) of this section, 
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to the extent the value of the indi-
rectly-held interest would have been 
included in the value of the indirect 
holder’s gross estate for Federal estate 
tax purposes if the indirect holder died 
immediately prior to the termination. 

(ii) Multiple attribution. For purposes 
of paragraph (b)(2)(i)(C) of this section, 
if the transfer of an indirect holding in 
property is treated as a transfer with 
respect to more than one indirect hold-
er, the transfer is attributed in the fol-
lowing order: 

(A) First, to the indirect holder(s) 
who transferred the interest to the en-
tity (without regard to section 2513); 

(B) Second, to the indirect holder(s) 
possessing a presently exercisable 
power to designate the person who 
shall possess or enjoy the property; 

(C) Third, to the indirect holder(s) 
presently entitled to receive the in-
come from the interest; 

(D) Fourth, to the indirect holder(s) 
specifically entitled to receive the in-
terest at a future date; and 

(E) Last, to any other indirect hold-
er(s) proportionally. 

(3) Excluded transactions. For pur-
poses of section 2701, a transfer does 
not include the following transactions: 

(i) A capital structure transaction, if 
the transferor, each applicable family 
member, and each member of the 
transferor’s family holds substantially 
the same interest after the transaction 
as that individual held before the 
transaction. For this purpose, common 
stock with non-lapsing voting rights 
and nonvoting common stock are inter-
ests that are substantially the same; 

(ii) A shift of rights occurring upon 
the execution of a qualified disclaimer 
described in section 2518; and 

(iii) A shift of rights occurring upon 
the release, exercise, or lapse of a 
power of appointment other than a 
general power of appointment de-
scribed in section 2514, except to the 
extent the release, exercise, or lapse 
would otherwise be a transfer under 
chapter 12. 

(c) Circumstances in which section 2701 
does not apply. To the extent provided, 
section 2701 does not apply in the fol-
lowing cases: 

(1) Marketable transferred interests. 
Section 2701 does not apply if there are 
readily available market quotations on 

an established securities market for 
the value of the transferred interests. 

(2) Marketable retained interests. Sec-
tion 25.2701–2 does not apply to any ap-
plicable retained interest if there are 
readily available market quotations on 
an established securities market for 
the value of the applicable retained in-
terests. 

(3) Interests of the same class. Section 
2701 does not apply if the retained in-
terest is of the same class of equity as 
the transferred interest or if the re-
tained interest is of a class that is pro-
portional to the class of the transferred 
interest. A class is the same class as 
(or is proportional to the class of) the 
transferred interest if the rights are 
identical (or proportional) to the rights 
of the transferred interest, except for 
non-lapsing differences in voting rights 
(or, for a partnership, non-lapsing dif-
ferences with respect to management 
and limitations on liability). For pur-
poses of this section, non-lapsing provi-
sions necessary to comply with part-
nership allocation requirements of the 
Internal Revenue Code (e.g., section 
704(b)) are non-lapsing differences with 
respect to limitations on liability. A 
right that lapses by reason of Federal 
or State law is treated as a non-lapsing 
right unless the Secretary determines, 
by regulation or by published revenue 
ruling, that it is necessary to treat 
such a right as a lapsing right to ac-
complish the purposes of section 2701. 
An interest in a partnership is not an 
interest in the same class as the trans-
ferred interest if the transferor or ap-
plicable family members have the right 
to alter the liability of the transferee. 

(4) Proportionate transfers. Section 
2701 does not apply to a transfer by an 
individual to a member of the individ-
ual’s family of equity interests to the 
extent the transfer by that individual 
results in a proportionate reduction of 
each class of equity interest held by 
the individual and all applicable family 
members in the aggregate immediately 
before the transfer. Thus, for example, 
section 2701 does not apply if P owns 50 
percent of each class of equity interest 
in a corporation and transfers a por-
tion of each class to P’s child in a man-
ner that reduces each interest held by 
P and any applicable family members, 
in the aggregate, by 10 percent even if 

VerDate Aug<04>2004 11:29 Apr 28, 2005 Jkt 205096 PO 00000 Frm 00633 Fmt 8010 Sfmt 8010 Y:\SGML\205096.XXX 205096



624 

26 CFR Ch. I (4–1–05 Edition) § 25.2701–2 

the transfer does not proportionately 
reduce P’s interest in each class. See 
§ 25.2701–6 regarding indirect holding of 
interests. 

(d) Family definitions—(1) Member of 
the family. A member of the family is, 
with respect to any transferor— 

(i) The transferor’s spouse; 
(ii) Any lineal descendant of the 

transferor or the transferor’s spouse; 
and 

(iii) The spouse of any such lineal de-
scendant. 

(2) Applicable family member. An appli-
cable family member is, with respect 
to any transferor— 

(i) The transferor’s spouse; 
(ii) Any ancestor of the transferor or 

the transferor’s spouse; and 
(iii) The spouse of any such ancestor. 
(3) Relationship by adoption. For pur-

poses of section 2701, any relationship 
by legal adoption is the same as a rela-
tionship by blood. 

(e) Examples. The following examples 
illustrate provisions of this section: 

Example 1. P, an individual, holds all the 
outstanding stock of X Corporation. Assume 
the fair market value of P’s interest in X im-
mediately prior to the transfer is $1.5 mil-
lion. X is recapitalized so that P holds 1,000 
shares of $1,000 par value preferred stock 
bearing an annual cumulative dividend of 
$100 per share (the aggregate fair market 
value of which is assumed to be $1 million) 
and 1,000 shares of voting common stock. P 
transfers the common stock to P’s child. 
Section 2701 applies to the transfer because P 
has transferred an equity interest (the com-
mon stock) to a member of P’s family and 
immediately thereafter holds an applicable 
retained interest (the preferred stock). P’s 
right to receive annual cumulative dividends 
is a qualified payment right and is valued for 
purposes of section 2701 at its fair market 
value of $1,000,000. The amount of P’s gift, 
determined using the subtraction method of 
§ 25.2701–3, is $500,000 ($1,500,000 minus 
$1,000,000). 

Example 2. The facts are the same as in Ex-
ample 1, except that the preferred dividend 
right is noncumulative. Under § 25.2701–2, P’s 
preferred dividend right is valued at zero be-
cause it is a distribution right in a con-
trolled entity, but is not a qualified payment 
right. All of P’s other rights in the preferred 
stock are valued as if P’s dividend right does 
not exist but otherwise without regard to 
section 2701. The amount of P’s gift, deter-
mined using the subtraction method, is 
$1,500,000 ($1,500,000 minus $0). P may elect, 
however, to treat the dividend right as a 

qualified payment right as provided in 
§ 25.2701–2(c)(2). 

[T.D. 8395, 57 FR 4255, Feb. 4, 1992; 57 FR 
11264, Apr. 2, 1992, as amended by T.D. 8536, 59 
FR 23154, May 5, 1994] 

§ 25.2701–2 Special valuation rules for 
applicable retained interests. 

(a) In general. In determining the 
amount of a gift under § 25.2701–3, the 
value of any applicable retained inter-
est (as defined in paragraph (b)(1) of 
this section) held by the transferor or 
by an applicable family member is de-
termined using the rules of chapter 12, 
with the modifications prescribed by 
this section. See § 25.2701–6 regarding 
the indirect holding of interests. 

(1) Valuing an extraordinary payment 
right. Any extraordinary payment right 
(as defined in paragraph (b)(2) of this 
section) is valued at zero. 

(2) Valuing a distribution right. Any 
distribution right (as defined in para-
graph (b)(3) of this section) in a con-
trolled entity is valued at zero, unless 
it is a qualified payment right (as de-
fined in paragraph (b)(6) of this sec-
tion). Controlled entity is defined in 
paragraph (b)(5) of this section. 

(3) Special rule for valuing a qualified 
payment right held in conjunction with 
an extraordinary payment right. If an ap-
plicable retained interest confers a 
qualified payment right and one or 
more extraordinary payment rights, 
the value of all these rights is deter-
mined by assuming that each extraor-
dinary payment right is exercised in a 
manner that results in the lowest total 
value being determined for all the 
rights, using a consistent set of as-
sumptions and giving due regard to the 
entity’s net worth, prospective earning 
power, and other relevant factors (the 
‘‘lower of’’ valuation rule). See 
§§ 20.2031–2(f) and 20.2031–3 for rules re-
lating to the valuation of business in-
terests generally. 

(4) Valuing other rights. Any other 
right (including a qualified payment 
right not subject to the prior para-
graph) is valued as if any right valued 
at zero does not exist and as if any 
right valued under the lower of rule is 
exercised in a manner consistent with 
the assumptions of that rule but other-
wise without regard to section 2701. 
Thus, if an applicable retained interest 
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carries no rights that are valued at 
zero or under the lower of rule, the 
value of the interest for purposes of 
section 2701 is its fair market value. 

(5) Example. The following example il-
lustrates rules of this paragraph (a). 

Example. P, an individual, holds all 1,000 
shares of X Corporation’s $1,000 par va1ue 
preferred stock bearing an annual cumu-
lative dividend of $100 per share and holds all 
1,000 shares of X’s voting common stock. P 
has the right to put all the preferred stock 
to X at any time for $900,000. P transfers the 
common stock to P’s child and immediately 
thereafter holds the preferred stock. Assume 
that at the time of the transfer, the fair 
market value of X is $1,500,000, and the fair 
market value of P’s annual cumulative divi-
dend right is $1,000,000. Because the preferred 
stock confers both an extraordinary pay-
ment right (the put right) and a qualified 
payment right (i.e., the right to receive cu-
mulative dividends), the lower of rule applies 
and the value of these rights is determined 
as if the put right will be exercised in a man-
ner that results in the lowest total value 
being determined for the rights (in this case, 
by assuming that the put will be exercised 
immediately). The value of P’s preferred 
stock is $900,000 (the lower of $1,000,000 or 
$900,000). The amount of the gift is $600,000 
($1,500,000 minus $900,000). 

(b) Definitions—(1) Applicable retained 
interest. An applicable retained interest 
is any equity interest in a corporation 
or partnership with respect to which 
there is either— 

(i) An extraordinary payment right 
(as defined in paragraph (b)(2) of this 
section), or 

(ii) In the case of a controlled entity 
(as defined in paragraph (b)(5) of this 
section), a distribution right (as de-
fined in paragraph (b)(3) of this sec-
tion). 

(2) Extraordinary payment right. Ex-
cept as provided in paragraph (b)(4) of 
this section, an extraordinary payment 
right is any put, call, or conversion 
right, any right to compel liquidation, 
or any similar right, the exercise or 
nonexercise of which affects the value 
of the transferred interest. A call right 
includes any warrant, option, or other 
right to acquire one or more equity in-
terests. 

(3) Distribution right. A distribution 
right is the right to receive distribu-
tions with respect to an equity inter-
est. A distribution right does not in-
clude— 

(i) Any right to receive distributions 
with respect to an interest that is of 
the same class as, or a class that is 
subordinate to, the transferred inter-
est; 

(ii) Any extraordinary payment 
right; or 

(iii) Any right described in paragraph 
(b)(4) of this section. 

(4) Rights that are not extraordinary 
payment rights or distribution rights. 
Mandatory payment rights, liquidation 
participation rights, rights to guaran-
teed payments of a fixed amount under 
section 707(c), and non-lapsing conver-
sion rights are neither extraordinary 
payment rights nor distribution rights. 

(i) Mandatory payment right. A man-
datory payment right is a right to re-
ceive a payment required to be made at 
a specific time for a specific amount. 
For example, a mandatory redemption 
right in preferred stock requiring that 
the stock be redeemed at its fixed par 
value on a date certain is a mandatory 
payment right and therefore not an ex-
traordinary payment right or a dis-
tribution right. A right to receive a 
specific amount on the death of the 
holder is a mandatory payment right. 

(ii) Liquidation participation rights. A 
liquidation participation right is a 
right to participate in a liquidating 
distribution. If the transferor, mem-
bers of the transferor’s family, or ap-
plicable family members have the abil-
ity to compel liquidation, the liquida-
tion participation right is valued as if 
the ability to compel liquidation— 

(A) Did not exist, or 
(B) If the lower of rule applies, is ex-

ercised in a manner that is consistent 
with that rule. 

(iii) Right to a guaranteed payment of 
a fixed amount under section 707(c). The 
right to a guaranteed payment of a 
fixed amount under section 707(c) is the 
right to a guaranteed payment (within 
the meaning of section 707(c)) the 
amount of which is determined at a 
fixed rate (including a rate that bears a 
fixed relationship to a specified market 
interest rate). A payment that is con-
tingent as to time or amount is not a 
guaranteed payment of a fixed amount. 

(iv) Non-lapsing conversion right—(A) 
Corporations. A non-lapsing conversion 
right, in the case of a corporation, is a 
non-lapsing right to convert an equity 
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interest in a corporation into a fixed 
number or a fixed percentage of shares 
of the same class as the transferred in-
terest (or into an interest that would 
be of the same class but for non-lapsing 
differences in voting rights), that is 
subject to proportionate adjustments 
for changes in the equity ownership of 
the corporation and to adjustments 
similar to those provided in section 
2701(d) for unpaid payments. 

(B) Partnerships. A non-lapsing con-
version right, in the case of a partner-
ship, is a non-lapsing right to convert 
an equity interest in a partnership into 
a specified interest (other than an in-
terest represented by a fixed dollar 
amount) of the same class as the trans-
ferred interest (or into an interest that 
would be of the same class but for non- 
lapsing differences in management 
rights or limitations on liability) that 
is subject to proportionate adjustments 
for changes in the equity ownership of 
the partnership and to adjustments 
similar to those provided in section 
2701(d) for unpaid payments. 

(C) Proportionate adjustments in equity 
ownership. For purposes of this para-
graph (b)(4), an equity interest is sub-
ject to proportionate adjustments for 
changes in equity ownership if, in the 
case of a corporation, proportionate ad-
justments are required to be made for 
splits, combinations, reclassifications, 
and similar changes in capital stock, 
or, in the case of a partnership, the eq-
uity interest is protected from dilution 
resulting from changes in the partner-
ship structure. 

(D) Adjustments for unpaid payments. 
For purposes of this paragraph (b)(4), 
an equity interest is subject to adjust-
ments similar to those provided in sec-
tion 2701(d) if it provides for— 

(1) Cumulative payments; 
(2) Compounding of any unpaid pay-

ments at the rate specified in § 25.2701– 
4(c)(2); and 

(3) Adjustment of the number or per-
centage of shares or the size of the in-
terest into which it is convertible to 
take account of accumulated but un-
paid payments. 

(5) Controlled entity—(i) In general. 
For purposes of section 2701, a con-
trolled entity is a corporation or part-
nership controlled, immediately before 
a transfer, by the transferor, applicable 

family members, and any lineal de-
scendants of the parents of the trans-
feror or the transferor’s spouse. See 
§ 25.2701–6 regarding indirect holding of 
interests. 

(ii) Corporations—(A) In general. In 
the case of a corporation, control 
means the holding of at least 50 per-
cent of the total voting power or total 
fair market value of the equity inter-
ests in the corporation. 

(B) Voting rights. Equity interests 
that carry no right to vote other than 
on liquidation, merger, or a similar 
event are not considered to have voting 
rights for purposes of this paragraph 
(b)(5)(ii). Generally, a voting right is 
considered held by an individual to the 
extent that the individual, either alone 
or in conjunction with any other per-
son, is entitled to exercise (or direct 
the exercise of) the right. However, if 
an equity interest carrying voting 
rights is held in a fiduciary capacity, 
the voting rights are not considered 
held by the fiduciary, but instead are 
considered held by each beneficial 
owner of the interest and by each indi-
vidual who is a permissible recipient of 
the income from the interest. A voting 
right does not include a right to vote 
that is subject to a contingency that 
has not occurred, other than a contin-
gency that is within the control of the 
individual holding the right. 

(iii) Partnerships. In the case of any 
partnership, control means the holding 
of at least 50 percent of either the cap-
ital interest or the profits interest in 
the partnership. Any right to a guaran-
teed payment under section 707(c) of a 
fixed amount is disregarded in making 
this determination. In addition, in the 
case of a limited partnership, control 
means the holding of any equity inter-
est as a general partner. See § 25.2701– 
2(b)(4)(iii) for the definition of a right 
to a guaranteed payment of a fixed 
amount under section 707(c). 

(6) Qualified payment right—(i) In gen-
eral. A qualified payment right is a 
right to receive qualified payments. A 
qualified payment is a distribution 
that is— 

(A) A dividend payable on a periodic 
basis (at least annually) under any cu-
mulative preferred stock, to the extent 
such dividend is determined at a fixed 
rate; 
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(B) Any other cumulative distribu-
tion payable on a periodic basis (at 
least annually) with respect to an eq-
uity interest, to the extent determined 
at a fixed rate or as a fixed amount; or 

(C) Any distribution right for which 
an election has been made pursuant to 
paragraph (c)(2) of this section. 

(ii) Fixed rate. For purposes of this 
section, a payment rate that bears a 
fixed relationship to a specified market 
interest rate is a payment determined 
at a fixed rate. 

(c) Qualified payment elections—(1) 
Election to treat a qualified payment right 
as other than a qualified payment right. 
Any transferor holding a qualified pay-
ment right may elect to treat all rights 
held by the transferor of the same class 
as rights that are not qualified pay-
ment rights. An election may be a par-
tial election, in which case the election 
must be exercised with respect to a 
consistent portion of each payment 
right in the class as to which the elec-
tion has been made. 

(2) Election to treat other distribution 
rights as qualified payment rights. Any 
individual may elect to treat a dis-
tribution right held by that individual 
in a controlled entity as a qualified 
payment right. An election may be a 
partial election, in which case the elec-
tion must be exercised with respect to 
a consistent portion of each payment 
right in the class as to which the elec-
tion has been made. An election under 
this paragraph (c)(2) will not cause the 
value of the applicable retained inter-
est conferring the distribution right to 
exceed the fair market value of the ap-
plicable retained interest (determined 
without regard to section 2701). The 
election is effective only to the ex-
tent— 

(i) Specified in the election, and 
(ii) That the payments elected are 

permissible under the legal instrument 
giving rise to the right and are con-
sistent with the legal right of the enti-
ty to make the payment. 

(3) Elections irrevocable. Any election 
under paragraph (c)(1) or (c)(2) of this 
section is revocable only with the con-
sent of the Commissioner. 

(4) Treatment of certain payments to 
applicable family members. Any payment 
right described in paragraph (b)(6) of 
this section held by an applicable fam-

ily member is treated as a payment 
right that is not a qualified payment 
right unless the applicable family 
member elects (pursuant to paragraph 
(c)(2) of this section) to treat the pay-
ment right as a qualified payment 
right. An election may be a partial 
election, in which case the election 
must be exercised with respect to a 
consistent portion of each payment 
right in the class as to which the elec-
tion has been made. 

(5) Time and manner of elections. Any 
election under paragraph (c)(1) or (c)(2) 
of this section is made by attaching a 
statement to the Form 709, Federal 
Gift Tax Return, filed by the transferor 
on which the transfer is reported. An 
election filed after the time of the fil-
ing of the Form 709 reporting the 
transfer is not a valid election. An 
election filed as of April 6, 1992, for 
transfers made prior to its publication 
is effective. The statement must— 

(i) Set forth the name, address, and 
taxpayer identification number of the 
electing individual and of the trans-
feror, if different; 

(ii) If the electing individual is not 
the transferor filing the return, state 
the relationship between the individual 
and the transferor; 

(iii) Specifically identify the transfer 
disclosed on the return to which the 
election applies; 

(iv) Describe in detail the distribu-
tion right to which the election ap-
plies; 

(v) State the provision of the regula-
tion under which the election is being 
made; and 

(vi) If the election is being made 
under paragraph (c)(2) of this section— 

(A) State the amounts that the elec-
tion assumes will be paid, and the 
times that the election assumes the 
payments will be made; 

(B) Contain a statement, signed by 
the electing individual, in which the 
electing individual agrees that— 

(1) If payments are not made as pro-
vided in the election, the individual’s 
subsequent taxable gifts or taxable es-
tate will, upon the occurrence of a tax-
able event (as defined in § 25.2701–4(b)), 
be increased by an amount determined 
under § 25.2701–4(c), and 
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(2) The individual will be personally 
liable for any increase in tax attrib-
utable thereto. 

(d) Examples. The following examples 
illustrate provisions of this section: 

Example 1. On March 30, 1991, P transfers 
non-voting common stock of X Corporation 
to P’s child, while retaining $100 par value 
voting preferred stock bearing a cumulative 
annual dividend of $10. Immediately before 
the transfer, P held 100 percent of the stock. 
Because X is a controlled entity (within the 
meaning of paragraph (b)(5) of this section), 
P’s dividend right is a distribution right that 
is subject to section 2701. See § 25.2701–2(b)(3). 
Because the distribution right is an annual 
cumulative dividend, it is a qualified pay-
ment right. See § 25.2701–2(b)(6). 

Example 2. The facts are the same as in Ex-
ample 1, except that the dividend right is 
non-cumulative. P’s dividend right is a dis-
tribution right in a controlled entity, but is 
not a qualified payment right because the 
dividend is non-cumulative. Therefore, the 
non-cumulative dividend right is valued at 
zero under § 25.2701–2(a)(2). If the corporation 
were not a controlled entity, P’s dividend 
right would be valued without regard to sec-
tion 2701. 

Example 3. The facts are the same as in Ex-
ample 1. Because P holds sufficient voting 
power to compel liquidation of X, P’s right 
to participate in liquidation is an extraor-
dinary payment right under paragraph (b)(2) 
of this section. Because P holds an extraor-
dinary payment right in conjunction with a 
qualified payment right (the right to receive 
cumulative dividends), the lower of rule ap-
plies. 

Example 4. The facts are the same as in Ex-
ample 1, except that immediately before the 
transfer, P, applicable family members of P, 
and members of P’s family, hold 60 percent of 
the voting rights in X. Assume that 80 per-
cent of the vote is required to compel liq-
uidation of any interest in X. P’s right to 
participate in liquidation is not an extraor-
dinary payment right under paragraph (b)(2) 
of this section, because P and P’s family can-
not compel liquidation of X. P’s preferred 
stock is an applicable retained interest that 
carries no rights that are valued under the 
special valuation rules of section 2701. Thus, 
in applying the valuation method of § 25.2701– 
3, the value of P’s preferred stock is its fair 
market value determined without regard to 
section 2701. 

Example 5. L holds 10-percent non-cumu-
lative preferred stock and common stock in 
a corporation that is a controlled entity. L 
transfers the common stock to L’s child. L 
holds no extraordinary payment rights with 
respect to the preferred stock. L elects under 
paragraph (c)(2) of this section to treat the 
noncumulative dividend right as a qualified 
payment right consisting of the right to re-

ceive a cumulative annual dividend of 5 per-
cent. Under § 25.2701–2(c)(2), the value of the 
distribution right pursuant to the election is 
the lesser of— 

(A) The fair market value of the right to 
receive a cumulative 5-percent dividend from 
the corporation, giving due regard to the 
corporation’s net worth, prospective earning 
power, and dividend-paying capacity; or 

(B) The value of the distribution right de-
termined without regard to section 2701 and 
without regard to the terms of the qualified 
payment election. 

[T.D. 8395, 57 FR 4257, Feb. 4, 1992] 

§ 25.2701–3 Determination of amount 
of gift. 

(a) Overview—(1) In general. The 
amount of the gift resulting from any 
transfer to which section 2701 applies is 
determined by a subtraction method of 
valuation. Under this method, the 
amount of the transfer is determined 
by subtracting the values of all family- 
held senior equity interests from the 
fair market value of all family-held in-
terests in the entity determined imme-
diately before the transfer. The values 
of the senior equity interests held by 
the transferor and applicable family 
members generally are determined 
under section 2701. Other family-held 
senior equity interests are valued at 
their fair market value. The balance is 
then appropriately allocated among 
the transferred interests and other 
family-held subordinate equity inter-
ests. Finally, certain discounts and 
other appropriate reductions are pro-
vided, but only to the extent permitted 
by this section. 

(2) Definitions. The following defini-
tions apply for purposes of this section. 

(i) Family-held. Family-held means 
held (directly or indirectly) by an indi-
vidual described in § 25.2701–2(b)(5)(i). 

(ii) Senior equity interest. Senior eq-
uity interest means an equity interest 
in the entity that carries a right to dis-
tributions of income or capital that is 
preferred as to the rights of the trans-
ferred interest. 

(iii) Subordinate equity interest. Subor-
dinate equity interest means an equity 
interest in the entity as to which an 
applicable retained interest is a senior 
equity interest. 
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(b) Valuation methodology. The fol-
lowing methodology is used to deter-
mine the amount of the gift when sec-
tion 2701 applies. 

(1) Step 1—Valuation of family-held in-
terest—(i) In general. Except as provided 
in paragraph (b)(1)(ii) of this section 
determine the fair market value of all 
family-held equity interests in the en-
tity immediately after the transfer. 
The fair market value is determined by 
assuming that the interests are held by 
one individual, using a consistent set 
of assumptions. 

(ii) Special rule for contributions to 
capital. In the case of a contribution to 
capital, determine the fair market 
value of the contribution. 

(2) Step 2—Subtract the value of senior 
equity interests—(i) In general. If the 
amount determined in Step 1 of para-
graph (b)(1) of this section is not deter-
mined under the special rule for con-
tributions to capital, from that value 
subtract the following amounts: 

(A) An amount equal to the sum of 
the fair market value of all family-held 
senior equity interests, (other than ap-
plicable retained interests held by the 
transferor or applicable family mem-
bers) and the fair market value of any 
family-held equity interests of the 
same class or a subordinate class to the 
transferred interests held by persons 
other than the transferor, members of 
the transferor’s family, and applicable 
family members of the transferor. The 
fair market value of an interest is its 
pro rata share of the fair market value 
of all family-held senior equity inter-
ests of the same class (determined, im-
mediately after the transfer, as is all 
family-held senior equity interests 
were held by one individual); and 

(B) The value of all applicable re-
tained interests held by the transferor 
or applicable family members (other 
than an interest received as consider-
ation for the transfer) determined 
under § 25.2701–2, taking into account 
the adjustment described in paragraph 
(b)(5) of this section. 

(ii) Special rule for contributions to 
capital. If the value determined in Step 
1 of paragraph (b)(1) of this section is 
determined under the special rule for 
contributions to capital, subtract the 
value of any applicable retained inter-
est received in exchange for the con-

tribution to capital determined under 
§ 25.2701–2. 

(2) Step 2—Subtract the value of senior 
equity interests. From the value deter-
mined in Step 1, subtract the following 
amounts: 

(i) An amount equal to the fair mar-
ket value of all family-held senior eq-
uity interests, other than applicable 
retained interests held by the trans-
feror or applicable family members. 
The fair market value of an interest is 
its pro rata share of the fair market 
value of all family-held senior equity 
interests of the same class (determined 
as if all family-held senior equity in-
terests were held by one individual); 
and 

(ii) The value of all applicable re-
tained interests held by the transferor 
or applicable family members deter-
mined under § 25.2701–2, taking into ac-
count the adjustment described in 
paragraph (b)(5) of this section. 

(3) Step 3—Allocate the remaining value 
among the transferred interests and other 
family-held subordinate equity interests. 
The value remaining after Step 2 is al-
located among the transferred inter-
ests and other subordinate equity in-
terests held by the transferor, applica-
ble family members, and members of 
the transferor’s family. If more than 
one class of family-held subordinate 
equity interest exists, the value re-
maining after Step 2 is allocated, be-
ginning with the most senior class of 
subordinate equity interest, in the 
manner that would most fairly approx-
imate their value if all rights valued 
under section 2701 at zero did not exist 
(or would be exercised in a manner con-
sistent with the assumptions of the 
rule of § 25.2702–2(a)(4), if applicable). If 
there is no clearly appropriate method 
of allocating the remaining value pur-
suant to the preceding sentence, the re-
maining value (or the portion remain-
ing after any partial allocation pursu-
ant to the preceding sentence) is allo-
cated to the interests in proportion to 
their fair market values determined 
without regard to section 2701. 

(4) Step 4—Determine the amount of the 
gift—(i) In general. The amount allo-
cated to the transferred interests in 
Step 3 is reduced by the amounts deter-
mined under this paragraph (b)(4). 
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(ii) Reduction for minority or similar 
discounts. Except as provided in 
§ 25.2701–3(c), if the value of the trans-
ferred interest (determined without re-
gard to section 2701) would be deter-
mined after application of a minority 
or similar discount with respect to the 
transferred interest, the amount of the 
gift determined under section 2701 is 
reduced by the excess, if any, of— 

(A) A pro rata portion of the fair 
market value of the family-held inter-
ests of the same class (determined as if 
all voting rights conferred by family- 
held equity interests were held by one 
person who had no interest in the enti-
ty other than the family-held interests 
of the same class, but otherwise with-
out regard to section 2701), over 

(B) The value of the transferred in-
terest (without regard to section 2701). 

(iii) Adjustment for transfers with a re-
tained interest. If the value of the trans-
feror’s gift (determined without regard 
to section 2701) would be reduced under 
section 2702 to reflect the value of a re-
tained interest, the value determined 
under section 2701 is reduced by the 
same amount. 

(iv) Reduction for consideration. The 
amount of the transfer (determined 
under section 2701) is reduced by the 
amount of consideration in money or 
money’s worth received by the trans-
feror, but not in excess of the amount 
of the gift (determined without regard 
to section 2701). The value of consider-
ation received by the transferor in the 
form of an applicable retained interest 
in the entity is determined under sec-
tion 2701 except that, in the case of a 
contribution to capital, the Step 4 
value of such an interest is zero. 

(5) Adjustment in Step 2—(i) In general. 
For purposes of paragraph (b)(2) of this 
section, if the percentage of any class 
of applicable retained interest held by 
the transferor and by applicable family 
members (including any interest re-
ceived as consideration for the trans-
fer) exceeds the family interest per-
centage, the excess is treated as a fam-
ily-held interest that is not held by the 
transferor or an applicable family 
member. 

(ii) Family interest percentage. The 
family interest percentage is the high-
est ownership percentage (determined 

on the basis of relative fair market val-
ues) of family-held interests in— 

(A) Any class of subordinate equity 
interest; or 

(B) All subordinate equity interests, 
valued in the aggregate. 

(c) Minimum value rule—(1) In general. 
If section 2701 applies to the transfer of 
an interest in an entity, the value of a 
junior equity interest is not less than 
its pro-rata portion of 10 percent of the 
sum of— 

(i) The total value of all equity inter-
ests in the entity, and 

(ii) The total amount of any indebt-
edness of the entity owed to the trans-
feror and applicable family members. 

(2) Junior equity interest. For purposes 
of paragraph (c)(1) of this section, jun-
ior equity interest means common 
stock or, in the case of a partnership, 
any partnership interest under which 
the rights to income and capital are 
junior to the rights of all other classes 
of partnership interests. Common 
stock means the class or classes of 
stock that, under the facts and cir-
cumstances, are entitled to share in 
the reasonably anticipated residual 
growth in the entity. 

(3) Indebtedness—(i) In general. For 
purposes of paragraph (c)(1) of this sec-
tion, indebtedness owed to the trans-
feror (or an applicable family member) 
does not include— 

(A) Short-term indebtedness incurred 
with respect to the current conduct of 
the entity’s trade or business (such as 
amounts payable for current services); 

(B) Indebtedness owed to a third 
party solely because it is guaranteed 
by the transferor or an applicable fam-
ily member; or 

(C) Amounts permanently set aside 
in a qualified deferred compensation 
arrangement, to the extent the 
amounts are unavailable for use by the 
entity. 

(ii) Leases. A lease of property is not 
indebtedness, without regard to the 
length of the lease term, if the lease 
payments represent full and adequate 
consideration for use of the property. 
Lease payments are considered full and 
adequate consideration if a good faith 
effort is made to determine the fair 
rental value under the lease and the 
terms of the lease conform to the value 
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so determined. Arrearages with respect 
to a lease are indebtedness. 

(d) Examples. The application of the 
subtraction method described in this 
section is illustrated by the following 
Examples: 

Example 1. Corporation X has outstanding 
1,000 shares of $1,000 par value voting pre-
ferred stock, each share of which carries a 
cumulative annual dividend of 8 percent and 
a right to put the stock to X for its par value 
at any time. In addition, there are out-
standing 1,000 shares of non-voting common 
stock. A holds 600 shares of the preferred 
stock and 750 shares of the common stock. 
The balance of the preferred and common 
stock is held by B, a person unrelated to A. 
Because the preferred stock confers both a 
qualified payment right and an extraor-
dinary payment right, A’s rights are valued 
under the ‘‘lower of’’ rule of § 25.2701–2(a)(3). 
Assume that A’s rights in the preferred 
stock are valued at $800 per share under the 
‘‘lower of’’ rule (taking account of A’s voting 
rights). A transfers all of A’s common stock 
to A’s child. The method for determining the 
amount of A’s gift is as follows— 

Step l: Assume the fair market value of all 
the family-held interests in X, taking ac-
count of A’s control of the corporation, is de-
termined to be $1 million. 

Step 2: From the amount determined under 
Step l, subtract $480,000 (600 shares × $800 (the 
section 2701 value of A’s preferred stock, 
computed under the ‘‘lower of’’ rule of 
§ 25.2701–2(a)(3))). 

Step 3: The result of Step 2 is a balance of 
$520,000. This amount is fully allocated to 
the 750 shares of family-held common stock. 

3Step 4: Because no consideration was fur-
nished for the transfer, the adjustment under 
Step 4 is limited to the amount of any appro-
priate minority or similar discount. Before 
the application of Step 4 the amount of A’s 
gift is $520,000. 

Example 2. The facts are the same as in Ex-
ample 1, except that prior to the transfer A 
holds only 50 percent of the common stock 
and B holds the remaining 50 percent. As-
sume that the fair market value of A’s 600 
shares of preferred stock is $600,000. 

Step 1: Assume that the result of this step 
(determining the value of the family-held in-
terest) is $980,000. 

Step 2: From the amount determined under 
Step 1, subtract $500,000 ($400,000, the value of 
500 shares of A’s preferred stock determined 
without regard to section 2701 pursuant to 
the valuation adjustment determined under 
paragraph (b)(5) of this section). The adjust-
ment in step 2 applies in this example be-
cause A’s percentage ownership of the pre-
ferred stock (60 percent) exceeds the family 
interest percentage of the common stock (50 
percent). Therefore, 100 shares of A’s pre-

ferred stock are valued at fair market value, 
or $100,000 (100 × $1,000). The balance of A’s 
preferred stock is valued under section 2701 
at $400,000 (500 shares × $800). The value of A’s 
preferred stock for purposes of section 2701 
equals $500,000 ($100,000 plus $400,000). 

Step 3: The result of Step 2 is $480,000 
($980,000 minus $500,000) which is allocated to 
the family-held common stock. Because A 
transferred all of the family-held subordi-
nate equity interests, all of the value deter-
mined under Step 2 is allocated to the trans-
ferred shares. Step 4: The adjustment under 
Step 4 is the same as in Example 1.Thus, the 
amount of the gift is $480,000. 

Example 3. Corporation X has outstanding 
1,000 shares of $1,000 par value non-voting 
preferred stock, each share of which carries 
a cumulative annual dividend of 8 percent 
and a right to put the stock to X for its par 
value at any time. In addition, there are out-
standing 1,000 shares of voting common 
stock. A holds 600 shares of the preferred 
stock and 750 shares of the common stock. 
The balance of the preferred and common 
stock is held by B, a person unrelated to A. 
Assume further that steps one through three, 
as in Example 1, result in $520,000 being allo-
cated to the family-held common stock and 
that A transfers only 75 shares of A’s com-
mon stock. The transfer fragments A’s vot-
ing interest. Under Step 4, an adjustment is 
appropriate to reflect the fragmentation of 
A’s voting rights. The amount of the adjust-
ment is the difference between 10 percent (75/ 
750) of the fair market value of A’s common 
shares and the fair market value of the 
transferred shares, each determined as if the 
holder thereof had no other interest in the 
corporation. 

Example 4. On December 31, 1990, the cap-
ital structure of Y corporation consists of 
1,000 shares of voting common stock held 
three-fourths by A and one-fourth by A’s 
child, B. On January 15, 1991, A transfers 250 
shares of common stock to Y in exchange for 
300 shares of nonvoting, noncumulative 8% 
preferred stock with a section 2701 value of 
zero. Assume that the fair market value of Y 
is $1,000,000 at the time of the exchange and 
that the exchange by A is for full and ade-
quate consideration in moneys’ worth. How-
ever, for purposes of section 2701, if a subor-
dinate equity interest is transferred in ex-
change for an applicable retained interest, 
consideration in the exchange is determined 
with reference to the section 2701 value of 
the senior interest. Thus, A is treated as 
transferring the common stock to the cor-
poration for no consideration. Immediately 
after the transfer, B is treated as holding 
one-third (250/750) of the common stock and 
A is treated as holding two-thirds (500/750). 
The amount of the gift is determined as fol-
lows: 

Step 1. Because Y is held exclusively by A 
and B, the Step 1 value is $1,000,000. 
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Step 2. The result of Step 2 is $1,000,000 
($1,000,000 ¥ 0). 

Step 3. The amount allocated to the trans-
ferred common stock is $250,000 (250/1,000 × 
$1,000,000). That amount is further allocated 
in proportion to the respective holdings of A 
and B in the common stock ($166,667 and 
$83,333, respectively). 

Step 4. There is no Step 4 adjustment be-
cause the section 2701 value of the consider-
ation received by A was zero and no minority 
discount would have been involved in the ex-
change. Thus, the amount of the gift is 
$83,333. If the section 2701 value of the appli-
cable retained interested were $100,000, the 
Step 4 adjustment would have been a $33,333 
reduction for consideration received ((250/ 
750)×$100,000). 

Example 5. The facts are the same as in Ex-
ample 4, except that on January 6, 1992, when 
the fair market value of Y is still $1,000,000, 
A transfers A’s remaining 500 shares of com-
mon stock to Y in exchange for 2500 shares of 
preferred stock. The second transfer is also 
for full and adequate consideration in money 
or money’s worth. The result of Step 2 is the 
same—$1,000,000. 

Step 3. The amount allocated to the trans-
ferred common stock is $666,667 (500/750 × 
$1,000,000). Since A holds no common stock 
immediately after the transfer, A is treated 
as transferring the entire interest to the 
other shareholder (B). Thus, $666,667 is fully 
allocated to the shares held by B. 

Step 4. There is no Step 4 adjustment be-
cause the section 2701 value of the consider-
ation received by A was zero and no minority 
discount would have been involved in the ex-
change. Thus, the amount of the gift is 
$666,667. 

[T.D. 8395, 57 FR 4259, Feb. 4, 1992; T.D. 8395, 
57 FR 11264, Apr. 2, 1992] 

§ 25.2701–4 Accumulated qualified pay-
ments. 

(a) In general. If a taxable event oc-
curs with respect to any applicable re-
tained interest conferring a distribu-
tion right that was previously valued 
as a qualified payment right (a ‘‘quali-
fied payment interest’’), the taxable es-
tate or taxable gifts of the individual 
holding the interest are increased by 
the amount determined under para-
graph (c) of this section. 

(b) Taxable event—(1) In general. Ex-
cept as otherwise provided in this sec-
tion, taxable event means the transfer 
of a qualified payment interest, either 
during life or at death, by the indi-
vidual in whose hands the interest was 
originally valued under section 2701 
(the ‘‘interest holder’’) or by any indi-
vidual treated pursuant to paragraph 

(b)(3) of this section in the same man-
ner as the interest holder. Except as 
provided in paragraph (a)(2) of this sec-
tion, any termination of an individ-
ual’s rights with respect to a qualified 
payment interest is a taxable event. 
Thus, for example, if an individual is 
treated as indirectly holding a quali-
fied payment interest held by a trust, a 
taxable event occurs on the earlier of— 

(i) The termination of the individ-
ual’s interest in the trust (whether by 
death or otherwise), or 

(ii) The termination of the trust’s in-
terest in the qualified payment inter-
est (whether by disposition or other-
wise). 

(2) Exception. If, at the time of a ter-
mination of an individual’s rights with 
respect to a qualified payment interest, 
the value of the property would be in-
cludible in the individual’s gross estate 
for Federal estate tax purposes if the 
individual died immediately after the 
termination, a taxable transfer does 
not occur until the earlier of— 

(i) The time the property would no 
longer be includible in the individual’s 
gross estate (other than by reason of 
section 2035), or 

(ii) The death of the individual. 
(3) Individual treated as interest hold-

er—(i) In general. If a taxable event in-
volves the transfer of a qualified pay-
ment interest by the interest holder (or 
an individual treated as the interest 
holder) to an applicable family member 
of the individual who made the transfer 
to which section 2701 applied (other 
than the spouse of the individual trans-
ferring the qualified payment interest), 
the transferee applicable family mem-
ber is treated in the same manner as 
the interest holder with respect to late 
or unpaid qualified payments first due 
after the taxable event. Thus, for ex-
ample, if an interest holder transfers 
during life a qualified payment interest 
to an applicable family member, that 
transfer is a taxable event with respect 
to the interest holder whose taxable 
gifts are increased for the year of the 
transfer as provided in paragraph (c) of 
this section. The transferee is treated 
thereafter in the same manner as the 
interest holder with respect to late or 
unpaid qualified payments first due 
after the taxable event. 
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(ii) Transfers to spouse—(A) In general. 
If an interest holder (or an individual 
treated as the interest holder) trans-
fers a qualified payment interest, the 
transfer is not a taxable event to the 
extent a marital deduction is allowed 
with respect to the transfer under sec-
tions 2056, 2106(a)(3), or 2523 or, in the 
case of a transfer during the individ-
ual’s lifetime, to the extent the spouse 
furnishes consideration for the trans-
fer. If this exception applies, the trans-
feree spouse is treated as if he or she 
were the holder of the interest from 
the date the transferor spouse acquired 
the interest. If the deduction for a 
transfer to a spouse is allowable under 
section 2056(b)(8) or 2523(g) (relating to 
charitable remainder trusts), the trans-
feree spouse is treated as the holder of 
the entire interest passing to the trust. 

(B) Marital bequests. If the selection 
of property with which a marital be-
quest is funded is discretionary, a 
transfer of a qualified payment interest 
will not be considered a transfer to the 
surviving spouse unless— 

(1) The marital bequest is funded 
with the qualified payment interest be-
fore the due date for filing the dece-
dent’s Federal estate tax return (in-
cluding extensions actually granted) 
(the ‘‘due date’’), or 

(2) The executor— 
(i) Files a statement with the return 

indicating the extent to which the 
marital bequest will be funded with the 
qualified payment interest, and 

(ii) Before the date that is one year 
prior to the expiration of the period of 
limitations on assessment of the Fed-
eral estate tax, notifies the District Di-
rector having jurisdiction over the re-
turn of the extent to which the bequest 
was funded with the qualified payment 
interest (or the extent to which the 
qualified payment interest has been 
permanently set aside for that pur-
pose). 

(C) Purchase by the surviving spouse. 
For purposes of this section, the pur-
chase (before the date prescribed for 
filing the decedent’s estate tax return, 
including extensions actually granted) 
by the surviving spouse (or a trust de-
scribed in section 2056(b)(7)) of a quali-
fied payment interest held (directly or 
indirectly) by the decedent imme-
diately before death is considered a 

transfer with respect to which a deduc-
tion is allowable under section 2056 or 
section 2106(a)(3), but only to the ex-
tent that the deduction is allowed to 
the estate. For example, assume that A 
bequeaths $50,000 to A’s surviving 
spouse, B, in a manner that qualifies 
for deduction under section 2056, and 
that subsequent to A’s death B pur-
chases a qualified payment interest 
from A’s estate for $200,000, its fair 
market value. The economic effect of 
the transaction is the equivalent of a 
bequest by A to B of the qualified pay-
ment interest, one-fourth of which 
qualifies for the marital deduction. 
Therefore, for purposes of this section, 
one-fourth of the qualified payment in-
terest purchased by B ($50,000 ÷ $200,000) 
is considered a transfer of an interest 
with respect to which a deduction is al-
lowed under 2056. If the purchase by the 
surviving spouse is not made before the 
due date of the decedent’s return, the 
purchase of the qualified payment in-
terest will not be considered a bequest 
for which a marital deduction is al-
lowed unless the executor— 

(1) Files a statement with the return 
indicating the qualified payment inter-
ests to be purchased by the surviving 
spouse (or a trust described in section 
2056(b)(7)), and 

(2) Before the date that is one year 
prior to the expiration of the period of 
limitations on assessment of the Fed-
eral estate tax, notifies the District Di-
rector having jurisdiction over the re-
turn that the purchase of the qualified 
payment interest has been made (or 
that the funds necessary to purchase 
the qualified payment interest have 
been permanently set aside for that 
purpose). 

(c) Amount of increase—(1) In general. 
Except as limited by paragraph (c)(6) of 
this section, the amount of the in-
crease to an individual’s taxable estate 
or taxable gifts is the excess, if any, 
of— 

(i) The sum of— 
(A) The amount of qualified pay-

ments payable during the period begin-
ning on the date of the transfer to 
which section 2701 applied (or, in the 
case of an individual treated as the in-
terest holder, on the date the interest 
of the prior interest holder terminated) 
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and ending on the date of the taxable 
event; and 

(B) The earnings on those payments, 
determined hypothetically as if each 
payment were paid on its due date and 
reinvested as of that date at a yield 
equal to the appropriate discount rate 
(as defined below); over 

(ii) The sum of— 
(A) The amount of the qualified pay-

ments actually paid during the same 
period; 

(B) The earnings on those payments, 
determined hypothetically as if each 
payment were reinvested as of the date 
actually paid at a yield equal to the ap-
propriate discount rate; and 

(C) To the extent required to prevent 
double inclusion, by an amount equal 
to the sum of— 

(1) The portion of the fair market 
value of the qualified payment interest 
solely attributable to any right to re-
ceive unpaid qualified payments deter-
mined as of the date of the taxable 
event; 

(2) The fair market value of any eq-
uity interest in the entity received by 
the individual in lieu of qualified pay-
ments and held by the individual at the 
taxable event, and 

(3) The amount by which the individ-
ual’s aggregate taxable gifts were in-
creased by reason of the failure of the 
individual to enforce the right to re-
ceive qualified payments. 

(2) Due date of qualified payments. 
With respect to any qualified payment, 
the ‘‘due date’’ is that date specified in 
the governing instrument as the date 
on which payment is to be made. If no 
date is specified in the governing in-
strument, the due date is the last day 
of each calendar year. 

(3) Appropriate discount rate. The ap-
propriate discount rate is the discount 
rate that was applied in determining 
the value of the qualified payment 
right at the time of the transfer to 
which section 2701 applied. 

(4) Application of payments. For pur-
poses of this section, any payment of 
an unpaid qualified payment is applied 
in satisfaction of unpaid qualified pay-
ments beginning with the earliest un-
paid qualified payment. Any payment 
in excess of the total of all unpaid 
qualified payments is treated as a pre-
payment of future qualified payments. 

(5) Payment. For purposes of this 
paragraph (c), the transfer of a debt ob-
ligation bearing compound interest 
from the due date of the payment at a 
rate not less than the appropriate dis-
count rate is a qualified payment if the 
term of the obligation (including ex-
tensions) does not exceed four years 
from the date issued. A payment in the 
form of an equity interest in the entity 
is not a qualified payment. Any pay-
ment of a qualified payment made (or 
treated as made) either before or dur-
ing the four-year period beginning on 
the due date of the payment but before 
the date of the taxable event is treated 
as having been made on the due date. 

(6) Limitation—(i) In general. The 
amount of the increase to an individ-
ual’s taxable estate or taxable gifts is 
limited to the applicable percentage of 
the excess, if any, of— 

(A) The sum of— 
(1) The fair market value of all out-

standing equity interests in the entity 
that are subordinate to the applicable 
retained interest, determined as of the 
date of the taxable event without re-
gard to any accrued liability attrib-
utable to unpaid qualified payments; 
and 

(2) Any amounts expended by the en-
tity to redeem or otherwise acquire 
any such subordinate interest during 
the period beginning on the date of the 
transfer to which section 2701 applied 
(or, in the case of an individual treated 
as an interest holder, on the date the 
interest of the prior interest holder 
terminated) and ending on the date of 
the taxable event (reduced by any 
amounts received on the resale or 
issuance of any such subordinate inter-
est during the same period); over 

(B) The fair market value of all out-
standing equity interests in the entity 
that are subordinate to the applicable 
retained interest, determined as of the 
date of the transfer to which section 
2701 applied (or, in the case of an indi-
vidual treated as an interest holder, on 
the date the interest of the prior inter-
est holder terminated). 

(ii) Computation of limitation. For pur-
poses of computing the limitation ap-
plicable under this paragraph (c)(6), the 
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aggregate fair market value of the sub-
ordinate interests in the entity are de-
termined without regard to § 25.2701– 
3(c). 

(iii) Applicable percentage. The appli-
cable percentage is determined by di-
viding the number of shares or units of 
the applicable retained interest held by 
the interest holder (or an individual 
treated as the interest holder) on the 
date of the taxable event by the total 
number of such shares or units out-
standing on the same date. If an indi-
vidual holds applicable retained inter-
ests in two or more classes of interests, 
the applicable percentage is equal to 
the largest applicable percentage de-
termined with respect to any class. For 
example, if T retains 40 percent of the 
class A preferred and 60 percent of the 
class B preferred in a corporation, the 
applicable percentage with respect to 
T’s holdings is 60 percent. 

(d) Taxpayer election—(1) In general. 
An interest holder (or individual treat-
ed as an interest holder) may elect to 
treat as a taxable event the payment of 
an unpaid qualified payment occurring 
more than four years after its due date. 
Under this election, the increase under 
paragraph (c) of this section is deter-
mined only with respect to that pay-
ment and all previous payments for 
which an election was available but not 
made. Payments for which an election 
applies are treated as having been paid 
on their due dates for purposes of sub-
sequent taxable events. The election is 
revocable only with the consent of the 
Commissioner. 

(2) Limitation not applicable. If a tax-
able event occurs by reason of an elec-
tion described in paragraph (d)(1) of 
this section, the limitation described 
in paragraph (c)(6) of this section does 
not apply. 

(3) Time and manner of election—(i) 
Timely-filed returns. The election may 
be made by attaching a statement to a 
Form 709, Federal Gift Tax Return, 
filed by the recipient of the qualified 
payment on a timely basis for the year 
in which the qualified payment is re-
ceived. In that case, the taxable event 
is deemed to occur on the date the 
qualified payment is received. 

(ii) Election on late returns. The elec-
tion may be made by attaching a state-
ment to a Form 709, Federal Gift Tax 

Return, filed by the recipient of the 
qualified payment other than on a 
timely basis for the year in which the 
qualified payment is received. In that 
case, the taxable event is deemed to 
occur on the first day of the month im-
mediately preceding the month in 
which the return is filed. If an election, 
other than an election on a timely re-
turn, is made after the death of the in-
terest holder, the taxable event with 
respect to the decedent is deemed to 
occur on the later of— 

(A) The date of the recipient’s death, 
or 

(B) The first day of the month imme-
diately preceding the month in which 
the return is filed. 

(iii) Requirements of statement. The 
statement must— 

(A) Provide the name, address, and 
taxpayer identification number of the 
electing individual and the interest 
holder, if different; 

(B) Indicate that a taxable event 
election is being made under paragraph 
(d) of this section; 

(C) Disclose the nature of the quali-
fied payment right to which the elec-
tion applies, including the due dates of 
the payments, the dates the payments 
were made, and the amounts of the 
payments; 

(D) State the name of the transferor, 
the date of the transfer to which sec-
tion 2701 applied, and the discount rate 
used in valuing the qualified payment 
right; and 

(E) State the resulting amount of in-
crease in taxable gifts. 

(4) Example. The following example il-
lustrates the rules of this paragraph 
(d). 

Example. A holds cumulative preferred 
stock that A retained in a transfer to which 
section 2701 applied. No dividends were paid 
in years 1 through 5 following the transfer. 
In year 6, A received a qualified payment 
that, pursuant to paragraph (c)(3) of this sec-
tion, is considered to be in satisfaction of the 
unpaid qualified payment for year 1. No elec-
tion was made to treat that payment as a 
taxable event. In year 7, A receives a quali-
fied payment that, pursuant to paragraph 
(c)(4) of this section, is considered to be in 
satisfaction of the unpaid qualified payment 
for year 2. A elects to treat the payment in 
year 7 as a taxable event. The election in-
creases A’s taxable gifts in year 7 by the 
amount computed under paragraph (c) of this 
section with respect to the payments due in 
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both year l and year 2. For purposes of any 
future taxable events, the payments with re-
spect to years 1 and 2 are treated as having 
been made on their due dates. 

[T.D. 8395, 57 FR 4261, Feb. 4, 1992] 

§ 25.2701–5 Adjustments to mitigate 
double taxation. 

(a) Reduction of transfer tax base—(1) 
In general. This section provides rules 
under which an individual (the initial 
transferor) making a transfer subject 
to section 2701 (the initial transfer) is 
entitled to reduce his or her taxable 
gifts or adjusted taxable gifts (the re-
duction). The amount of the reduction 
is determined under paragraph (b) of 
this section. See paragraph (e) of this 
section if section 2513 (split gifts) ap-
plied to the initial transfer. 

(2) Federal gift tax modification. If, 
during the lifetime of the initial trans-
feror, the holder of a section 2701 inter-
est (as defined in paragraph (a)(4) of 
this section) transfers the interest to 
or for the benefit of an individual other 
than the initial transferor or an appli-
cable family member of the initial 
transferor in a transfer subject to Fed-
eral estate or gift tax, the initial trans-
feror may reduce the amount on which 
the initial transferor’s tentative tax is 
computed under section 2502(a). The re-
duction is first applied on any gift tax 
return required to be filed for the cal-
endar year in which the section 2701 in-
terest is transferred; any excess reduc-
tion is carried forward and applied in 
each succeeding calendar year until the 
reduction is exhausted. The amount of 
the reduction that is used in a calendar 
year is the amount of the initial trans-
feror’s taxable gifts for that year. Any 
excess reduction remaining at the 
death of the initial transferor may be 
applied by the executor of the initial 
transferor’s estate as provided under 
paragraph (a)(3) of this section. See 
paragraph (a)(4) of this section for the 
definition of a section 2701 interest. See 
§ 25.2701–6 for rules relating to indirect 
ownership of equity interests trans-
ferred to trusts and other entities. 

(3) Federal estate tax modification. Ex-
cept as otherwise provided in this para-
graph (a)(3), in determining the Fed-
eral estate tax with respect to an ini-
tial transferor, the executor of the ini-
tial transferor’s estate may reduce the 

amount on which the decedent’s ten-
tative tax is computed under section 
2001(b) (or section 2101(b)) by the 
amount of the reduction (including any 
excess reduction carried forward under 
paragraph (a)(2) of this section). The 
amount of the reduction under this 
paragraph (a)(3) is limited to the 
amount that results in zero Federal es-
tate tax with respect to the estate of 
the initial transferor. 

(4) Section 2701 interest. A section 2701 
interest is an applicable retained inter-
est that was valued using the special 
valuation rules of section 2701 at the 
time of the initial transfer. However, 
an interest is a section 2701 interest 
only to the extent the transfer of that 
interest effectively reduces the aggre-
gate ownership of such class of interest 
by the initial transferor and applicable 
family members of the initial trans-
feror below that held by such persons 
at the time of the initial transfer (or 
the remaining portion thereof). 

(b) Amount of reduction. Except as 
otherwise provided in paragraphs 
(c)(3)(iv) (pertaining to transfers of 
partial interests) and (e) (pertaining to 
initial split gifts) of this section, the 
amount of the reduction is the lesser 
of— 

(1) The amount by which the initial 
transferor’s taxable gifts were in-
creased as a result of the application of 
section 2701 to the initial transfer; or 

(2) The amount (determined under 
paragraph (c) of this section) dupli-
cated in the transfer tax base at the 
time of the transfer of the section 2701 
interest (the duplicated amount). 

(c) Duplicated amount—(1) In general. 
The duplicated amount is the amount 
by which the transfer tax value of the 
section 2701 interest at the time of the 
subsequent transfer exceeds the value 
of that interest determined under sec-
tion 2701 at the time of the initial 
transfer. If, at the time of the initial 
transfer, the amount allocated to the 
transferred interest under § 25.2701– 
3(b)(3) (Step 3 of the valuation method-
ology) is less than the entire amount 
available for allocation at that time, 
the duplicated amount is a fraction of 
the amount described in the preceding 
sentence. The numerator of the frac-
tion is the amount allocated to the 
transferred interest at the time of the 
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initial transfer (pursuant to § 25.2701– 
3(b)(3)) and the denominator of the 
fraction is the amount available for al-
location at the time of the initial 
transfer (determined after application 
of § 25.2701–3(b)(2)). 

(2) Transfer tax value—in general. Ex-
cept as provided in paragraph (c)(3) of 
this section, for purposes of paragraph 
(c)(1) of this section the transfer tax 
value of a section 2701 interest is the 
value of that interest as finally deter-
mined for Federal transfer tax purposes 
under chapter 11 or chapter 12, as the 
case may be (including the right to re-
ceive any distributions thereon (other 
than qualified payments)), reduced by 
the amount of any deduction allowed 
with respect to the section 2701 inter-
est to the extent that the deduction 
would not have been allowed if the sec-
tion 2701 interest were not included in 
the transferor’s total amount of gifts 
for the calendar year or the trans-
feror’s gross estate, as the case may be. 
Rules similar to the rules of section 
691(c)(2)(C) are applicable to determine 
the extent that a deduction would not 
be allowed if the section 2701 interest 
were not so included. 

(3) Special transfer tax value rules—(i) 
Transfers for consideration. Except as 
provided in paragraph (c)(3)(iii) of this 
section, if, during the life of the initial 
transferor, a section 2701 interest is 
transferred to or for the benefit of an 
individual other than the initial trans-
feror or an applicable family member 
of the initial transferor for consider-
ation in money or money’s worth, or in 
a transfer that is treated as a transfer 
for consideration in money or money’s 
worth, the transfer of the section 2701 
interest is deemed to occur at the 
death of the initial transferor. In this 
case, the estate of the initial transferor 
is entitled to a reduction in the same 
manner as if the initial transferor’s 
gross estate included a section 2701 in-
terest having a chapter 11 value equal 
to the amount of consideration in 
money or money’s worth received in 
the exchange (determined as of the 
time of the exchange). 

(ii) Interests held by applicable family 
members at date of initial transferor’s 
death. If a section 2701 interest in exist-
ence on the date of the initial trans-
feror’s death is held by an applicable 

family member and, therefore, is not 
included in the gross estate of the ini-
tial transferor, the section 2701 interest 
is deemed to be transferred at the 
death of the initial transferor to or for 
the benefit of an individual other than 
the initial transferor or an applicable 
family member of the initial trans-
feror. In this case, the transfer tax 
value of that interest is the value that 
the executor of the initial transferor’s 
estate can demonstrate would be deter-
mined under chapter 12 if the interest 
were transferred immediately prior to 
the death of the initial transferor. 

(iii) Nonrecognition transactions. If an 
individual exchanges a section 2701 in-
terest in a nonrecognition transaction 
(within the meaning of section 
7701(a)(45)), the exchange is not treated 
as a transfer of a section 2701 interest 
and the transfer tax value of that in-
terest is determined as if the interest 
received in exchange is the section 2701 
interest. 

(iv) Transfer of less than the entire sec-
tion 2701 interest. If a transfer is a 
transfer of less than the entire section 
2701 interest, the amount of the reduc-
tion under paragraph (a)(2) or (a)(3) of 
this section is reduced proportionately. 

(v) Multiple classes of section 2701 inter-
est. For purposes of paragraph (b) of 
this section, if more than one class of 
section 2701 interest exists, the amount 
of the reduction is determined sepa-
rately with respect to each such class. 

(vi) Multiple initial transfers. If an ini-
tial transferor has made more than one 
initial transfer, the amount of the re-
duction with respect to any section 
2701 interest is the sum of the reduc-
tions computed under paragraph (b) of 
this section with respect to each such 
initial transfer. 

(d) Examples. The following examples 
illustrate the provisions of paragraphs 
(a) through (c) of this section. 

Facts. (1) In general. (i) P, an individual, 
holds 1,500 shares of $1,000 par value pre-
ferred stock of X corporation (bearing an an-
nual noncumulative dividend of $100 per 
share that may be put to X at any time for 
par value) and 1,000 shares of voting common 
stock of X. There is no other outstanding 
common stock of X. 

(ii) On January 15, 1991, when the aggre-
gate fair market value of the preferred stock 
is $1,500,000 and the aggregate fair market 
value of the common stock is $500,000, P 

VerDate Aug<04>2004 11:29 Apr 28, 2005 Jkt 205096 PO 00000 Frm 00647 Fmt 8010 Sfmt 8010 Y:\SGML\205096.XXX 205096



638 

26 CFR Ch. I (4–1–05 Edition) § 25.2701–5 

transfers common stock to P’s child. The 
fair market value of P’s interest in X (com-
mon and preferred) immediately prior to the 
transfer is $2,000,000, and the section 2701 
value of the preferred stock (the section 2701 
interest) is zero. Neither P nor P’s spouse, S, 
made gifts prior to 1991. 

(2) Additional facts applicable to Examples 1 
through 3. P’s transfer consists of all 1,000 
shares of P’s common stock. With respect to 
the initial transfer, the amount remaining 
after Step 2 of the subtraction method of 
§ 25.2701–3 is $2,000,000 ($2,000,000 minus zero), 
all of which is allocated to the transferred 
stock. P’s aggregate taxable gifts for 1991 
(including the section 2701 transfer) equal 
$2,500,000. 

(3) Additional facts applicable to Examples 4 
and 5. P’s initial transfer consists of one-half 
of P’s common stock. With respect to the 
initial transfer in this case, only $1,000,000 
(one-half of the amount remaining after Step 
2 of the subtraction method of § 25.2701–3) is 
allocated to the transferred stock. P’s aggre-
gate taxable gifts for 1991 (the section 2701 
transfer and P’s other transfers) equal 
$2,500,000. 

Example 1. Inter vivos transfer of entire sec-
tion 2701 interest. (i) On October 1, 1994, at a 
time when the value of P’s preferred stock is 
$1,400,000, P transfers all of the preferred 
stock to P’s child. In computing P’s 1994 gift 
tax, P, as the initial transferor, is entitled to 
reduce the amount on which P’s tentative 
tax is computed under section 2502(a) by 
$1,400,000. 

(ii) The amount of the reduction computed 
under paragraph (b) of this section is the 
lesser of $1,500,000 (the amount by which the 
initial transferor’s taxable gifts were in-
creased as a result of the application of sec-
tion 2701 to the initial transfer) or $1,400,000 
(the duplicated amount). The duplicated 
amount is 100 percent (the portion of the sec-
tion 2701 interest subsequently transferred) 
times $1,400,000 (the amount by which the 
gift tax value of the preferred stock 
($1,400,000 at the time of the subsequent 
transfer) exceeds zero (the section 2701 value 
of the preferred stock at the time of the ini-
tial transfer)). 

(iii) The result would be the same if the 
preferred stock had been held by P’s parent, 
GM, and GM had, on October 1, 1994, trans-
ferred the preferred stock to or for the ben-
efit of an individual other than P or an appli-
cable family member of P. In that case, in 
computing the tax on P’s 1994 and subse-
quent transfers, P would be entitled to re-
duce the amount on which P’s tentative tax 
is computed under section 2502(a) by 
$1,400,000. If the value of P’s 1994 gifts is less 
than $1,400,000, P is entitled to claim the ex-
cess adjustment in computing the tax with 
respect to P’s subsequent transfers. 

Example 2. Transfer of section 2701 interest at 
death of initial transferor. (i) P continues to 

hold the preferred stock until P’s death. The 
chapter 11 value of the preferred stock at the 
date of P’s death is the same as the fair mar-
ket value of the preferred stock at the time 
of the initial transfer. In computing the Fed-
eral estate tax with respect to P’s estate, P’s 
executor is entitled to a reduction of 
$1,500,000 under paragraph (a)(3) of this sec-
tion. 

(ii) The result would be the same if P had 
sold the preferred stock to any individual 
other than an applicable family member at a 
time when the value of the preferred stock 
was $1,500,000. In that case, the amount of 
the reduction is computed as if the preferred 
stock were included in P’s gross estate at a 
fair market value equal to the sales price. If 
the value of P’s taxable estate is less than 
$1,500,000, the amount of the adjustment 
available to P’s executor is limited to the ac-
tual value of P’s taxable estate. 

(iii) The result would also be the same if 
the preferred stock had been held by P’s par-
ent, GM, and at the time of P’s death, GM 
had not transferred the preferred stock. 

Example 3. Transfer of after-acquired pre-
ferred stock. On September 1, 1992, P pur-
chases 100 shares of X preferred stock from 
an unrelated party. On October 1, 1994, P 
transfers 100 shares of X preferred stock to 
P’s child. In computing P’s 1994 gift tax, P is 
not entitled to reduce the amount on which 
P’s tentative tax is computed under section 
2502(a) because the 1994 transfer does not re-
duce P’s preferred stock holding below that 
held at the time of the initial transfer. See 
paragraph (a)(4) of this section. 

Example 4. Inter vivos transfer of entire sec-
tion 2701 interest. (i) On October 1, 1994, at a 
time when the value of P’s preferred stock is 
$1,400,000, P transfers all of the preferred 
stock to P’s child. In computing P’s 1994 gift 
tax, P, as the initial transferor, is entitled to 
reduce the amount on which P’s tentative 
tax is computed under section 2502(a) by 
$700,000. 

(ii) The amount of the reduction computed 
under paragraph (b) of this section is the 
lesser of $750,000 (($1,500,000 × .5 ($1,000,000 
over $2,000,000)) the amount by which the ini-
tial transferor’s taxable gifts were increased 
as a result of the application of section 2701 
to the initial transfer) or $700,000 (($1,400,000 
× .5) the duplicated amount). The duplicated 
amount is 100 percent (the portion of the sec-
tion 2701 interest subsequently transferred) 
times $700,000; e.g., one-half (the fraction 
representing the portion of the common 
stock transferred in the initial transfer 
($1,000,000/$2,000,000)) of the amount by which 
the gift tax value of the preferred stock at 
the time of the subsequent transfer 
($1,400,000) exceeds zero (the section 2701 
value of the preferred stock at the time of 
the initial transfer). 

Example 5. Subsequent transfer of less than 
the entire section 2701 interest. On October 1, 
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1994, at a time when the value of P’s pre-
ferred stock is $1,400,000, P transfers only 250 
of P’s 1,000 shares of preferred stock to P’s 
child. In this case, the amount of the reduc-
tion computed under paragraph (b) is $175,000 
(one-fourth (250/1,000) of the amount of the 
reduction available if P had transferred all 
1,000 shares of preferred stock). 

(e) Computation of reduction if initial 
transfer is split under section 2513—(1) In 
general. If section 2513 applies to the 
initial transfer (a split initial trans-
fer), the special rules of this paragraph 
(e) apply. 

(2) Transfers during joint lives. If there 
is a split initial transfer and the cor-
responding section 2701 interest is 
transferred during the joint lives of the 
donor and the consenting spouse, for 
purposes of determining the reduction 
under paragraph (a)(2) of this section 
each spouse is treated as if the spouse 
was the initial transferor of one-half of 
the split initial transfer. 

(3) Transfers at or after death of either 
spouse—(i) In general. If there is a split 
initial transfer and the corresponding 
section 2701 interest is transferred at 
or after the death of the first spouse to 
die, the reduction under paragraph 
(a)(2) or (a)(3) of this section is deter-
mined as if the donor spouse was the 
initial transferor of the entire initial 
transfer. 

(ii) Death of donor spouse. Except as 
provided in paragraph (e)(3)(iv) of this 
section, the executor of the estate of 
the donor spouse in a split initial 
transfer is entitled to compute the re-
duction as if the donor spouse was the 
initial transferor of the section 2701 in-
terest otherwise attributable to the 
consenting spouse. In this case, if the 
consenting spouse survives the donor 
spouse— 

(A) The consenting spouse’s aggre-
gate sum of taxable gifts used in com-
puting each tentative tax under section 
2502(a) (and, therefore, adjusted taxable 
gifts under section 2001(b)(1)(B) (or sec-
tion 2101(b)(1)(B)) and the tax payable 
on the consenting spouse’s prior tax-
able gifts under section 2001(b)(2) (or 
section 2101(b)(2))) is reduced to elimi-
nate the remaining effect of the sec-
tion 2701 interest; and 

(B) Except with respect to any excess 
reduction carried forward under para-
graph (a)(2) of this section, the con-
senting spouse ceases to be treated as 

the initial transferor of the section 2701 
interest. 

(iii) Death of consenting spouse. If the 
consenting spouse predeceases the 
donor spouse, except for any excess re-
duction carried forward under para-
graph (a)(2) of this section, the reduc-
tion with respect to any section 2701 
interest in the split initial transfer is 
not available to the estate of the con-
senting spouse (regardless of whether 
the interest is included in the con-
senting spouse’s gross estate). Simi-
larly, if the consenting spouse 
predeceases the donor spouse, no reduc-
tion is available to the consenting 
spouse’s adjusted taxable gifts under 
section 2001(b)(1)(B) (or section 
2101(b)(1)(B)) or to the consenting 
spouse’s gift tax payable under section 
2001(b)(2) (or section 2101(b)(2)). See 
paragraph (a)(2) of this section for 
rules involving transfers by an applica-
ble family member during the life of 
the initial transferor. 

(iv) Additional limitation on reduction. 
If the donor spouse (or the estate of the 
donor spouse) is treated under this 
paragraph (e) as the initial transferor 
of the section 2701 interest otherwise 
attributable to the consenting spouse, 
the amount of additional reduction de-
termined under paragraph (b) of this 
section is the amount determined 
under that paragraph with respect to 
the consenting spouse. If a reduction 
was previously available to the con-
senting spouse under this paragraph 
(e), the amount determined under this 
paragraph (e)(3)(iv) with respect to the 
consenting spouse is determined as if 
the consenting spouse’s taxable gifts in 
the split initial transfer had been in-
creased only by that portion of the in-
crease that corresponds to the remain-
ing portion of the section 2701 interest. 
The amount of the additional reduction 
(i.e., the amount determined with re-
spect to the consenting spouse) is lim-
ited to the amount that results in a re-
duction in the donor spouse’s Federal 
transfer tax no greater than the 
amount of the increase in the con-
senting spouse’s gift tax incurred by 
reason of the section 2701 interest (or 
the remaining portion thereof). 

(f) Examples. The following examples 
illustrate the provisions of paragraph 
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(e) of this section. The examples as-
sume the facts set out in this para-
graph (f). 

Facts. (1) In each example assume that P, 
an individual, holds 1,500 shares of $1,000 par 
value preferred stock of X corporation (bear-
ing an annual noncumulative dividend of $100 
per share that may be put to X at any time 
for par value) and 1,000 shares of voting com-
mon stock of X. There is no other out-
standing stock of X. The annual exclusion 
under section 2503 is not allowable with re-
spect to any gift. 

(2) On January 15, 1991, when the aggregate 
fair market value of the preferred stock is 
$1,500,000 and the aggregate fair market 
value of the common stock is $500,000, P 
transfers all 1,000 shares of the common 
stock to P’s child. Section 2701 applies to the 
initial transfer because P transferred an eq-
uity interest (the common stock) to a mem-
ber of P’s family and immediately thereafter 
held an applicable retained interest (the pre-
ferred stock). The fair market value of P’s 
interest in X immediately prior to the trans-
fer is $2,000,000 and the section 2701 value of 
the preferred stock (the section 2701 interest) 
is zero. With respect to the initial transfer, 
the amount remaining after Step 2 of the 
subtraction method of § 25.2701–3 was 
$2,000,000 ($2,000,000 minus zero), all of which 
is allocated to the transferred stock. P had 
made no gifts prior to 1991. The sum of P’s 
aggregate taxable gifts for the calendar year 
1991 (including the section 2701 transfer) is 
$2,500,000. P’s spouse, S, made no gifts prior 
to 1991. 

(3) P and S elected pursuant to section 2513 
to treat one- half of their 1991 gifts as having 
been made by each spouse. Without the ap-
plication of section 2701, P and S’s aggregate 
gifts would have been $500,000 and each 
spouse would have paid no gift tax because of 
the application of the unified credit under 
section 2505. However, because of the applica-
tion of section 2701, both P and S are each 
treated as the initial transferor of aggregate 
taxable gifts in the amount of $1,250,000 and, 
after the application of the unified credit 
under section 2505, each paid $255,500 in gift 
tax with respect to their 1991 transfers. On 
October 1, 1994, at a time when the value of 
the preferred stock is the same as at the 
time of the initial transfer, P transfers the 
preferred stock (the section 2701 interest) to 
P’s child. 

Example 1. Inter vivos transfer of entire sec-
tion 2701 interest. P transfers all of the pre-
ferred stock to P’s child. P and S are each 
entitled to a reduction of $750,000 in com-
puting their 1994 gift tax. P is entitled to the 
reduction because P subsequently trans-
ferred the one-half share of the section 2701 
interest as to which P was the initial trans-
feror to an individual who was not an appli-
cable family member of P. S is entitled to 

the reduction because P, an applicable fam-
ily member with respect to S, transferred 
the one-half share of the section 2701 interest 
as to which S was the initial transferor to an 
individual other than S or an applicable fam-
ily member of S. S may claim the reduction 
against S’s 1994 gifts. If S’s 1994 taxable gifts 
are less than $750,000, S may claim the re-
maining amount of the reduction against S’s 
next succeeding lifetime transfers. 

Example 2. Inter vivos transfer of portion of 
section 2701 interest. P transfers one-fourth of 
the preferred stock to P’s child. In this case, 
P and S are each entitled to a reduction of 
$187,500, the corresponding portion of the re-
duction otherwise available to each spouse 
(one-fourth of $750,000). 

Example 3. Transfer at death of donor spouse. 
P, the donor spouse in the section 2513 elec-
tion, dies on October 1, 1994, while holding 
all of the preferred stock. The executor of 
P’s estate is entitled to a reduction in the 
computation of the tentative tax under sec-
tion 2001(b). Since no reduction had been pre-
viously available with respect to the section 
2701 interest, P’s estate is entitled to a full 
reduction of $750,000 with respect to the one- 
half share of the preferred stock as to which 
P was the initial transferor. In addition, P’s 
estate is entitled to an additional reduction 
of up to $750,000 for the remaining section 
2701 interest as to which S was the initial 
transferor. The reduction for the consenting 
spouse’s remaining section 2701 interest is 
limited to that amount that will produce a 
tax saving in P’s Federal estate tax of 
$255,500, the amount of gift tax incurred by S 
by reason of the application of section 2701 
to the split initial transfer. 

Example 4. Transfer after death of donor 
spouse. The facts are the same as in Example 
3, except that S acquires the preferred stock 
from P’s estate and subsequently transfers 
the preferred stock to S’s child. S is not enti-
tled to a reduction because S ceased to be an 
initial transferor upon P’s death (and S’s 
prior taxable gifts were automatically ad-
justed at that time to the level that would 
have existed had the split initial transfer not 
been subject to section 2701). 

Example 5. Death of donor spouse after inter 
vivos transfer. (i) P transfers one-fourth of 
the preferred stock to P’s child. In this case, 
P and S are each entitled to a reduction of 
$187,500, the corresponding portion of the re-
duction otherwise available to each spouse 
(one-fourth of $750,000). S may claim the re-
duction against S’s 1994 or subsequent trans-
fers. P dies on November 1, 1994. 

(ii) P’s executor is entitled to include, in 
computing the reduction available to P’s es-
tate, the remaining reduction to which P is 
entitled and an additional amount of up to 
$562,500 ($750,000 minus $187,500, the amount 
of the remaining reduction attributable to 
the consenting spouse determined imme-
diately prior to P’s death). The amount of 
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additional reduction available to P’s estate 
cannot exceed the amount that will reduce 
P’s estate tax by $178,625, the amount that 
S’s 1991 gift tax would have been increased if 
the application of section 2701 had increased 
S’s taxable gifts by only $562,500 ($750,000 ¥ 

$187,500). 

(g) Double taxation otherwise avoided. 
No reduction is available under this 
section if— 

(1) Double taxation is otherwise 
avoided in the computation of the es-
tate tax under section 2001 (or section 
2101); or 

(2) A reduction was previously taken 
under the provisions of section 
2701(e)(6) with respect to the same sec-
tion 2701 interest and the same initial 
transfer. 

(h) Effective date. This section is ef-
fective for transfers of section 2701 in-
terests after May 4, 1994. If the transfer 
of a section 2701 interest occurred on or 
before May 4, 1994, the initial trans-
feror may rely on either this section, 
project PS–30–91 (1991–2 C.B. 1118, and 
1992–1 C.B. 1239 (see § 601.601(d)(2)(ii)(b) 
of this chapter)) or any other reason-
able interpretation of the statute. 

[T.D. 8536, 59 FR 23154, May 5, 1994] 

§ 25.2701–6 Indirect holding of inter-
ests. 

(a) In general—(1) Attribution to indi-
viduals. For purposes of section 2701, an 
individual is treated as holding an eq-
uity interest to the extent the interest 
is held indirectly through a corpora-
tion, partnership, estate, trust, or 
other entity. If an equity interest is 
treated as held by a particular indi-
vidual in more than one capacity, the 
interest is treated as held by the indi-
vidual in the manner that attributes 
the largest total ownership of the eq-
uity interest. An equity interest held 
by a lower-tier entity is attributed to 
higher-tier entities in accordance with 
the rules of this section. For example, 
if an individual is a 50-percent bene-
ficiary of a trust that holds 50 percent 
of the preferred stock of a corporation, 
25 percent of the preferred stock is con-
sidered held by the individual under 
these rules. 

(2) Corporations. A person is consid-
ered to hold an equity interest held by 
or for a corporation in the proportion 
that the fair market value of the stock 

the person holds bears to the fair mar-
ket value of all the stock in the cor-
poration (determined as if each class of 
stock were held separately by one indi-
vidual). This paragraph applies to any 
entity classified as a corporation or as 
an association taxable as a corporation 
for federal income tax purposes. 

(3) Partnerships. A person is consid-
ered to hold an equity interest held by 
or for a partnership in the proportion 
that the fair market value of the larger 
of the person’s profits interest or cap-
ital interest in the partnership bears to 
the total fair market value of the cor-
responding profits interests or capital 
interests in the partnership, as the 
case may be (determined as if each 
class were held by one individual). This 
paragraph applies to any entity classi-
fied as a partnership for federal income 
tax purposes. 

(4) Estates, trusts and other entities—(i) 
In general. A person is considered to 
hold an equity interest held by or for 
an estate or trust to the extent the per-
son’s beneficial interest therein may be 
satisfied by the equity interest held by 
the estate or trust, or the income or 
proceeds thereof, assuming the max-
imum exercise of discretion in favor of 
the person. A beneficiary of an estate 
or trust who cannot receive any dis-
tribution with respect to an equity in-
terest held by the estate or trust, in-
cluding the income therefrom or the 
proceeds from the disposition thereof, 
is not considered the holder of the eq-
uity interest. Thus, if stock held by a 
decedent’s estate has been specifically 
bequeathed to one beneficiary and the 
residue of the estate has been be-
queathed to other beneficiaries, the 
stock is considered held only by the 
beneficiary to whom it was specifically 
bequeathed. However, any person who 
may receive distributions from a trust 
is considered to hold an equity interest 
held by the trust if the distributions 
may be made from current or accumu-
lated income from or the proceeds from 
the disposition of the equity interest, 
even though under the terms of the 
trust the interest can never be distrib-
uted to that person. This paragraph ap-
plies to any entity that is not classi-
fied as a corporation, an association 
taxable as a corporation, or a partner-
ship for federal income tax purposes. 
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(ii) Special rules—(A) Property is held 
by a decedent’s estate if the property is 
subject to claims against the estate 
and expenses of administration. 

(B) A person holds a beneficial inter-
est in a trust or an estate so long as 
the person may receive distributions 
from the trust or the estate other than 
payments for full and adequate consid-
eration. 

(C) An individual holds an equity in-
terest held by or for a trust if the indi-
vidual is considered an owner of the 
trust (a ‘‘grantor trust’’) under subpart 
E, part 1, subchapter J of the Internal 
Revenue Code (relating to grantors and 
others treated as substantial owners). 
However, if an individual is treated as 
the owner of only a fractional share of 
a grantor trust because there are mul-
tiple grantors, the individual holds 
each equity interest held by the trust, 
except to the extent that the fair mar-
ket value of the interest exceeds the 
fair market value of the fractional 
share. 

(5) Multiple attribution—(i) Applicable 
retained interests. If this section at-
tributes an applicable retained interest 
to more than one individual in a class 
consisting of the transferor and one or 
more applicable family members, the 
interest is attributed within that class 
in the following order— 

(A) If the interest is held in a grantor 
trust, to the individual treated as the 
holder thereof; 

(B) To the transferor; 
(C) To the transferor’s spouse; or 
(D) To each applicable family mem-

ber on a pro rata basis. 
(ii) Subordinate equity interests. If this 

section attributes a subordinate equity 
interest to more than one individual in 
a class consisting of the transferor, ap-
plicable family members, and members 
of the transferor’s family, the interest 
is attributed within that class in the 
following order— 

(A) To the transferee; 
(B) To each member of the trans-

feror’s family on a pro rata basis; 
(C) If the interest is held in a grantor 

trust, to the individual treated as the 
holder thereof; 

(D) To the transferor; 
(E) To the transferor’s spouse; or 
(F) To each applicable family mem-

ber on a pro rata basis. 

(b) Examples. The following examples 
illustrate the provisions of this sec-
tion: 

Example 1. A, an individual, holds 25 per-
cent by value of each class of stock of Y Cor-
poration. Persons unrelated to A hold the re-
maining stock. Y holds 50 percent of the 
stock of Corporation X. Under paragraph 
(a)(2) of this section, Y’s interests in X are 
attributed proportionately to the share-
holders of Y. Accordingly, A is considered to 
hold a 12.5 percent (25 percent × 50 percent) 
interest in X. 

Example 2. Z Bank’s authorized capital con-
sists of 100 shares of common stock and 100 
shares of preferred stock. A holds 60 shares 
of each (common and preferred) and A’s 
child, B, holds 40 shares of common stock. Z 
holds the balance of its own preferred stock, 
30 shares as part of a common trust fund it 
maintains and 10 shares permanently set 
aside to satisfy a deferred obligation. For 
purposes of section 2701, A holds 60 shares of 
common stock and 66 shares of preferred 
stock in Z, 60 shares of each class directly 
and 6 shares of preferred stock indirectly (60 
percent of the 10 shares set aside to fund the 
deferred obligation). 

Example 3. An irrevocable trust holds a 10- 
percent general partnership interest in Part-
nership Q. One-half of the trust income is re-
quired to be distributed to O Charity. The 
other one-half of the income is to be distrib-
uted to D during D’s life and thereafter to E 
for such time as E survives D. D holds one- 
half of the trust’s interest in Q by reason of 
D’s present right to receive one-half of the 
trust’s income, and E holds one-half of the 
trust’s interest in Q by reason of E’s future 
right to receive one-half of the trust’s in-
come. Nevertheless, no family member is 
treated as holding more than one-half of the 
trust’s interest in Q because at no time will 
either D or E actually hold, in the aggregate, 
any right with respect to income or corpus 
greater than one-half. 

Example 4. An irrevocable trust holds a 10- 
percent general partnership interest in part-
nership M. One-half of the trust income is to 
be paid to D for D’s life. The remaining in-
come may, in the trustee’s discretion, be ac-
cumulated or paid to or for the benefit of a 
class that includes D’s child F, in such 
amounts as the trustee determines. On the 
death of the survivor of D and F, the trust 
corpus is required to be distributed to O 
Charity. The trust’s interest in M is held by 
the trust’s beneficiaries to the extent that 
present and future income or corpus may be 
distributed to them. Accordingly, D holds 
one-half of the trust’s interest in M because 
D is entitled to receive one-half of the trust 
income currently. F holds the entire value of 
the interest because F is a member of the 
class eligible to receive the entire trust in-
come for such time as F survives D. See 
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paragraph (a)(5) of this section for rules ap-
plicable in the case of multiple attribution. 

Example 5. The facts are the same as in Ex-
ample 4, except that all the income is re-
quired to be paid to O Charity for the trust’s 
initial year. The result is the same as in Ex-
ample 4. 

[T.D. 8395, 57 FR 4263, Feb. 4, 1992] 

§ 25.2701–7 Separate interests. 
The Secretary may, by regulation, 

revenue ruling, notice, or other docu-
ment of general application, prescribe 
rules under which an applicable re-
tained interest is treated as two or 
more separate interests for purposes of 
section 2701. In addition, the Commis-
sioner may, by ruling issued to a tax-
payer upon request, treat any applica-
ble retained interest as two or more 
separate interests as may be necessary 
and appropriate to carry out the pur-
poses of section 2701. 

[T.D. 8395, 57 FR 4264, Feb. 4, 1992] 

§ 25.2701–8 Effective dates. 
Sections 25.2701–1 through 25.2701–4 

and §§ 25.2701–6 and 25.2701–7 are effec-
tive as of January 28, 1992. For trans-
fers made prior to January 28, 1992, tax-
payers may rely on any reasonable in-
terpretation of the statutory provi-
sions. For these purposes, the provi-
sions of the proposed regulations and 
the final regulations are considered a 
reasonable interpretation of the statu-
tory provisions. 

[T.D. 8395, 57 FR 4264, Feb. 4, 1992] 

§ 25.2702–0 Table of contents. 
This section lists the major para-

graphs contained in §§ 25.2702–1 through 
25.2702–7. 

§ 25.2702–1 Special valuation rules in the case 
of transfers of interests in trust. 
(a) Scope of section 2702. 
(b) Effect of section 2702. 
(c) Exceptions to section 2702. 
(1) Incomplete gift. 
(2) Personal residence trust. 
(3) Charitable remainder trust. 
(4) Pooled income fund. 
(5) Charitable lead trust. 
(6) Certain assignments of remainder inter-

ests. 
(7) Certain property settlements. 

§ 25.2702–2 Definitions and valuation rules. 
(a) Definitions. 
(1) Member of the family. 
(2) Transfer in trust. 

(3) Retained. 
(4) Interest. 
(5) Holder. 
(6) Qualified interest. 
(7) Qualified annuity interest. 
(8) Qualified unitrust interest. 
(9) Qualified remainder interest. 
(10) Governing instrument. 
(b) Valuation of retained interests. 
(1) In general. 
(2) Qualified interest. 
(c) Valuation of a term interest in certain 

tangible property. 
(1) In general. 
(2) Tangible property subject to rule. 
(3) Evidence of value of property. 
(4) Conversion of property. 
(5) Additions or improvements to property. 
(d) Examples. 

§ 25.2702–3 Qualified interests. 
(a) In general. 
(b) Special rules for qualified annuity in-

terests. 
(1) Payment of annuity amount. 
(2) Incorrect valuations of trust property. 
(3) Computation of annuity amount in cer-

tain circumstances. 
(4) Additional contributions prohibited. 
(c) Special rules for qualified unitrust in-

terests. 
(1) Payment of unitrust amount. 
(2) Incorrect valuations of trust property. 
(3) Computation of unitrust amount in cer-

tain circumstances. 
(d) Requirements applicable to qualified 

annuity interests and qualified unitrust in-
terests. 

(1) In general. 
(2) Contingencies. 
(3) Amounts payable to other persons. 
(4) Term of the annuity or unitrust inter-

est. 
(5) Commutation. 
(6) Use of debt obligations to satisfy the 

annuity or unitrust payment obligation. 
(e) Examples. 
(f) Qualified remainder interest. 
(1) Requirements. 
(2) Remainder interest. 
(3) Examples. 

§ 25.2702–4 Certain property treated as held in 
trust. 
(a) In general. 
(b) Leases. 
(c) Joint purchases. 
(d) Examples. 

§ 25.2702–5 Personal residence trusts. 
(a) In general. 
(b) Personal residence trust. 
(1) In general. 
(2) Personal residence. 
(3) Qualified proceeds. 
(c) Qualified personal residence trust. 
(1) In genera1. 
(2) Personal residence. 
(3) Income of the trust. 
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(4) Distributions from the trust to other 
persons. 

(5) Assets of the trust. 
(6) Commutation. 
(7) Cessation of use as a personal residence. 
(8) Disposition of trust assets on cessation 

as qualified personal residence trust. 
(d) Examples. 

§ 25.2702–6 Reduction in taxable gifts. 
(a) Transfers of retained interests in trust. 
(1) Inter vivos transfers. 
(2) Testamentary transfers. 
(3) Gift splitting. 
(b) Amount of reduction. 
(1) In general. 
(2) Treatment of annual exclusion. 
(3) Overlap with section 2001. 
(c) Examples. 

§ 25.2702–7 Effective dates. 

[T.D. 6334, 23 FR 8904, Nov. 15, 1958; 25 FR 
14021, Dec. 31, 1960, as amended by T.D. 9181, 
70 FR 9223, Feb. 25, 2005] 

§ 25.2702–1 Special valuation rules in 
the case of transfers of interests in 
trust. 

(a) Scope of section 2702. Section 2702 
provides special rules to determine the 
amount of the gift when an individual 
makes a transfer in trust to (or for the 
benefit of) a member of the individual’s 
family and the individual or an appli-
cable family member retains an inter-
est in the trust. Section 25.2702–4 treats 
certain transfers of property as trans-
fers in trust. Certain transfers, includ-
ing transfers to a personal residence 
trust, are not subject to section 2702. 
See paragraph (c) of this section. Mem-
ber of the family is defined in § 25.2702– 
2(a)(1). Applicable family member is de-
fined in § 25.2701–1(d)(2). 

(b) Effect of section 2702. If section 2702 
applies to a transfer, the value of any 
interest in the trust retained by the 
transferor or any applicable family 
member is determined under § 25.2702– 
2(b). The amount of the gift, if any, is 
then determined by subtracting the 
value of the interests retained by the 
transferor or any applicable family 
member from the value of the trans-
ferred property. If the retained interest 
is not a qualified interest (as defined in 
§ 25.2702–3), the retained interest is gen-
erally valued at zero, and the amount 
of the gift is the entire value of the 
property. 

(c) Exceptions to section 2702. Section 
2702 does not apply to the following 
transfers. 

(1) Incomplete gift. A transfer no por-
tion of which would be treated as a 
completed gift without regard to any 
consideration received by the trans-
feror. If a transfer is wholly incomplete 
as to an undivided fractional share of 
the property transferred (without re-
gard to any consideration received by 
the transferor), for purposes of this 
paragraph the transfer is treated as in-
complete as to that share. 

(2) Personal residence trust. A transfer 
in trust that meets the requirements of 
§ 25.2702–5. 

(3) Charitable remainder trust. (i) For 
transfers made on or after May 19, 1997, 
a transfer to a pooled income fund de-
scribed in section 642(c)(5); a transfer 
to a charitable remainder annuity 
trust described in section 664(d)(1); a 
transfer to a charitable remainder 
unitrust described in section 664(d)(2) if 
under the terms of the governing in-
strument the unitrust amount can be 
computed only under section 
664(d)(2)(A); and a transfer to a chari-
table remainder unitrust if under the 
terms of the governing instrument the 
unitrust amount can be computed 
under section 664(d)(2) and (3) and ei-
ther there are only two consecutive 
noncharitable beneficial interests and 
the transferor holds the second of the 
two interests, or the only permissible 
recipients of the unitrust amount are 
the transferor, the transferor’s U.S. 
citizen spouse, or both the transferor 
and the transferor’s U.S. citizen 
spouse. 

(ii) For transfers made before May 19, 
1997, a transfer in trust if the remain-
der interest in the trust qualifies for a 
deduction under section 2522. 

(4) Pooled income fund. A transfer of 
property to a pooled income fund (as 
defined in section 642(c)(5)). 

(5) Charitable lead trust. A transfer in 
trust if the only interest in the trust, 
other than the remainder interest or a 
qualified annuity or unitrust interest, 
is an interest that qualifies for deduc-
tion under section 2522. 

(6) Certain assignments of remainder in-
terests. The assignment of a remainder 
interest if the only retained interest of 
the transferor or an applicable family 
member is as the permissible recipient 
of distributions of income in the sole 
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discretion of an independent trustee (as 
defined in section 674(c)). 

(7) Certain property settlements. A 
transfer in trust if the transfer of an 
interest to a spouse is deemed to be for 
full and adequate consideration by rea-
son of section 2516 (relating to certain 
property settlements) and the remain-
ing interests in the trust are retained 
by the other spouse. 

(8) Transfer or assignment to a Quali-
fied Domestic Trust. A transfer or as-
signment (as described in section 
2056(d)(2)(B)) by a noncitizen surviving 
spouse of property to a Qualified Do-
mestic Trust under the circumstances 
described in § 20.2056A–4(b) of this chap-
ter, where the surviving spouse retains 
an interest in the transferred property 
that is not a qualified interest and the 
transfer is not described in sections 
2702(a)(3)(A)(ii) or 2702(c)(4). 

[T.D. 8395, 57 FR 4265, Feb. 4, 1992, as amend-
ed by T.D. 8612, 60 FR 43554, Aug. 22, 1995; 
T.D. 8791, 63 FR 68194, Dec. 10, 1998] 

§ 25.2702–2 Definitions and valuation 
rules. 

(a) Definitions. The following defini-
tions apply for purposes of section 2702 
and the regulations thereunder. 

(1) Member of the family. With respect 
to any individual, member of the fam-
ily means the individual’s spouse, any 
ancestor or lineal descendant of the in-
dividual or the individual’s spouse, any 
brother or sister of the individual, and 
any spouse of the foregoing. 

(2) Transfer in trust. A transfer in 
trust includes a transfer to a new or 
existing trust and an assignment of an 
interest in an existing trust. Transfer 
in trust does not include— 

(i) The exercise, release or lapse of a 
power of appointment over trust prop-
erty that is not a transfer under chap-
ter 12; or 

(ii) The execution of a qualified dis-
claimer (as defined in section 2518). 

(3) Retained. Retained means held by 
the same individual both before and 
after the transfer in trust. In the case 
of the creation of a term interest, any 
interest in the property held by the 
transferor immediately after the trans-
fer is treated as held both before and 
after the transfer. 

(4) Interest. An interest in trust in-
cludes a power with respect to a trust 

if the existence of the power would 
cause any portion of a transfer to be 
treated as an incomplete gift under 
chapter 12. 

(5) Holder. The holder is the person to 
whom the annuity or unitrust interest 
is payable during the fixed term of that 
interest. References to holder shall 
also include the estate of that person. 

(6) Qualified interest. Qualified inter-
est means a qualified annuity interest, 
a qualified unitrust interest, or a quali-
fied remainder interest. If a transferor 
retains a power to revoke a qualified 
annuity interest or qualified unitrust 
interest of the transferor’s spouse, then 
the revocable qualified annuity or 
unitrust interest of the transferor’s 
spouse is treated as a retained qualified 
interest of the transferor. In order for 
the transferor to be treated as having 
retained a qualified interest under the 
preceding sentence, the interest of the 
transferor’s spouse (the successor hold-
er) must be an interest that meets the 
requirements of a qualified annuity in-
terest in accordance with § 25.2702–3(b) 
and (d), or a qualified unitrust interest 
in accordance with § 25.2702–3(c) and (d), 
but for the transferor’s retained power 
to revoke the interest. 

(7) Qualified annuity interest. Quali-
fied annuity interest means an interest 
that meets all the requirements of 
§ 25.2702–3(b) and (d). 

(8) Qualified unitrust interest. Quali-
fied unitrust interest means an inter-
est that meets all the requirements of 
§ 25.2702–3(c) and (d). 

(9) Qualified remainder interest. Quali-
fied remainder interest means an inter-
est that meets all the requirements of 
§ 25.2702–3(f). 

(10) Governing instrument. Governing 
instrument means the instrument or 
instruments creating and governing 
the operation of the trust arrange-
ment. 

(b) Valuation of retained interests—(1) 
In general. Except as provided in para-
graphs (b)(2) and (c) of this section, the 
value of any interest retained by the 
transferor or an applicable family 
member is zero. 

(2) Qualified interest. The value of a 
qualified annuity interest and a quali-
fied remainder interest following a 
qualified annuity interest are deter-
mined under section 7520. The value of 
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a qualified unitrust interest and a 
qualified remainder interest following 
a qualified unitrust interest are deter-
mined as if they were interests de-
scribed in section 664. 

(c) Valuation of a term interest in cer-
tain tangible property—(1) In general. If 
section 2702 applies to a transfer in 
trust of tangible property described in 
paragraph (c)(2) of this section (‘‘tan-
gible property’’), the value of a re-
tained term interest (other than a 
qualified interest) is not determined 
under section 7520 but is the amount 
the transferor establishes as the 
amount a willing buyer would pay a 
willing seller for the interest, each 
having reasonable knowledge of the 
relevant facts and neither being under 
any compulsion to buy or sell. If the 
transferor cannot reasonably establish 
the value of the term interest pursuant 
to this paragraph (c)(1), the interest is 
valued at zero. 

(2) Tangible property subject to rule—(i) 
In general. Except as provided in para-
graph (c)(2)(ii) of this section, para-
graph (c)(1) of this section applies only 
to tangible property— 

(A) For which no deduction for depre-
ciation or depletion would be allowable 
if the property were used in a trade or 
business or held for the production of 
income; and 

(B) As to which the failure to exer-
cise any rights under the term interest 
would not increase the value of the 
property passing at the end of the term 
interest. 

(ii) Exception for de minimis amounts of 
depreciable property. In determining 
whether property meets the require-
ments of this paragraph (c)(2) at the 
time of the transfer in trust, improve-
ments that would otherwise cause the 
property not to qualify are ignored if 
the fair market value of the improve-
ments, in the aggregate, do not exceed 
5 percent of the fair market value of 
the entire property. 

(3) Evidence of value of property. The 
best evidence of the value of any term 
interest to which this paragraph (c) ap-
plies is actual sales or rentals that are 
comparable both as to the nature and 
character of the property and the dura-
tion of the term interest. Little weight 
is accorded appraisals in the absence of 
such evidence. Amounts determined 

under section 7520 are not evidence of 
what a willing buyer would pay a will-
ing seller for the interest. 

(4) Conversion of property—(i) In gen-
eral. Except as provided in paragraph 
(c)(4)(iii) of this section, if a term in-
terest in property is valued under para-
graph (c)(1) of this section, and during 
the term the property is converted into 
property a term interest in which 
would not qualify for valuation under 
paragraph (c)(1) of this section, the 
conversion is treated as a transfer for 
no consideration for purposes of chap-
ter 12 of the value of the unexpired por-
tion of the term interest. 

(ii) Value of unexpired portion of term 
interest. For purposes of paragraph 
(c)(4)(i) of this section, the value of the 
unexpired portion of a term interest is 
the amount that bears the same rela-
tion to the value of the term interest 
as of the date of conversion (deter-
mined under section 7520 using the rate 
in effect under section 7520 on the date 
of the original transfer and the fair 
market value of the property as of the 
date of the original transfer) as the 
value of the term interest as of the 
date of the original transfer (deter-
mined under paragraph (c)(1) of this 
section) bears to the value of the term 
interest as of the date of the original 
transfer (determined under section 
7520). 

(iii) Conversion to qualified annuity in-
terest. The conversion of tangible prop-
erty previously valued under paragraph 
(c)(1) of this section into property a 
term interest in which would not qual-
ify for valuation under paragraph (c)(1) 
of this section is not a transfer of the 
value of the unexpired portion of the 
term interest if the interest thereafter 
meets the requirements of a qualified 
annuity interest. The rules of § 25.2702– 
5(d)(8) (including governing instrument 
requirements) apply for purposes of de-
termining the amount of the annuity 
payment required to be made and the 
determination of whether the interest 
meets the requirements of a qualified 
annuity interest. 

(5) Additions or improvements to prop-
erty—(i) Additions or improvements sub-
stantially affecting nature of property. If 
an addition or improvement is made to 
property a term interest in which was 
valued under paragraph (c)(1) of this 
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section, and the addition or improve-
ment affects the nature of the property 
to such an extent that the property 
would not be treated as property meet-
ing the requirements of paragraph 
(c)(2) of this section if the property had 
included the addition or improvement 
at the time it was transferred, the en-
tire property is deemed, for purposes of 
paragraph (c)(4) of this section, to con-
vert (effective as of the date the addi-
tion or improvement is commenced) 
into property a term interest in which 
would not qualify for valuation under 
paragraph (c)(1) of this section. 

(ii) Other additions or improvements. If 
an addition or improvement is made to 
property, a term interest in which was 
valued under paragraph (c)(1) of this 
section, and the addition or improve-
ment does not affect the nature of the 
property to such an extent that the 
property would not be treated as prop-
erty meeting the requirements of para-
graph (c)(2) of this section if the prop-
erty had included the addition or im-
provement at the time it was trans-
ferred, the addition or improvement is 
treated as an additional transfer (effec-
tive as of the date the addition or im-
provement is commenced) subject to 
§ 25.2702–2(b)(1). 

(d) Examples. (1) The following exam-
ples illustrate the rules of § 25.2702–1 
and § 25.2702–2. Each example assumes 
that all applicable requirements of 
those sections not specifically de-
scribed in the example are met. 

Example 1. A transfers property to an irrev-
ocable trust, retaining the right to receive 
the income of the trust for 10 years. On the 
expiration of the 10-year term, the trust is to 
terminate and the trust corpus is to be paid 
to A’s child. However, if A dies during the 10- 
year term, the entire trust corpus is to be 
paid to A’s estate. Each retained interest is 
valued at zero because it is not a qualified 
interest. Thus, the amount of A’s gift is the 
fair market value of the property transferred 
to the trust. 

Example 2. A transfers property to an irrev-
ocable trust, retaining a 10-year annuity in-
terest that meets the requirements set forth 
in § 25.2702–3 for a qualified annuity interest. 
Upon expiration of the 10-year term, the 
trust is to terminate and the trust corpus is 
to be paid to A’s child. The amount of A’s 
gift is the fair market value of the property 
transferred to the trust less the value of the 
retained qualified annuity interest deter-
mined under section 7520. 

Example 3. D transfers property to an irrev-
ocable trust under which the income is pay-
able to D’s spouse for life. Upon the death of 
D’s spouse, the trust is to terminate and the 
trust corpus is to be paid to D’s child. D re-
tains no interest in the trust. Although the 
spouse is an applicable family member of D 
under section 2702, the spouse has not re-
tained an interest in the trust because the 
spouse did not hold the interest both before 
and after the transfer. Section 2702 does not 
apply because neither the transferor nor an 
applicable family member has retained an 
interest in the trust. The result is the same 
whether or not D elects to treat the transfer 
as a transfer of qualified terminable interest 
property under section 2056(b)(7). 

Example 4. A transfers property to an irrev-
ocable trust, under which the income is to be 
paid to A for life. Upon termination of the 
trust, the trust corpus is to be distributed to 
A’s child. A also retains certain powers over 
principal that cause the transfer to be whol-
ly incomplete for federal gift tax purposes. 
Section 2702 does not apply because no por-
tion of the transfer would be treated as a 
completed gift. 

Example 5. The facts are the same as in Ex-
ample 4, except that the trust is divided into 
separate fractional shares and A’s retained 
powers apply to only one of the shares. Sec-
tion 2702 applies except with respect to the 
share of the trust as to which A’s retained 
powers cause the transfer to be an incom-
plete gift. 

(2) The following facts apply for Ex-
amples 6 through 8 (examples illus-
trating § 25.2702–2(c)—tangible property 
exception): 

Facts. A transfers a painting having a fair 
market value of $2,000,000 to A’s child, B, re-
taining the use of the painting for 10 years. 
The painting does not possess an ascertain-
able useful life. Assume that the painting 
would not be depreciable if it were used in a 
trade or business or held for the production 
of income. Assume that the value of A’s term 
interest, determined under section 7520, is 
$1,220,000, and that A establishes that a will-
ing buyer of A’s interest would pay $500,000 
for the interest. 

Example 6. A’s term interest is not a quali-
fied interest under § 25.2702–3. However, be-
cause of the nature of the property, A’s fail-
ure to exercise A’s rights with regard to the 
painting would not be expected to cause the 
value of the painting to be higher than it 
would otherwise be at the time it passes to 
B. Accordingly, A’s interest is valued under 
§ 25.2702–2(c)(1) at $500,000. The amount of A’s 
gift is $1,500,000, the difference between the 
fair market value of the painting and the 
amount determined under § 25.2702–2(c)(1). 

Example 7. Assume that the only evidence 
produced by A to establish the value of A’s 
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10-year term interest is the amount paid by 
a museum for the right to use a comparable 
painting for 1 year. A asserts that the value 
of the 10-year term is 10 times the value of 
the 1-year term. A has not established the 
value of the 10-year term interest because a 
series of short-term rentals the aggregate 
duration of which equals the duration of the 
actual term interest does not establish what 
a willing buyer would pay a willing seller for 
the 10-year term interest. However, the value 
of the 10-year term interest is not less than 
the value of the 1-year term because it can 
be assumed that a willing buyer would pay 
no less for a 10-year term interest than a 1- 
year term interest. 

Example 8. Assume that after 24 months A 
and B sell the painting for $2,000,000 and in-
vest the proceeds in a portfolio of securities. 
A continues to hold an income interest in 
the securities for the duration of the 10-year 
term. Under § 25.2702–2(c)(4) the conversion of 
the painting into a type of property a term 
interest in which would not qualify for valu-
ation under § 25.2702–2(c)(1) is treated as a 
transfer by A of the value of the unexpired 
portion of A’s original term interest, unless 
the property is thereafter held in a trust 
meeting the requirements of a qualified an-
nuity interest. Assume that the value of A’s 
remaining term interest in $2,000,000 (deter-
mined under section 7520 using the section 
7520 rate in effect on the date of the original 
transfer) is $1,060,000. The value of the unex-
pired portion of A’s interest is $434,426, the 
amount that bears the same relation to 
$1,060,000 as $500,000 (the value of A’s interest 
as of the date of the original transfer deter-
mined under paragraph (c)(1) of this section) 
bears to $1,220,000 (the value of A’s interest 
as of the date of the original transfer deter-
mined under section 7520). 

[T.D. 8395, 57 FR 4265, Feb. 4, 1992, as amend-
ed by T.D. 9181, 70 FR 9223, Feb. 25, 2005] 

§ 25.2702–3 Qualified interests. 
(a) In general. This section provides 

rules for determining if an interest is a 
qualified annuity interest, a qualified 
unitrust interest, or a qualified re-
mainder interest. 

(b) Special rules for qualified annuity 
interests. An interest is a qualified an-
nuity interest only if it meets the re-
quirements of this paragraph and para-
graph (d) of this section. 

(1) Payment of annuity amount—(i) In 
general. A qualified annuity interest is 
an irrevocable right to receive a fixed 
amount. The annuity amount must be 
payable to (or for the benefit of) the 
holder of the annuity interest at least 
annually. A right of withdrawal, 
whether or not cumulative, is not a 

qualified annuity interest. Issuance of 
a note, other debt instrument, option, 
or other similar financial arrangement, 
directly or indirectly, in satisfaction of 
the annuity amount does not con-
stitute payment of the annuity 
amount. 

(ii) Fixed amount. A fixed amount 
means— 

(A) A stated dollar amount payable 
periodically, but not less frequently 
than annually, but only to the extent 
the amount does not exceed 120 percent 
of the stated dollar amount payable in 
the preceding year; or 

(B) A fixed fraction or percentage of 
the initial fair market value of the 
property transferred to the trust, as fi-
nally determined for federal tax pur-
poses, payable periodically but not less 
frequently than annually, but only to 
the extent the fraction or percentage 
does not exceed 120 percent of the fixed 
fraction or percentage payable in the 
preceding year. 

(iii) Income in excess of the annuity 
amount. An annuity interest does not 
fail to be a qualified annuity interest 
merely because the trust permits in-
come in excess of the amount required 
to pay the annuity amount to be paid 
to or for the benefit of the holder of the 
qualified annuity interest. Neverthe-
less, the right to receive the excess in-
come is not a qualified interest and is 
not taken into account in valuing the 
qualified annuity interest. 

(2) Incorrect valuations of trust prop-
erty. If the annuity is stated in terms 
of a fraction or percentage of the ini-
tial fair market value of the trust 
property, the governing instrument 
must contain provisions meeting the 
requirements of § 1.664–2(a)(1)(iii) of 
this chapter (relating to adjustments 
for any incorrect determination of the 
fair market value of the property in 
the trust). 

(3) Period for payment of annuity 
amount. The annuity amount may be 
payable based on either the anniver-
sary date of the creation of the trust or 
the taxable year of the trust. In either 
situation, the annuity amount may be 
paid annually or more frequently, such 
as semi-annually, quarterly, or month-
ly. If the payment is made based on the 
anniversary date, proration of the an-
nuity amount is required only if the 
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last period during which the annuity is 
payable to the grantor is a period of 
less than 12 months. If the payment is 
made based on the taxable year, prora-
tion of the annuity amount is required 
for each short taxable year of the trust 
during the grantor’s term. The pro-
rated amount is the annual annuity 
amount multiplied by a fraction, the 
numerator of which is the number of 
days in the short period and the de-
nominator of which is 365 (366 if Feb-
ruary 29 is a day included in the nu-
merator). 

(4) Payment of the annuity amount in 
certain circumstances. An annuity 
amount payable based on the anniver-
sary date of the creation of the trust 
must be paid no later than 105 days 
after the anniversary date. An annuity 
amount payable based on the taxable 
year of the trust may be paid after the 
close of the taxable year, provided the 
payment is made no later than the date 
by which the trustee is required to file 
the Federal income tax return of the 
trust for the taxable year (without re-
gard to extensions). If the trustee re-
ports for the taxable year pursuant to 
§ 1.671–4(b) of this chapter, the annuity 
payment must be made no later than 
the date by which the trustee would 
have been required to file the Federal 
income tax return of the trust for the 
taxable year (without regard to exten-
sions) had the trustee reported pursu-
ant to § 1.671–4(a) of this chapter. 

(5) Additional contributions prohibited. 
The governing instrument must pro-
hibit additional contributions to the 
trust. 

(c) Special rules for qualified unitrust 
interests. An interest is a qualified 
unitrust interest only if it meets the 
requirements of this paragraph and 
paragraph (d) of this section. 

(1) Payment of unitrust amount—(i) In 
general. A qualified unitrust interest is 
an irrevocable right to receive pay-
ment periodically, but not less fre-
quently than annually, of a fixed per-
centage of the net fair market value of 
the trust assets, determined annually. 
For rules relating to computation of 
the net fair market value of the trust 
assets see § 25.2522(c)–3(c)(2)(vii). The 
unitrust amount must be payable to 
(or for the benefit of) the holder of the 
unitrust interest at least annually. A 

right of withdrawal, whether or not cu-
mulative, is not a qualified unitrust in-
terest. Issuance of a note, other debt 
instrument, option, or other similar fi-
nancial arrangement, directly or indi-
rectly, in satisfaction of the unitrust 
amount does not constitute payment of 
the unitrust amount. 

(ii) Fixed percentage. A fixed percent-
age is a fraction or percentage of the 
net fair market value of the trust as-
sets, determined annually, payable pe-
riodically but not less frequently than 
annually, but only to the extent the 
fraction or percentage does not exceed 
120 percent of the fixed fraction or per-
centage payable in the preceding year. 

(iii) Income in excess of unitrust 
amount. A unitrust interest does not 
fail to be a qualified unitrust interest 
merely because the trust permits in-
come in excess of the amount required 
to pay the unitrust amount to be paid 
to or for the benefit of the holder of the 
qualified unitrust interest. Neverthe-
less, the right to receive the excess in-
come is not a qualified interest and is 
not taken into account in valuing the 
qualified unitrust interest. 

(2) Incorrect valuations of trust prop-
erty. The governing instrument must 
contain provisions meeting the require-
ments of § 1.664–3(a)(1)(iii) of this chap-
ter (relating to the incorrect deter-
mination of the fair market value of 
the property in the trust). 

(3) Period for payment of unitrust 
amount. The unitrust amount may be 
payable based on either the anniver-
sary date of the creation of the trust or 
the taxable year of the trust. In either 
situation, the unitrust amount may be 
paid annually or more frequently, such 
as semi-annually, quarterly, or month-
ly. If the payment is made based on the 
anniversary date, proration of the 
unitrust amount is required only if the 
last period during which the annuity is 
payable to the grantor is a period of 
less than 12 months. If the payment is 
made based on the taxable year, prora-
tion of the unitrust amount is required 
for each short taxable year of the trust 
during the grantor’s term. The pro-
rated amount is the annual unitrust 
amount multiplied by a fraction, the 
numerator of which is the number of 
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days in the short period and the de-
nominator of which is 365 (366 if Feb-
ruary 29 is a day included in the nu-
merator). 

(4) Payment of the unitrust amount in 
certain circumstances. A unitrust 
amount payable based on the anniver-
sary date of the creation of the trust 
must be paid no later than 105 days 
after the anniversary date. A unitrust 
amount payable based on the taxable 
year of the trust may be paid after the 
close of the taxable year, provided the 
payment is made no later than the date 
by which the trustee is required to file 
the Federal income tax return of the 
trust for the taxable year (without re-
gard to extensions). If the trustee re-
ports for the taxable year pursuant to 
§ 1.671–4(b) of this chapter, the unitrust 
payment must be made no later than 
the date by which the trustee would 
have been required to file the Federal 
income tax return of the trust for the 
taxable year (without regard to exten-
sions) had the trustee reported pursu-
ant to § 1.671–4(a) of this chapter. 

(d) Requirements applicable to qualified 
annuity interests and qualified unitrust 
interests—(1) In general. To be a quali-
fied annuity or unitrust interest, an in-
terest must be a qualified annuity in-
terest in every respect or a qualified 
unitrust interest in every respect. For 
example, if the interest consists of the 
right to receive each year a payment 
equal to the lesser of a fixed amount of 
the initial trust assets or a fixed per-
centage of the annual value of the 
trust assets, the interest is not a quali-
fied interest. If, however, the interest 
consists of the right to receive each 
year a payment equal to the greater of 
a stated dollar amount or a fixed per-
centage of the initial trust assets or a 
fixed percentage of the annual value of 
the trust assets, the interest is a quali-
fied interest that is valued at the 
greater of the two values. To be a 
qualified interest, the interest must 
meet the definition of and function ex-
clusively as a qualified interest from 
the creation of the trust. 

(2) Contingencies. A holder’s qualified 
interest must be payable in any event 
to or for the benefit of the holder for 
the fixed term of that interest. Thus, 
payment of the interest cannot be sub-
ject to any contingency other than ei-

ther the survival of the holder until 
the commencement, or throughout the 
term, of that holder’s interest, or, in 
the case of a revocable interest de-
scribed in § 25.2702–2(a)(6), the trans-
feror’s right to revoke the qualified in-
terest of that transferor’s spouse. 

(3) Amounts payable to other persons. 
The governing instrument must pro-
hibit distributions from the trust to or 
for the benefit of any person other than 
the holder of the qualified annuity or 
unitrust interest during the term of 
the qualified interest. 

(4) Term of the annuity or unitrust in-
terest. The governing instrument must 
fix the term of the annuity or unitrust 
and the term of the interest must be 
fixed and ascertainable at the creation 
of the trust. The term must be for the 
life of the holder, for a specified term 
of years, or for the shorter (but not the 
longer) of those periods. Successive 
term interests for the benefit of the 
same individual are treated as the 
same term interest. 

(5) Commutation. The governing in-
strument must prohibit commutation 
(prepayment) of the interest of the 
holder. 

(6) Use of debt obligations to satisfy the 
annuity or unitrust payment obligation— 
(i) In general. In the case of a trust cre-
ated on or after September 20, 1999, the 
trust instrument must prohibit the 
trustee from issuing a note, other debt 
instrument, option, or other similar fi-
nancial arrangement in satisfaction of 
the annuity or unitrust payment obli-
gation. 

(ii) Special rule in the case of a trust 
created prior to September 20, 1999. In the 
case of a trust created prior to Sep-
tember 20, 1999, the interest will be 
treated as a qualified interest under 
section 2702(b) if— 

(A) Notes, other debt instruments, 
options, or similar financial arrange-
ments are not issued after September 
20, 1999, to satisfy the annuity or 
unitrust payment obligation; and 

(B) Any notes or any other debt in-
struments that were issued to satisfy 
the annual payment obligation on or 
prior to September 20, 1999, are paid in 
full by December 31, 1999, and any op-
tion or similar financial arrangement 
issued to satisfy the annual payment 
obligation is terminated by December 
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31, 1999, such that the grantor receives 
cash or other trust assets in satisfac-
tion of the payment obligation. For 
purposes of the preceding sentence, an 
option will be considered terminated 
only if the grantor receives cash or 
other trust assets equal in value to the 
greater of the required annuity or 
unitrust payment plus interest com-
puted under section 7520 of the Internal 
Revenue Code, or the fair market value 
of the option. 

(e) Examples. The following examples 
illustrate the rules of paragraphs (b), 
(c), and (d) of this section. Each exam-
ple assumes that all applicable require-
ments for a qualified interest are met 
unless otherwise specifically stated. 

Example 1. A transfers property to an irrev-
ocable trust, retaining the right to receive 
the greater of $10,000 or the trust income in 
each year for a term of 10-years. Upon expi-
ration of the 10-year term, the trust is to ter-
minate and the entire trust corpus is to be 
paid to A’s child, provided that if A dies 
within the 10-year term the trust corpus is to 
be paid to A’s estate. A’s annual payment 
right is a qualified annuity interest to the 
extent of the right to receive $10,000 per year 
for 10 years or until A’s prior death, and is 
valued under section 7520 without regard to 
the right to receive any income in excess of 
$10,000 per year. The contingent reversion is 
valued at zero. The amount of A’s gift is the 
fair market value of the property transferred 
to the trust less the value of the qualified 
annuity interest. 

Example 2. U transfers property to an irrev-
ocable trust, retaining the right to receive 
$10,000 in each of years 1 through 3, $12,000 in 
each of years 4 through 6, and $15,000 in each 
of years 7 through 10. The interest is a quali-
fied annuity interest to the extent of U’s 
right to receive $10,000 per year in years 1 
through 3, $12,000 in years 4 through 6, $14,400 
in year 7, and $15,000 in years 8 through 10, 
because those amounts represent the lower 
of the amount actually payable each year or 
an amount that does not exceed 120 percent 
of the stated dollar amount for the preceding 
year. 

Example 3. S transfers property to an irrev-
ocable trust, retaining the right to receive 
$50,000 in each of years 1 through 3 and 
$10,000 in each of years 4 through 10. S’s en-
tire retained interest is a qualified annuity 
interest. 

Example 4. R transfers property to an irrev-
ocable trust retaining the right to receive 
annually an amount equal to the lesser of 8 
percent of the initial fair market value of 
the trust property or the trust income for 
the year. R’s annual payment right is not a 
qualified annuity interest to any extent be-

cause R does not have the irrevocable right 
to receive a fixed amount for each year of 
the term. 

Example 5. A transfers property to an irrev-
ocable trust, retaining the right to receive 5 
percent of the net fair market value of the 
trust property, valued annually, for 10 years. 
The interest of A (and A’s estate) to receive 
the unitrust amount for the specified term of 
10 years in all events is a qualified unitrust 
interest for a term of 10 years. 

Example 6. The facts are the same as in Ex-
ample 5, except that if A dies within the 10- 
year term the unitrust amount will be paid 
to A’s estate for an additional 35 years. As in 
Example 5, the interest of A (and A’s estate) 
to receive the unitrust amount for a speci-
fied term of 10 years in all events is a quali-
fied unitrust interest for a term of 10 years. 
However, the right of A’s estate to continue 
to receive the unitrust amount after the ex-
piration of the 10-year term if A dies within 
that 10-year period is not fixed and ascer-
tainable at the creation of the interest and is 
not a qualified unitrust interest. 

Example 7. B transfers property to an irrev-
ocable trust retaining the right to receive 
annually an amount equal to 8 percent of the 
initial fair market value of the trust prop-
erty for 10 years. Upon expiration of the 10- 
year term, the trust is to terminate and the 
entire trust corpus is to be paid to B’s child. 
The governing instrument provides that in-
come in excess of the annuity amount may 
be paid to B’s child in the trustee’s discre-
tion. B’s interest is not a qualified annuity 
interest to any extent because a person other 
than the individual holding the term interest 
may receive distributions from the trust dur-
ing the term. 

Example 8. A transfers property to an irrev-
ocable trust, retaining the right to receive 
an annuity equal to 6 percent of the initial 
net fair market value of the trust property 
for 10 years, or until A’s prior death. At the 
expiration of the 10-year term, or on A’s 
death prior to the expiration of the 10-year 
term, the annuity is to be paid to B, A’s 
spouse, if then living, for 10 years or until 
B’s prior death. A retains an inter vivos and 
testamentary power to revoke B’s interest 
during the initial 10-year term. If not exer-
cised by A during the initial 10-year term 
(whether during A’s life or on A’s death), A’s 
right to revoke B’s interest will lapse upon 
either A’s death during the 10-year term, or 
the expiration of A’s 10-year term (assuming 
A survives the term). Upon expiration of B’s 
interest (or on the expiration of A’s interest 
if A revokes B’s interest or if B predeceases 
A), the trust terminates and the trust corpus 
is payable to A’s child. Because A has made 
a completed gift of the remainder interest, 
the transfer of property to the trust is not 
incomplete as to all interests in the property 
and section 2702 applies. A’s annuity interest 
(A’s right to receive the annuity for 10 years, 
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or until A’s prior death) is a retained inter-
est that is a qualified annuity interest under 
paragraphs (b) and (d) of this section. In ad-
dition, because A has retained the power to 
revoke B’s interest, B’s interest is treated as 
an interest retained by A for purposes of sec-
tion 2702. B’s successive annuity interest 
otherwise satisfies the requirements for a 
qualified interest contained in paragraph (d) 
of this section, but for A’s power to revoke. 
The term of B’s interest is specified in the 
governing instrument and is fixed and ascer-
tainable at the creation of the trust, and B’s 
right to receive the annuity is contingent 
only on B’s survival, and A’s power to re-
voke. Following the expiration of A’s inter-
est, the annuity is to be paid for a 10-year 
term or for B’s (the successor holder’s) life, 
whichever is shorter. Accordingly, A is treat-
ed as retaining B’s revocable qualified annu-
ity interest pursuant to § 25.2702–2(a)(6). Be-
cause both A’s interest and B’s interest are 
treated as qualified interests retained by A, 
the value of the gift is the value of the prop-
erty transferred to the trust less the value of 
both A’s qualified interest and B’s qualified 
interest (subject to A’s power to revoke), 
each valued as a single-life annuity. If A sur-
vives the 10-year term without having re-
voked B’s interest, then A’s power to revoke 
lapses and A will make a completed gift to B 
at that time. Further, if A revokes B’s inter-
est prior to the commencement of that inter-
est, A is treated as making an additional 
completed gift at that time to A’s child. In 
either case, the amount of the gift would be 
the present value of B’s interest determined 
under section 7520 and the applicable regula-
tions, as of the date the revocation power 
lapses or the interest is revoked. See 
§ 25.2511–2(f). 

Example 9. (i) A transfers property to an ir-
revocable trust, retaining the right to re-
ceive 6 percent of the initial net fair market 
value of the trust property for 10 years, or 
until A’s prior death. If A survives the 10- 
year term, the trust terminates and the 
trust corpus is payable to A’s child. If A dies 
prior to the expiration of the 10-year term, 
the annuity is payable to B, A’s spouse, if 
then living, for the balance of the 10-year 
term, or until B’s prior death. A retains the 
right to revoke B’s interest. Upon expiration 
of B’s interest (or upon A’s death if A re-
vokes B’s interest or if B predeceases A), the 
trust terminates and the trust corpus is pay-
able to A’s child. As is the case in Example 8, 
A’s retained annuity interest (A’s right to 
receive the annuity for 10 years, or until A’s 
prior death) is a qualified annuity interest 
under paragraphs (b) and (d) of this section. 
However, B’s interest does not meet the re-
quirements of paragraph (d) of this section. 
The term of B’s annuity is not fixed and as-
certainable at the creation of the trust, be-
cause it is not payable for the life of B, a 
specified term of years, or for the shorter of 

those periods. Rather, B’s annuity is payable 
for an unspecified period that will depend 
upon the number of years left in the original 
term after A’s death. Further, B’s annuity is 
payable only if A dies prior to the expiration 
of the 10-year term. Thus, payment of B’s an-
nuity is not dependent solely on B’s survival, 
but rather is dependent on A’s failure to sur-
vive. 

(ii) Accordingly, the amount of the gift is 
the fair market value of the property trans-
ferred to the trust reduced by the value of 
A’s qualified interest (A’s right to receive 
the stated annuity for 10 years or until A’s 
prior death). B’s interest is not a qualified 
interest and is thus valued at zero under sec-
tion 2702. 

(f) Qualified remainder interest—(1) Re-
quirements. An interest is a qualified re-
mainder interest only if it meets all of 
the following requirements: 

(i) It is a qualified remainder interest 
in every respect. 

(ii) It meets the definition of and 
functions exclusively as a qualified in-
terest from the creation of the inter-
est. 

(iii) It is non-contingent. For this 
purpose, an interest is non-contingent 
only if it is payable to the beneficiary 
or the beneficiary’s estate in all 
events. 

(iv) All interests in the trust, other 
than non-contingent remainder inter-
ests, are qualified annuity interests or 
qualified unitrust interests. Thus, an 
interest is a qualified remainder inter-
est only if the governing instrument 
does not permit payment of income in 
excess of the annuity or unitrust 
amount to the holder of the qualified 
annuity or unitrust interest. 

(2) Remainder interest. Remainder in-
terest is the right to receive all or a 
fractional share of the trust property 
on termination of all or a fractional 
share of the trust. Remainder interest 
includes a reversion. A transferor’s 
right to receive an amount that is a 
stated or pecuniary amount is not a re-
mainder interest. Thus, the right to re-
ceive the original value of the trust 
corpus (or a fractional share) is not a 
remainder interest. 

(3) Examples. The following examples 
illustrate rules of this paragraph (f). 
Each example assumes that all applica-
ble requirements of a qualified interest 
are met unless otherwise specifically 
stated. 
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Example 1. A transfers property to an irrev-
ocable trust. The income of the trust is pay-
able to A’s child for life. On the death of A’s 
child, the trust is to terminate and the trust 
corpus is to be paid to A. A’s remainder in-
terest is not a qualified remainder interest 
because the interest of A’s child is neither a 
qualified annuity interest nor a qualified 
unitrust interest. 

Example 2. The facts are the same as in Ex-
ample 1, except that A’s child has the right to 
receive the greater of the income of the trust 
or $10,000 per year. A’s remainder interest is 
not a qualified remainder interest because 
the right of A’s child to receive income in ex-
cess of the annuity amount is not a qualified 
interest. 

Example 3. A transfers property to an irrev-
ocable trust. The trust provides a qualified 
annuity interest to A’s child for 12 years. An 
amount equal to the initial value of the 
trust corpus is to be paid to A at the end of 
that period and the balance is to be paid to 
A’s grandchild. A’s interest is not a qualified 
remainder interest because the amount A is 
to receive is not a fractional share of the 
trust property. 

Example 4. U transfers property to an irrev-
ocable trust. The trust provides a qualified 
unitrust interest to U’s child for 15 years, at 
which time the trust terminates and the 
trust corpus is paid to U or, if U is not then 
living, to U’s child. Because U’s remainder 
interest is contingent, it is not a qualified 
remainder interest. 

[T.D. 8395, 57 FR 4267, Feb. 4, 1992, as amend-
ed by T.D. 8536, 59 FR 23157, May 5, 1994; T.D. 
8633, 60 FR 66090, Dec. 21, 1995; T.D. 8899, 65 
FR 53588, Sept. 5, 2000; 65 FR 70792, Nov. 28, 
2000; T.D. 9181, 70 FR 9224, Feb. 25, 2005] 

§ 25.2702–4 Certain property treated as 
held in trust. 

(a) In general. For purposes of section 
2702, a transfer of an interest in prop-
erty with respect to which there are 
one or more term interests is treated 
as a transfer in trust. A term interest 
is one of a series of successive (as con-
trasted with concurrent) interests. 
Thus, a life interest in property or an 
interest in property for a term of years 
is a term interest. However, a term in-
terest does not include a fee interest in 
property merely because it is held as a 
tenant in common, a tenant by the 
entireties, or a joint tenant with right 
of survivorship. 

(b) Leases. A leasehold interest in 
property is not a term interest to the 
extent the lease is for full and adequate 
consideration (without regard to sec-
tion 2702). A lease will be considered for 

full and adequate consideration if, 
under all the facts and circumstances 
as of the time the lease is entered into 
or extended, a good faith effort is made 
to determine the fair rental value of 
the property and the terms of the lease 
conform to the value so determined. 

(c) Joint purchases. Solely for pur-
poses of section 2702, if an individual 
acquires a term interest in property 
and, in the same transaction or series 
of transactions, one or more members 
of the individual’s family acquire an 
interest in the same property, the indi-
vidual acquiring the term interest is 
treated as acquiring the entire prop-
erty so acquired, and transferring to 
each of those family members the in-
terests acquired by that family mem-
ber in exchange for any consideration 
paid by that family member. For pur-
poses of this paragraph (c), the amount 
of the individual’s gift will not exceed 
the amount of consideration furnished 
by that individual for all interests in 
the property. 

(d) Examples. The following examples 
illustrate rules of this section: 

Example 1. A purchases a 20-year term in-
terest in an apartment building and A’s child 
purchases the remainder interest in the 
property. A and A’s child each provide the 
portion of the purchase price equal to the 
value of their respective interests in the 
property determined under section 7520. 
Solely for purposes of section 2702, A is 
treated as acquiring the entire property and 
transferring the remainder interest to A’s 
child in exchange for the portion of the pur-
chase price provided by A’s child. In deter-
mining the amount of A’s gift, A’s retained 
interest is valued at zero because it is not a 
qualified interest. 

Example 2. K holds rental real estate valued 
at $100,000. K sells a remainder interest in 
the property to K’s child, retaining the right 
to receive the income from the property for 
20 years. Assume the purchase price paid by 
K’s child for the remainder interest is equal 
to the value of the interest determined under 
section 7520. K’s retained interest is not a 
qualified interest and is therefore valued at 
zero. K has made a gift in the amount of 
$100,000 less the consideration received from 
K’s child. 

Example 3. G and G’s child each acquire a 50 
percent undivided interest as tenants in 
common in an office building. The interests 
of G and G’s child are not term interests to 
which section 2702 applies. 

Example 4. B purchases a life estate in 
property from R, B’s grandparent, for $100 
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and B’s child purchases the remainder inter-
est for $50. Assume that the value of the 
property is $300, the value of the life estate 
determined under section 7520 is $250 and the 
value of the remainder interest is $50. B is 
treated as acquiring the entire property and 
transferring the remainder interest to B’s 
child. However, the amount of B’s gift is 
$100, the amount of consideration ($100) fur-
nished by B for B’s interest. 

Example 5. H and W enter into a written 
agreement relative to their marital and 
property rights that requires W to transfer 
property to an irrevocable trust, the terms 
of which provide that the income of the trust 
will be paid to H for 10 years. On the expira-
tion of the 10-year term, the trust is to ter-
minate and the trust corpus is to be paid to 
W. H and W divorce within two years after 
the agreement is entered into. Pursuant to 
section 2516, the transfer to H would other-
wise be deemed to be for full and adequate 
consideration. Section 2702 does not apply to 
the acquisition of the term interest by H be-
cause no member of H’s family acquired an 
interest in the property in the same trans-
action or series of transactions. The result 
would not be the same if, on the termination 
of H’s interest in the trust, the trust corpus 
were distributable to the children of H and W 
rather than W. 

[T.D. 8395, 57 FR 4269, Feb. 4, 1992] 

§ 25.2702–5 Personal residence trusts. 
(a)(1) In general. Section 2702 does not 

apply to a transfer in trust meeting the 
requirements of this section. A transfer 
in trust meets the requirements of this 
section only if the trust is a personal 
residence trust (as defined in paragraph 
(b) of this section). A trust meeting the 
requirements of a qualified personal 
residence trust (as defined in paragraph 
(c) of this section) is treated as a per-
sonal residence trust. A trust of which 
the term holder is the grantor that 
otherwise meets the requirements of a 
personal residence trust (or a qualified 
personal residence trust) is not a per-
sonal residence trust (or a qualified 
personal residence trust) if, at the time 
of transfer, the term holder of the trust 
already holds term interests in two 
trusts that are personal residence 
trusts (or qualified personal residence 
trusts) of which the term holder was 
the grantor. For this purpose, trusts 
holding fractional interests in the 
same residence are treated as one 
trust. 

(2) Modification of trust. A trust that 
does not comply with one or more of 

the regulatory requirements under 
paragraph (b) or (c) of this section will, 
nonetheless, be treated as satisfying 
these requirements if the trust is modi-
fied, by judicial reformation (or non-
judicial reformation if effective under 
state law), to comply with the require-
ments. In the case of a trust created 
after December 31, 1996, the reforma-
tion must be commenced within 90 
days after the due date (including ex-
tensions) for the filing of the gift tax 
return reporting the transfer of the 
residence under section 6075 and must 
be completed within a reasonable time 
after commencement. If the reforma-
tion is not completed by the due date 
(including extensions) for filing the 
gift tax return, the grantor or 
grantor’s spouse must attach a state-
ment to the gift tax return stating that 
the reformation has been commenced 
or will be commenced within the 90-day 
period. In the case of a trust created 
before January 1, 1997, the reformation 
must be commenced within 90 days 
after December 23, 1997 and must be 
completed within a reasonable time 
after commencement. 

(b) Personal residence trust—(1) In gen-
eral. A personal residence trust is a 
trust the governing instrument of 
which prohibits the trust from holding, 
for the original duration of the term 
interest, any asset other than one resi-
dence to be used or held for use as a 
personal residence of the term holder 
and qualified proceeds (as defined in 
paragraph (b)(3) of this section). A resi-
dence is held for use as a personal resi-
dence of the term holder so long as the 
residence is not occupied by any other 
person (other than the spouse or a de-
pendent of the term holder) and is 
available at all times for use by the 
term holder as a personal residence. A 
trust does not meet the requirements 
of this section if, during the original 
duration of the term interest, the resi-
dence may be sold or otherwise trans-
ferred by the trust or may be used for 
a purpose other than as a personal resi-
dence of the term holder. In addition, 
the trust does not meet the require-
ments of this section unless the gov-
erning instrument prohibits the trust 
from selling or transferring the resi-
dence, directly or indirectly, to the 

VerDate Aug<04>2004 11:29 Apr 28, 2005 Jkt 205096 PO 00000 Frm 00664 Fmt 8010 Sfmt 8010 Y:\SGML\205096.XXX 205096



655 

Internal Revenue Service, Treasury § 25.2702–5 

grantor, the grantor’s spouse, or an en-
tity controlled by the grantor or the 
grantor’s spouse, at any time after the 
original duration of the term interest 
during which the trust is a grantor 
trust. For purposes of the preceding 
sentence, a sale or transfer to another 
grantor trust of the grantor or the 
grantor’s spouse is considered a sale or 
transfer to the grantor or the grantor’s 
spouse; however, a distribution (for no 
consideration) upon or after the expira-
tion of the original duration of the 
term interest to another grantor trust 
of the grantor or the grantor’s spouse 
pursuant to the express terms of the 
trust will not be considered a sale or 
transfer to the grantor or the grantor’s 
spouse if such other grantor trust pro-
hibits the sale or transfer of the prop-
erty to the grantor, the grantor’s 
spouse, or an entity controlled by the 
grantor or the grantor’s spouse. In the 
event the grantor dies prior to the ex-
piration of the original duration of the 
term interest, this paragraph (b)(1) 
does not apply to the distribution (for 
no consideration) of the residence to 
any person (including the grantor’s es-
tate) pursuant to the express terms of 
the trust or pursuant to the exercise of 
a power retained by the grantor under 
the terms of the trust. Further, this 
paragraph (b)(1) does not apply to any 
outright distribution (for no consider-
ation) of the residence to the grantor’s 
spouse after the expiration of the origi-
nal duration of the term interest pur-
suant to the express terms of the trust. 
For purposes of this paragraph (b)(1), a 
grantor trust is a trust treated as owned 
in whole or in part by the grantor or 
the grantor’s spouse pursuant to sec-
tions 671 through 678, and control is de-
fined in § 25.2701–2(b)(5)(ii) and (iii). Ex-
penses of the trust whether or not at-
tributable to trust principal may be 
paid directly by the term holder of the 
trust. 

(2) Personal residence—(i) In general. 
For purposes of this paragraph (b), a 
personal residence of a term holder is 
either— 

(A) The principal residence of the 
term holder (within the meaning of 
section 1034); 

(B) One other residence of the term 
holder (within the meaning of section 

280A(d)(1) but without regard to section 
280A(d)(2)); or 

(C) An undivided fractional interest 
in either. 

(ii) Additional property. A personal 
residence may include appurtenant 
structures used by the term holder for 
residential purposes and adjacent land 
not in excess of that which is reason-
ably appropriate for residential pur-
poses (taking into account the resi-
dence’s size and location). The fact 
that a residence is subject to a mort-
gage does not affect its status as a per-
sonal residence. The term personal res-
idence does not include any personal 
property (e.g., household furnishings). 

(iii) Use of residence. A residence is a 
personal residence only if its primary 
use is as a residence of the term holder 
when occupied by the term holder. The 
principal residence of the term holder 
will not fail to meet the requirements 
of the preceding sentence merely be-
cause a portion of the residence is used 
in an activity meeting the require-
ments of section 280A(c) (1) or (4) (re-
lating to deductibility of expenses re-
lated to certain uses), provided that 
such use is secondary to use of the resi-
dence as a residence. A residence is not 
used primarily as a residence if it is 
used to provide transient lodging and 
substantial services are provided in 
connection with the provision of lodg-
ing (e.g. a hotel or a bed and breakfast). 
A residence is not a personal residence 
if, during any period not occupied by 
the term holder, its primary use is 
other than as a residence. 

(iv) Interests of spouses in the same res-
idence. If spouses hold interests in the 
same residence (including community 
property interests), the spouses may 
transfer their interests in the residence 
(or a fractional portion of their inter-
ests in the residence) to the same per-
sonal residence trust, provided that the 
governing instrument prohibits any 
person other than one of the spouses 
from holding a term interest in the 
trust concurrently with the other 
spouse. 

(3) Qualified proceeds. Qualified pro-
ceeds means the proceeds payable as a 
result of damage to, or destruction or 
involuntary conversion (within the 
meaning of section 1033) of, the resi-
dence held by a personal residence 
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trust, provided that the governing in-
strument requires that the proceeds 
(including any income thereon) be rein-
vested in a personal residence within 
two years from the date on which the 
proceeds are received. 

(c) Qualified personal residence trust— 
(1) In general. A qualified personal resi-
dence trust is a trust meeting all the 
requirements of this paragraph (c). 
These requirements must be met by 
provisions in the governing instru-
ment, and these governing instrument 
provisions must by their terms con-
tinue in effect during the existence of 
any term interest in the trust. 

(2) Personal residence—(i) In general. 
For purposes of this paragraph (c), a 
personal residence of a term holder is 
either— 

(A) The principal residence of the 
term holder (within the meaning of 
section 1034); 

(B) One other residence of the term 
holder (within the meaning of section 
280A(d)(1) but without regard to section 
280A(d)(2)); or 

(C) An undivided fractional interest 
in either. 

(ii) Additional property. A personal 
residence may include appurtenant 
structures used by the term holder for 
residential purposes and adjacent land 
not in excess of that which is reason-
ably appropriate for residential pur-
poses (taking into account the resi-
dence’s size and location). The fact 
that a residence is subject to a mort-
gage does not affect its status as a per-
sonal residence. The term personal res-
idence does not include any personal 
property (e.g., household furnishings). 

(iii) Use of residence. A residence is a 
personal residence only if its primary 
use is as a residence of the term holder 
when occupied by the term holder. The 
principal residence of the term holder 
will not fail to meet the requirements 
of the preceding sentence merely be-
cause a portion of the residence is used 
in an activity meeting the require-
ments of section 280A(c) (1) or (4) (re-
lating to deductibility of expenses re-
lated to certain uses), provided that 
such use is secondary to use of the resi-
dence as a residence. A residence is not 
used primarily as a residence if it is 
used to provide transient lodging and 
substantial services are provided in 

connection with the provision of lodg-
ing (e.g., a hotel or a bed and break-
fast). A residence is not a personal resi-
dence if, during any period not occu-
pied by the term holder, its primary 
use is other than as a residence. A resi-
dence is not a personal residence if, 
during any period not occupied by the 
term holder, its primary use is other 
than as a residence. 

(iv) Interests of spouses in the same res-
idence. If spouses hold interests in the 
same residence (including community 
property interests), the spouses may 
transfer their interests in the residence 
(or a fractional portion of their inter-
ests in the residence) to the same 
qualified personal residence trust, pro-
vided that the governing instrument 
prohibits any person other than one of 
the spouses from holding a term inter-
est in the trust concurrently with the 
other spouse. 

(3) Income of the trust. The governing 
instrument must require that any in-
come of the trust be distributed to the 
term holder not less frequently than 
annually. 

(4) Distributions from the trust to other 
persons. The governing instrument 
must prohibit distributions of corpus 
to any beneficiary other than the 
transferor prior to the expiration of 
the retained term interest. 

(5) Assets of the trust—(i) In general. 
Except as otherwise provided in para-
graphs (c)(5)(ii) and (c)(8) of this sec-
tion, the governing instrument must 
prohibit the trust from holding, for the 
entire term of the trust, any asset 
other than one residence to be used or 
held for use (within the meaning of 
paragraph (c)(7)(i) of this section) as a 
personal residence of the term holder 
(the ‘‘residence’’). 

(ii) Assets other than personal resi-
dence. Except as otherwise provided, 
the governing instrument may permit 
a qualified personal residence trust to 
hold the following assets (in addition 
to the residence) in the amounts and in 
the manner described in this paragraph 
(c)(5)(ii): 

(A) Additions of cash for payment of ex-
penses, etc.—(1) Additions. The gov-
erning instrument may permit addi-
tions of cash to the trust, and may per-
mit the trust to hold additions of cash 
in a separate account, in an amount 

VerDate Aug<04>2004 11:29 Apr 28, 2005 Jkt 205096 PO 00000 Frm 00666 Fmt 8010 Sfmt 8010 Y:\SGML\205096.XXX 205096



657 

Internal Revenue Service, Treasury § 25.2702–5 

which, when added to the cash already 
held in the account for such purposes, 
does not exceed the amount required: 

(i) For payment of trust expenses (in-
cluding mortgage payments) already 
incurred or reasonably expected to be 
paid by the trust within six months 
from the date the addition is made; 

(ii) For improvements to the resi-
dence to be paid by the trust within six 
months from the date the addition is 
made; and 

(iii) For purchase by the trust of the 
initial residence, within three months 
of the date the trust is created, pro-
vided that no addition may be made for 
this purpose, and the trust may not 
hold any such addition, unless the 
trustee has previously entered into a 
contract to purchase that residence; 
and 

(iv) For purchase by the trust of a 
residence to replace another residence, 
within three months of the date the ad-
dition is made, provided that no addi-
tion may be made for this purpose, and 
the trust may not hold any such addi-
tion, unless the trustee has previously 
entered into a contract to purchase 
that residence. 

(2) Distributions of excess cash. If the 
governing instrument permits addi-
tions of cash to the trust pursuant to 
paragraph (c)(5)(ii)(A)(1) of this sec-
tion, the governing instrument must 
require that the trustee determine, not 
less frequently than quarterly, the 
amounts held by the trust for payment 
of expenses in excess of the amounts 
permitted by that paragraph and must 
require that those amounts be distrib-
uted immediately thereafter to the 
term holder. In addition, the governing 
instrument must require, upon termi-
nation of the term holder’s interest in 
the trust, any amounts held by the 
trust for the purposes permitted by 
paragraph (c)(5)(ii)(A)(1) of this section 
that are not used to pay trust expenses 
due and payable on the date of termi-
nation (including expenses directly re-
lated to termination) be distributed 
outright to the term holder within 30 
days of termination. 

(B) Improvements. The governing in-
strument may permit improvements to 
the residence to be added to the trust 
and may permit the trust to hold such 
improvements, provided that the resi-

dence, as improved, meets the require-
ments of a personal residence. 

(C) Sale proceeds. The governing in-
strument may permit the sale of the 
residence (except as set forth in para-
graph (c)(9) of this section) and may 
permit the trust to hold proceeds from 
the sale of the residence, in a separate 
account. 

(D) Insurance and insurance proceeds. 
The governing instrument may permit 
the trust to hold one or more policies 
of insurance on the residence. In addi-
tion, the governing instrument may 
permit the trust to hold, in a separate 
account, proceeds of insurance payable 
to the trust as a result of damage to or 
destruction of the residence. For pur-
poses of this paragraph, amounts 
(other than insurance proceeds payable 
to the trust as a result of damage to or 
destruction of the residence) received 
as a result of the involuntary conver-
sion (within the meaning of section 
1033) of the residence are treated as 
proceeds of insurance. 

(6) Commutation. The governing in-
strument must prohibit commutation 
(prepayment) of the term holder’s in-
terest. 

(7) Cessation of use as a personal resi-
dence—(i) In general. The governing in-
strument must provide that a trust 
ceases to be a qualified personal resi-
dence trust if the residence ceases to be 
used or held for use as a personal resi-
dence of the term holder. A residence is 
held for use as a personal residence of 
the term holder so long as the resi-
dence is not occupied by any other per-
son (other than the spouse or a depend-
ent of the term holder) and is available 
at all times for use by the term holder 
as a personal residence. See § 25.2702– 
5(c)(8) for rules governing disposition 
of assets of a trust as to which the 
trust has ceased to be a qualified per-
sonal residence trust. 

(ii) Sale of personal residence. The gov-
erning instrument must provide that 
the trust ceases to be a qualified per-
sonal residence trust upon sale of the 
residence if the governing instrument 
does not permit the trust to hold pro-
ceeds of sale of the residence pursuant 
to paragraph (c)(5)(ii)(C) of this sec-
tion. If the governing instrument per-
mits the trust to hold proceeds of sale 
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pursuant to that paragraph, the gov-
erning instrument must provide that 
the trust ceases to be a qualified per-
sonal residence trust with respect to 
all proceeds of sale held by the trust 
not later than the earlier of— 

(A) The date that is two years after 
the date of sale; 

(B) The termination of the term hold-
er’s interest in the trust; or 

(C) The date on which a new resi-
dence is acquired by the trust. 

(iii) Damage to or destruction of per-
sonal residence—(A) In general. The gov-
erning instrument must provide that, 
if damage or destruction renders the 
residence unusable as a residence, the 
trust ceases to be a qualified personal 
residence trust on the date that is two 
years after the date of damage or de-
struction (or the date of termination of 
the term holder’s interest in the trust, 
if earlier) unless, prior to such date— 

(1) Replacement of or repairs to the 
residence are completed; or 

(2) A new residence is acquired by the 
trust. 

(B) Insurance proceeds. For purposes 
of this paragraph (C)(7)(iii), if the gov-
erning instrument permits the trust to 
hold proceeds of insurance received as 
a result of damage to or destruction of 
the residence pursuant to paragraph 
(c)(5)(ii)(D) of this section, the gov-
erning instrument must contain provi-
sions similar to those required by para-
graph (c)(7)(ii) of this section. 

(8) Disposition of trust assets on ces-
sation as personal residence trust—(i) In 
general. The governing instrument 
must provide that, within 30 days after 
the date on which the trust has ceased 
to be a qualified personal residence 
trust with respect to certain assets, ei-
ther— 

(A) The assets be distributed outright 
to the term holder; 

(B) The assets be converted to and 
held for the balance of the term hold-
er’s term in a separate share of the 
trust meeting the requirements of a 
qualified annuity interest; or 

(C) In the trustee’s sole discretion, 
the trustee may elect to comply with 
either paragraph (c)(8)(i) (A) or (B) of 
this section pursuant to their terms. 

(ii) Requirements for conversion to a 
qualified annuity interest—(A) Governing 
instrument requirements. For assets sub-

ject to this paragraph (c)(8) to be con-
verted to and held as a qualified annu-
ity interest, the governing instrument 
must contain all provisions required by 
§ 25.2702–3 with respect to a qualified 
annuity interest. 

(B) Effective date of annuity. The gov-
erning instrument must provide that 
the right of the term holder to receive 
the annuity amount begins on the date 
of sale of the residence, the date of 
damage to or destruction of the resi-
dence, or the date on which the resi-
dence ceases to be used or held for use 
as a personal residence, as the case 
may be (‘‘the cessation date’’). Not-
withstanding the preceding sentence, 
the governing instrument may provide 
that the trustee may defer payment of 
any annuity amount otherwise payable 
after the cessation date until the date 
that is 30 days after the assets are con-
verted to a qualified annuity interest 
under paragraph (c)(8)(i)(B) of this sec-
tion (‘‘the conversion date’’); provided 
that any deferred payment must bear 
interest from the cessation date at a 
rate not less than the section 7520 rate 
in effect on the cessation date. The 
governing instrument may permit the 
trustee to reduce aggregate deferred 
annuity payments by the amount of in-
come actually distributed by the trust 
to the term holder during the deferral 
period. 

(C) Determination of annuity amount— 
(1) In general. The governing instru-
ment must require that the annuity 
amount be no less than the amount de-
termined under this paragraph (C). 

(2) Entire trust ceases to be a qualified 
personal residence trust. If, on the con-
version date, the assets of the trust do 
not include a residence used or held for 
use as a personal residence, the annu-
ity may not be less than an amount de-
termined by dividing the lesser of the 
value of all interests retained by the 
term holder (as of the date of the origi-
nal transfer or transfers) or the value 
of all the trust assets (as of the conver-
sion date) by an annuity factor deter-
mined— 

(i) For the original term of the term 
holder’s interest; and 

(ii) At the rate used in valuing the re-
tained interest at the time of the origi-
nal transfer. 
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(3) Portion of trust continues as quali-
fied personal residence trust. If, on the 
conversion date, the assets of the trust 
include a residence used or held for use 
as a personal residence, the annuity 
must not be less than the amount de-
termined under paragraph 
(c)(8)(ii)(C)(2) of this section multiplied 
by a fraction. The numerator of the 
fraction is the excess of the fair mar-
ket value of the trust assets on the 
conversion date over the fair market 
value of the assets as to which the 
trust continues as a qualified personal 
residence trust, and the denominator of 
the fraction is the fair market value of 
the trust assets on the conversion date. 

(9) Sale of residence to grantor, 
grantor’s spouse, or entity controlled by 
grantor or grantor’s spouse. The gov-
erning instrument must prohibit the 
trust from selling or transferring the 
residence, directly or indirectly, to the 
grantor, the grantor’s spouse, or an en-
tity controlled by the grantor or the 
grantor’s spouse during the retained 
term interest of the trust, or at any 
time after the retained term interest 
that the trust is a grantor trust. For 
purposes of the preceding sentence, a 
sale or transfer to another grantor 
trust of the grantor or the grantor’s 
spouse is considered a sale or transfer 
to the grantor or the grantor’s spouse; 
however, a distribution (for no consid-
eration) upon or after the expiration of 
the retained term interest to another 
grantor trust of the grantor or the 
grantor’s spouse pursuant to the ex-
press terms of the trust will not be 
considered a sale or transfer to the 
grantor or the grantor’s spouse if such 
other grantor trust prohibits the sale 
or transfer of the property to the 
grantor, the grantor’s spouse, or an en-
tity controlled by the grantor or the 
grantor’s spouse. In the event the 
grantor dies prior to the expiration of 
the retained term interest, this para-
graph (c)(9) does not apply to the dis-
tribution (for no consideration) of the 
residence to any person (including the 
grantor’s estate) pursuant to the ex-
press terms of the trust or pursuant to 
the exercise of a power retained by the 
grantor under the terms of the trust. 
Further, this paragraph (c)(9) does not 
apply to an outright distribution (for 
no consideration) of the residence to 

the grantor’s spouse after the expira-
tion of the retained trust term pursu-
ant to the express terms of the trust. 
For purposes of this paragraph (c)(9), a 
grantor trust is a trust treated as owned 
in whole or in part by the grantor or 
the grantor’s spouse pursuant to sec-
tions 671 through 678, and control is de-
fined in § 25.2701–2(b)(5)(ii) and (iii). 

(d) Examples. The following examples 
illustrate rules of this section. Each 
example assumes that all applicable re-
quirements of a personal residence 
trust (or qualified personal residence 
trust) are met unless otherwise stated. 

Example 1. C maintains C’s principal place 
of business in one room of C’s principal resi-
dence. The room meets the requirements of 
section 280A(c)(1) for deductibility of ex-
penses related to such use. The residence is 
a personal residence. 

Example 2. L owns a vacation condominium 
that L rents out for six months of the year, 
but which is treated as L’s residence under 
section 280A(d)(1) because L occupies it for at 
least 18 days per year. L provides no substan-
tial services in connection with the rental of 
the condominium. L transfers the condo-
minium to an irrevocable trust, the terms of 
which meet the requirements of a qualified 
personal residence trust. L retains the right 
to use the condominium during L’s lifetime. 
The trust is a qualified personal residence 
trust. 

Example 3. W owns a 200-acre farm. The 
farm includes a house, barns, equipment 
buildings, a silo, and enclosures for confine-
ment of farm animals. W transfers the farm 
to an irrevocable trust, retaining the use of 
the farm for 20 years, with the remainder to 
W’s child. The trust is not a personal resi-
dence trust because the farm includes assets 
not meeting the requirements of a personal 
residence. 

Example 4. A transfers A’s principal resi-
dence to an irrevocable trust, retaining the 
right to use the residence for a 20-year term. 
The governing instrument of the trust does 
not prohibit the trust from holding personal 
property. The trust is not a qualified per-
sonal residence trust. 

Example 5. T transfers a personal residence 
to a trust that meets the requirements of a 
qualified personal residence trust, retaining 
a term interest in the trust for 10 years. Dur-
ing the period of T’s retained term interest, 
T is forced for health reasons to move to a 
nursing home. T’s spouse continues to oc-
cupy the residence. If the residence is avail-
able at all times for T’s use as a residence 
during the term (without regard to T’s abil-
ity to actually use the residence), the resi-
dence continues to be held for T’s use and 
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the trust does not cease to be a qualified per-
sonal residence trust. The residence would 
cease to be held for use as a personal resi-
dence of T if the trustee rented the residence 
to an unrelated party, because the residence 
would no longer be available for T’s use at 
all times. 

Example 6. T transfers T’s personal resi-
dence to a trust that meets the requirements 
of a qualified personal residence trust, re-
taining the right to use the residence for 12 
years. On the date the residence is trans-
ferred to the trust, the fair market value of 
the residence is $100,000. After 6 years, the 
trustee sells the residence, receiving net pro-
ceeds of $250,000, and invests the proceeds of 
sale in common stock. After an additional 
eighteen months, the common stock has paid 
$15,000 in dividends and has a fair market 
value of $260,000. On that date, the trustee 
purchases a new residence for $200,000. On the 
purchase of the new residence, the trust 
ceases to be a qualified personal residence 
trust with respect to any amount not rein-
vested in the new residence. The governing 
instrument of the trust provides that the 
trustee, in the trustee’s sole discretion, may 
elect either to distribute the excess proceeds 
or to convert the proceeds into a qualified 
annuity interest. The trustee elects the lat-
ter option. The amount of the annuity is the 
amount of the annuity that would be payable 
if no portion of the sale proceeds had been 
reinvested in a personal residence multiplied 
by a fraction. The numerator of the fraction 
is $60,000 (the amount remaining after rein-
vestment) and the denominator of the frac-
tion is $260,000 (the fair market value of the 
trust assets on the conversion date). The ob-
ligation to pay the annuity commences on 
the date of sale, but payment of the annuity 
that otherwise would have been payable dur-
ing the period between the date of sale and 
the date on which the trust ceased to be a 
qualified personal residence trust with re-
spect to the excess proceeds may be deferred 
until 30 days after the date on which the new 
residence is purchased. Any amount deferred 
must bear compound interest from the date 
the annuity is payable at the section 7520 
rate in effect on the date of sale. The $15,000 
of income distributed to the term holder dur-
ing that period may be used to reduce the 
annuity amount payable with respect to that 
period if the governing instrument so pro-
vides and thus reduce the amount on which 
compound interest is computed. 

[T.D. 8395, 57 FR 4269, Feb. 4, 1992; T.D. 8395, 
57 FR 11265, Apr. 2, 1992, as amended by T.D. 
8743, 62 FR 66988, Dec. 23, 1997] 

§ 25.2702–6 Reduction in taxable gifts. 
(a) Transfers of retained interests in 

trust—(1) Inter vivos transfers. If an indi-
vidual subsequently transfers by gift 

an interest in trust previously valued 
(when held by that individual) under 
§ 25.2702–2 (b)(1) or (c), the individual is 
entitled to a reduction in aggregate 
taxable gifts. The amount of the reduc-
tion is determined under paragraph (b) 
of this section. Thus, for example, if an 
individual transferred property to an 
irrevocable trust, retaining an interest 
in the trust that was valued at zero 
under § 25.2702–2(b)(1), and the indi-
vidual later transfers the retained in-
terest by gift, the individual is entitled 
to a reduction in aggregate taxable 
gifts on the subsequent transfer. For 
purposes of this section, aggregate tax-
able gifts means the aggregate sum of 
the individual’s taxable gifts for the 
calendar year determined under section 
2502(a)(1). 

(2) Testamentary transfers. If either— 
(i) A term interest in trust is in-

cluded in an individual’s gross estate 
solely by reason of section 2033, or 

(ii) A remainder interest in trust is 
included in an individual’s gross estate, 
and the interest was previously valued 
(when held by that individual) under 
§ 25.2702–2(b)(1) or (c), the individual’s 
estate is entitled to a reduction in the 
individual’s adjusted taxable gifts in 
computing the Federal estate tax pay-
able under section 2001. The amount of 
the reduction is determined under 
paragraph (b) of this section. 

(3) Gift splitting on subsequent transfer. 
If an individual who is entitled to a re-
duction in aggregate taxable gifts (or 
adjusted taxable gifts) subsequently 
transfers the interest in a transfer 
treated as made one-half by the indi-
vidual’s spouse under section 2513, the 
individual may assign one-half of the 
amount of the reduction to the con-
senting spouse. The assignment must 
be attached to the Form 709 on which 
the consenting spouse reports the split 
gift. 

(b) Amount of reduction—(1) In general. 
The amount of the reduction in aggre-
gate taxable gifts (or adjusted taxable 
gifts) is the lesser of— 

(i) The increase in the individual’s 
taxable gifts resulting from the inter-
est being valued at the time of the ini-
tial transfer under § 25.2702–2(b)(1) or 
(c); or 

(ii) The increase in the individual’s 
taxable gifts (or gross estate) resulting 
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from the subsequent transfer of the in-
terest. 

(2) Treatment of annual exclusion. For 
purposes of determining the amount 
under paragraph (b)(1)(ii) of this sec-
tion, the exclusion under section 
2503(b) applies first to transfers in that 
year other than the transfer of the in-
terest previously valued under § 25.2702– 
2(b)(1) or (c). 

(3) Overlap with section 2001. Notwith-
standing paragraph (b)(1) of this sec-
tion, the amount of the reduction is re-
duced to the extent section 2001 would 
apply to reduce the amount of an indi-
vidual’s adjusted taxable gifts with re-
spect to the same interest to which 
paragraph (b)(1) of this section would 
otherwise apply. 

(c) Examples. The rules of this section 
are illustrated by the following exam-
ples. The following facts apply for Ex-
amples 1–4: 

Facts. In 1992, X transferred property to an 
irrevocable trust retaining the right to re-
ceive the trust income for life. On the death 
of X, the trust is to terminate and the trust 
corpus is to be paid to X’s child, C. X’s in-
come interest had a value under section 7520 
of $40,000 at the time of the transfer; how-
ever, because X’s retained interest was not a 
qualified interest, it was valued at zero 
under § 25.2702–2(b)(1) for purposes of deter-
mining the amount of X’s gift. X’s taxable 
gifts in 1992 were therefore increased by 
$40,000. In 1993, X transfers the income inter-
est to C for no consideration. 

Example 1. Assume that the value under 
section 7520 of the income interest on the 
subsequent transfer to C is $30,000. If X 
makes no other gifts to C in 1993, X is enti-
tled to a reduction in aggregate taxable gifts 
of $20,000, the lesser of the amount by which 
X’s taxable gifts were increased as a result of 
the income interest being valued at zero on 
the initial transfer ($40,000) or the amount by 
which X’s taxable gifts are increased as a re-
sult of the subsequent transfer of the income 
interest ($30,000 minus $10,000 annual exclu-
sion). 

Example 2. Assume that in 1993, 4 months 
after X transferred the income interest to C, 
X transferred $5,000 cash to C. In deter-
mining the increase in taxable gifts occur-
ring on the subsequent transfer, the annual 
exclusion under section 2503(b) is first ap-
plied to the cash gift. X is entitled to a re-
duction in aggregate taxable gifts of $25,000, 
the lesser of the amount by which X’s tax-
able gifts were increased as a result of the 
income interest being valued at zero on the 
initial transfer ($40,000) or the amount by 
which X’s taxable gifts are increased as a re-

sult of the subsequent transfer of the income 
interest ($25,000 (($30,000+$5,000)¥$10,000 an-
nual exclusion). 

Example 3. Assume that the value under 
section 7520 of the income interest on the 
subsequent transfer to C is $55,000. X is enti-
tled to reduce aggregate taxable gifts by 
$40,000, the lesser of the amount by which X’s 
taxable gifts were increased as a result of the 
income interest being valued at zero on the 
initial transfer ($40,000) or the amount by 
which X’s taxable gifts are increased as a re-
sult of the subsequent transfer of the income 
interest ($55,000 minus $10,000 annual exclu-
sion = $45,000). 

Example 4. Assume that X and X’s spouse, 
S, split the subsequent gift to C. X is enti-
tled to assign one-half the reduction to S. If 
the assignment is made, each is entitled to 
reduce aggregate taxable gifts by $17,500, the 
lesser of their portion of the increase in tax-
able gifts on the initial transfer by reason of 
the application of section 2702 ($20,000) and 
their portion of the increase in taxable gifts 
on the subsequent transfer of the retained 
interest ($27,500¥$10,000 annual exclusion). 

Example 5. In 1992, A transfers property to 
an irrevocable trust, retaining the right to 
receive the trust income for 10 years. On the 
expiration of the 10-year term, the trust is to 
terminate and the trust corpus is to be paid 
to A’s child, B. Assume that A’s term inter-
est has a value under section 7520 of $20,000 
at the time of the transfer; however, because 
A’s retained interest was not a qualified in-
terest, it was valued at zero under § 25.2702– 
2(b)(1) for purposes of determining the 
amount of A’s gift. Assume also that A and 
A’s spouse, S, split the gift of the remainder 
interest under section 2513. In 1993, A trans-
fers A’s term interest to D, A’s other child, 
for no consideration. A is entitled to reduce 
A’s aggregate taxable gifts on the transfer. 
Assume that A and S also split the subse-
quent gift to D, and that A dies one month 
after making the subsequent transfer of the 
term interest and S dies six months later. 
The gift of the term interest is included in 
A’s gross estate under section 2035(d)(2). To 
the extent S’s taxable gifts are reduced pur-
suant to section 2001(e), S is entitled to no 
reduction in aggregate or adjusted taxable 
gifts under this section. 

Example 6. T transfers property to an irrev-
ocable trust retaining the power to direct 
the distribution of trust income for 10 years 
among T’s descendants in whatever shares T 
deems appropriate. On the expiration of the 
10-year period, the trust corpus is to be paid 
in equal shares to T’s children. T’s transfer 
of the remainder interest is a completed gift. 
Because T’s retained interest is not a quali-
fied interest, it is valued at zero under 
§ 25.2702–2(b)(1) and the amount of T’s gift is 
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the fair market value of the property trans-
ferred to the trust. The distribution of in-
come each year is not a transfer of a re-
tained interest in trust. Therefore, T is not 
entitled to reduce aggregate taxable gifts as 
a result of the distributions of income from 
the trust. 

Example 7. The facts are the same as in Ex-
ample 6, except that after 3 years T exercises 
the right to direct the distribution of trust 
income by assigning the right to the income 
for the balance of the term to T’s child, C. 
The exercise is a transfer of a retained inter-
est in trust for purposes of this section. T is 
entitled to reduce aggregate taxable gifts by 
the lesser of the increase in taxable gifts re-
sulting from the application of section 2702 
to the initial transfer or the increase in tax-
able gifts resulting from the transfer of the 
retained interest in trust. 

Example 8. In 1992, V purchases an income 
interest for 10 years in property in the same 
transaction or series of transactions in 
which G, V’s child, purchases the remainder 
interest in the same property. V dies in 1997 
still holding the term interest, the value of 
which is includible in V’s gross estate under 
section 2033. V’s estate would be entitled to 
a reduction in adjusted taxable gifts in the 
amount determined under paragraph (b) of 
this section. 

[T.D. 8395, 57 FR 4272, Feb. 4, 1992] 

§ 25.2702–7 Effective dates. 

Except as provided in this section, 
§§ 25.2702–1 through 25.2702–6 apply as of 
January 28, 1992. With respect to trans-
fers to which section 2702 applied made 
prior to January 28, 1992, taxpayers 
may rely on any reasonable interpreta-
tion of the statutory provisions. For 
these purposes, the provisions of the 
proposed regulations and the final reg-
ulations are considered a reasonable in-
terpretation of the statutory provi-
sions. The fourth through eighth sen-
tences of § 25.2702–5(b)(1) and § 25.2702– 
5(c)(9) apply with respect to trusts cre-
ated after May 16, 1996. Section 25.2702– 
2(a)(5), the second and third sentences 
of § 25.2702–2(a)(6), § 25.2702–3(d)(2), the 
first two sentences of § 25.2702–3(d)(4), 
the last sentence of § 25.2702–3(e), Exam-
ple 5, the last two sentences of § 25.2702– 
3(e), Example 6, and § 25.2702–3(e), Exam-
ples 8 and 9, apply for trusts created on 
or after July 26, 2004. However, the In-
ternal Revenue Service will not chal-
lenge any prior application of the 

changes to Examples 5 and 6 in § 25.2702– 
3(e). 

[T.D. 8395, 57 FR 4273, Feb. 4, 1992, as amend-
ed by T.D. 8743, 62 FR 66989, Dec. 23, 1997; 
T.D. 9181, 70 FR 9224, Feb. 25, 2005] 

§ 25.2703–1 Property subject to restric-
tive arrangements. 

(a) Disregard of rights or restrictions— 
(1) In general. For purposes of subtitle 
B (relating to estate, gift, and genera-
tion-skipping transfer taxes), the value 
of any property is determined without 
regard to any right or restriction relat-
ing to the property. 

(2) Right or restriction. For purposes of 
this section, right or restriction 
means— 

(i) Any option, agreement, or other 
right to acquire or use the property at 
a price less than fair market value (de-
termined without regard to the option, 
agreement, or right); or 

(ii) Any restriction on the right to 
sell or use the property. 

(3) Agreements, etc. containing rights or 
restrictions. A right or restriction may 
be contained in a partnership agree-
ment, articles of incorporation, cor-
porate bylaws, a shareholders’ agree-
ment, or any other agreement. A right 
or restriction may be implicit in the 
capital structure of an entity. 

(4) Qualified easements. A perpetual 
restriction on the use of real property 
that qualified for a charitable deduc-
tion under either section 2522(d) or sec-
tion 2055(f) of the Internal Revenue 
Code is not treated as a right or re-
striction. 

(b) Exceptions—(1) In general. This 
section does not apply to any right or 
restriction satisfying the following 
three requirements— 

(i) The right or restriction is a bona 
fide business arrangement; 

(ii) The right or restriction is not a 
device to transfer property to the nat-
ural objects of the transferor’s bounty 
for less than full and adequate consid-
eration in money or money’s worth; 
and 

(iii) At the time the right or restric-
tion is created, the terms of the right 
or restriction are comparable to simi-
lar arrangements entered into by per-
sons in an arm’s length transaction. 
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(2) Separate requirements. Each of the 
three requirements described in para-
graph (b)(1) of this section must be 
independently satisfied for a right or 
restriction to meet this exception. 
Thus, for example, the mere showing 
that a right or restriction is a bona 
fide business arrangement is not suffi-
cient to establish that the right or re-
striction is not a device to transfer 
property for less than full and adequate 
consideration. 

(3) Exception for certain rights or re-
strictions. A right or restriction is con-
sidered to meet each of the three re-
quirements described in paragraph 
(b)(1) of this section if more than 50 
percent by value of the property sub-
ject to the right or restriction is owned 
directly or indirectly (within the 
meaning of § 25.2701–6) by individuals 
who are not members of the trans-
feror’s family. In order to meet this ex-
ception, the property owned by those 
individuals must be subject to the 
right or restriction to the same extent 
as the property owned by the trans-
feror. For purposes of this section, 
members of the transferor’s family in-
clude the persons described in § 25.2701– 
2(b)(5) and any other individual who is 
a natural object of the transferor’s 
bounty. Any property held by a mem-
ber of the transferor’s family under the 
rules of § 25.2701–6 (without regard to 
§ 25.2701–6(a)(5)) is treated as held only 
by a member of the transferor’s family. 

(4) Similar arrangement—(i) In general. 
A right or restriction is treated as 
comparable to similar arrangements 
entered into by persons in an arm’s 
length transaction if the right or re-
striction is one that could have been 
obtained in a fair bargain among unre-
lated parties in the same business deal-
ing with each other at arm’s length. A 
right or restriction is considered a fair 
bargain among unrelated parties in the 
same business if it conforms with the 
general practice of unrelated parties 
under negotiated agreements in the 
same business. This determination gen-
erally will entail consideration of such 
factors as the expected term of the 
agreement, the current fair market 
value of the property, anticipated 
changes in value during the term of the 
arrangement, and the adequacy of any 

consideration given in exchange for the 
rights granted. 

(ii) Evidence of general business prac-
tice. Evidence of general business prac-
tice is not met by showing isolated 
comparables. If more than one valu-
ation method is commonly used in a 
business, a right or restriction does not 
fail to evidence general business prac-
tice merely because it uses only one of 
the recognized methods. It is not nec-
essary that the terms of a right or re-
striction parallel the terms of any par-
ticular agreement. If comparables are 
difficult to find because the business is 
unique, comparables from similar busi-
nesses may be used. 

(5) Multiple rights or restrictions. If 
property is subject to more than one 
right or restriction described in para-
graph (a)(2) of this section, the failure 
of a right or restriction to satisfy the 
requirements of paragraph (b)(1) of this 
section does not cause any other right 
or restriction to fail to satisfy those 
requirements if the right or restriction 
otherwise meets those requirements. 
Whether separate provisions are sepa-
rate rights or restrictions, or are inte-
gral parts of a single right or restric-
tion, depends on all the facts and cir-
cumstances. 

(c) Substantial modification of a right 
or restriction—(1) In general. A right or 
restriction that is substantially modi-
fied is treated as a right or restriction 
created on the date of the modifica-
tion. Any discretionary modification of 
a right or restriction, whether or not 
authorized by the terms of the agree-
ment, that results in other than a de 
minimis change to the quality, value, or 
timing of the rights of any party with 
respect to property that is subject to 
the right or restriction is a substantial 
modification. If the terms of the right 
or restriction require periodic updat-
ing, the failure to update is presumed 
to substantially modify the right or re-
striction unless it can be shown that 
updating would not have resulted in a 
substantial modification. The addition 
of any family member as a party to a 
right or restriction (including by rea-
son of a transfer of property that sub-
jects the transferee family member to 
a right or restriction with respect to 
the transferred property) is considered 
a substantial modification unless the 
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addition is mandatory under the terms 
of the right or restriction or the added 
family member is assigned to a genera-
tion (determined under the rules of sec-
tion 2651 of the Internal Revenue Code) 
no lower than the lowest generation 
occupied by individuals already party 
to the right or restriction). 

(2) Exceptions. A substantial modi-
fication does not include— 

(i) A modification required by the 
terms of a right or restriction; 

(ii) A discretionary modification of 
an agreement conferring a right or re-
striction if the modification does not 
change the right or restriction; 

(iii) A modification of a capitaliza-
tion rate used with respect to a right 
or restriction if the rate is modified in 
a manner that bears a fixed relation-
ship to a specified market interest 
rate; and 

(iv) A modification that results in an 
option price that more closely approxi-
mates fair market value. 

(d) Examples. The following examples 
illustrate the provisions of this sec-
tion: 

Example 1. T dies in 1992 owning title to 
Blackacre. In 1991, T and T’s child entered 
into a lease with respect to Blackacre. At 
the time the lease was entered into, the 
terms of the lease were not comparable to 
leases of similar property entered into 
among unrelated parties. The lease is a re-
striction on the use of the property that is 
disregarded in valuing the property for Fed-
eral estate tax purposes. 

Example 2. T and T’s child, C, each own 50 
percent of the outstanding stock of X cor-
poration. T and C enter into an agreement in 
1987 providing for the disposition of stock 
held by the first to die at the time of death. 
The agreement also provides certain restric-
tions with respect to lifetime transfers. In 
1992, as permitted (but not required) under 
the agreement, T transfers one-half of T’s 
stock to T’s spouse, S. S becomes a party to 
the agreement between T and C by reason of 
the transfer. The transfer is the addition of 
a family member to the right or restriction. 
However, it is not a substantial modification 
of the right or restriction because the added 
family member would be assigned to a gen-
eration under section 2651 of the Internal 
Revenue Code no lower than the generation 
occupied by C. 

Example 3. The facts are the same as in Ex-
ample 2. In 1993, the agreement is amended to 
reflect a change in the company’s name and 
a change of address for the company’s reg-
istered agent. These changes are not a sub-
stantial modification of the agreement con-

ferring the right or restriction because the 
right or restriction has not changed. 

[T.D. 8395, 57 FR 4273, Feb. 4, 1992] 

§ 25.2703–2 Effective date. 
Section 25.2703–1 applies to any right 

or restriction created or substantially 
modified after October 8, 1990, and is ef-
fective as of January 28, 1992. With re-
spect to transfers occurring prior to 
January 28, 1992, and for purposes of de-
termining whether an event occurring 
prior to January 28, 1992 constitutes a 
substantial modification, taxpayers 
may rely on any reasonable interpreta-
tion of the statutory provisions. For 
these purposes, the provisions of the 
proposed regulations and the final reg-
ulations are considered a reasonable in-
terpretation of the statutory provi-
sions. 

[T.D. 8395, 57 FR 4274, Feb. 4, 1992] 

§ 25.2704–1 Lapse of certain rights. 
(a) Lapse treated as transfer—(1) In 

general. The lapse of a voting right or a 
liquidation right in a corporation or 
partnership (an ‘‘entity’’) is a transfer 
by the individual directly or indirectly 
holding the right immediately prior to 
its lapse (the ‘‘holder’’) to the extent 
provided in paragraphs (b) and (c) of 
this section. This section applies only 
if the entity is controlled by the holder 
and members of the holder’s family im-
mediately before and after the lapse. 
The amount of the transfer is deter-
mined under paragraph (d) of this sec-
tion. If the lapse of a voting right or a 
liquidation right occurs during the 
holder’s lifetime, the lapse is a transfer 
by gift. If the lapse occurs at the hold-
er’s death, the lapse is a transfer in-
cludible in the holder’s gross estate. 

(2) Definitions. The following defini-
tions apply for purposes of this section. 

(i) Control. Control has the meaning 
given it in § 25.2701–2(b)(5). 

(ii) Member of the family. Member of 
the family has the meaning given it in 
§ 25.2702–2(a)(1). 

(iii) Directly or indirectly held. An in-
terest is directly or indirectly held 
only to the extent the value of the in-
terest would have been includible in 
the gross estate of the individual if the 
individual had died immediately prior 
to the lapse. 
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(iv) Voting right. Voting right means 
a right to vote with respect to any 
matter of the entity. In the case of a 
partnership, the right of a general 
partner to participate in partnership 
management is a voting right. The 
right to compel the entity to acquire 
all or a portion of the holder’s equity 
interest in the entity by reason of ag-
gregate voting power is treated as a 
liquidation right and is not treated as 
a voting right. 

(v) Liquidation right. Liquidation 
right means a right or ability to com-
pel the entity to acquire all or a por-
tion of the holder’s equity interest in 
the entity, including by reason of ag-
gregate voting power, whether or not 
its exercise would result in the com-
plete liquidation of the entity. 

(vi) Subordinate. Subordinate has the 
meaning given it in § 25.2701–3(a)(2)(iii). 

(3) Certain temporary lapses. If a 
lapsed right may be restored only upon 
the occurrence of a future event not 
within the control of the holder or 
members of the holder’s family, the 
lapse is deemed to occur at the time 
the lapse becomes permanent with re-
spect to the holder, i.e. either by a 
transfer of the interest or otherwise. 

(4) Source of right or lapse. A voting 
right or a liquidation right may be con-
ferred by and may lapse by reason of a 
State law, the corporate charter or by-
laws, an agreement, or other means. 

(b) Lapse of voting right. A lapse of a 
voting right occurs at the time a pres-
ently exercisable voting right is re-
stricted or eliminated. 

(c) Lapse of liquidation right—(1) In 
general. A lapse of a liquidation right 
occurs at the time a presently exer-
cisable liquidation right is restricted 
or eliminated. Except as otherwise pro-
vided, a transfer of an interest that re-
sults in the lapse of a liquidation right 
is not subject to this section if the 
rights with respect to the transferred 
interest are not restricted or elimi-
nated. However, a transfer that results 
in the elimination of the transferor’s 
right or ability to compel the entity to 
acquire an interest retained by the 
transferor that is subordinate to the 
transferred interest is a lapse of a liq-
uidation right with respect to the sub-
ordinate interest. 

(2) Exceptions. Section 2704(a) does 
not apply to the lapse of a liquidation 
right under the following cir-
cumstances. 

(i) Family cannot obtain liquidation 
value—(A) In general. Section 2704(a) 
does not apply to the lapse of a liquida-
tion right to the extent the holder (or 
the holder’s estate) and members of the 
holder’s family cannot immediately 
after the lapse liquidate an interest 
that the holder held directly or indi-
rectly and could have liquidated prior 
to the lapse. 

(B) Ability to liquidate. Whether an in-
terest can be liquidated immediately 
after the lapse is determined under the 
State law generally applicable to the 
entity, as modified by the governing 
instruments of the entity, but without 
regard to any restriction described in 
section 2704(b). Thus, if, after any re-
striction described in section 2704(b) is 
disregarded, the remaining require-
ments for liquidation under the gov-
erning instruments are less restrictive 
than the State law that would apply in 
the absence of the governing instru-
ments, the ability to liquidate is deter-
mined by reference to the governing in-
struments. 

(ii) Rights valued under section 2701. 
Section 2704(a) does not apply to the 
lapse of a liquidation right previously 
valued under section 2701 to the extent 
necessary to prevent double taxation 
(taking into account any adjustment 
available under § 25.2701–5). 

(iii) Certain changes in State law. Sec-
tion 2704(a) does not apply to the lapse 
of a liquidation right that occurs solely 
by reason of a change in State law. For 
purposes of this paragraph, a change in 
the governing instrument of an entity 
is not a change in State law. 

(d) Amount of transfer. The amount of 
the transfer is the excess, if any, of— 

(1) The value of all interests in the 
entity owned by the holder imme-
diately before the lapse (determined 
immediately after the lapse as if the 
lapsed right was nonlapsing); over 

(2) The value of the interests de-
scribed in the preceding paragraph im-
mediately after the lapse (determined 
as if all such interests were held by one 
individual). 

(e) Application to similar rights. [Re-
served] 
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(f) Examples. The following examples 
illustrate the provisions of this sec-
tion: 

Example 1. Prior to D’s death, D owned all 
the preferred stock of Corporation Y and D’s 
children owned all the common stock. At 
that time, the preferred stock had 60 percent 
of the total voting power and the common 
stock had 40 percent. Under the corporate 
by-laws, the voting rights of the preferred 
stock terminated on D’s death. The value of 
D’s interest immediately prior to D’s death 
(determined as if the voting rights were non-
lapsing) was $100X. The value of that interest 
immediately after death would have been 
$90X if the voting rights had been non-
lapsing. The decrease in value reflects the 
loss in value resulting from the death of D 
(whose involvement in Y was a key factor in 
Y’s profitability). Section 2704(a) applies to 
the lapse of voting rights on D’s death. D’s 
gross estate includes an amount equal to the 
excess, if any, of $90X over the fair market 
value of the preferred stock determined after 
the lapse of the voting rights. 

Example 2. Prior to D’s death, D owned all 
the preferred stock of Corporation Y. The 
preferred stock and the common stock each 
carried 50 percent of the total voting power 
of Y. D’s children owned 40 percent of the 
common stock and unrelated parties own the 
remaining 60 percent. Under the corporate 
by-laws, the voting rights of the preferred 
stock terminate on D’s death. Section 2704(a) 
does not apply to the lapse of D’s voting 
rights because members of D’s family do not 
control Y after the lapse. 

Example 3. The by-laws of Corporation Y 
provide that the voting rights of any trans-
ferred shares of the single outstanding class 
of stock are reduced to 1⁄2 vote per share 
after the transfer but are fully restored to 
the transferred shares after 5 years. D owned 
60 percent of the shares prior to death and 
members of D’s family owned the balance. 
On D’s death, D’s shares pass to D’s children 
and the voting rights are reduced pursuant 
to the by-laws. Section 2704(a) applies to the 
lapse of D’s voting rights. D’s gross estate in-
cludes an amount equal to the excess, if any, 
of the fair market value of D’s stock (deter-
mined immediately after D’s death as though 
the voting rights had not been reduced and 
would not be reduced) over the stock’s fair 
market value immediately after D’s death. 

Example 4. D owns 84 percent of the single 
outstanding class of stock of Corporation Y. 
The by-laws require at least 70 percent of the 
vote to liquidate Y. D gives one-half of D’s 
stock in equal shares to D’s three children 
(14 percent to each). Section 2704(a) does not 
apply to the loss of D’s ability to liquidate 
Y, because the voting rights with respect to 
the corporation are not restricted or elimi-
nated by reason of the transfer. 

Example 5. D and D’s two children, A and B, 
are partners in Partnership X. Each has a 31⁄3 
percent general partnership interest and a 30 
percent limited partnership interest. Under 
State law, a general partner has the right to 
participate in partnership management. The 
partnership agreement provides that when a 
general partner withdraws or dies, X must 
redeem the general partnership interest for 
its liquidation value. Also, under the agree-
ment any general partner can liquidate the 
partnership. A limited partner cannot liq-
uidate the partnership and a limited part-
ner’s capital interest will be returned only 
when the partnership is liquidated. A de-
ceased limited partner’s interest continues 
as a limited partnership interest. D dies, 
leaving his limited partnership interest to 
D’s spouse. Because of a general partner’s 
right to dissolve the partnership, a limited 
partnership interest has a greater fair mar-
ket value when held in conjunction with a 
general partnership interest than when held 
alone. Section 2704(a) applies to the lapse of 
D’s liquidation right because after the lapse, 
members of D’s family could liquidate D’s 
limited partnership interest. D’s gross estate 
includes an amount equal to the excess of 
the value of all D’s interests in X imme-
diately before D’s death (determined imme-
diately after D’s death but as though the liq-
uidation right had not lapsed and would not 
lapse) over the fair market value of all D’s 
interests in X immediately after D’s death. 

Example 6. The facts are the same as in Ex-
ample 5, except that under the partnership 
agreement D is the only general partner who 
holds a unilateral liquidation right. Assume 
further that the partnership agreement con-
tains a restriction described in section 
2704(b) that prevents D’s family members 
from liquidating D’s limited partnership in-
terest immediately after D’s death. Under 
State law, in the absence of the restriction 
in the partnership agreement, D’s family 
members could liquidate the partnership. 
The restriction on the family’s ability to liq-
uidate is disregarded and the amount of D’s 
gross estate is increased by reason of the 
lapse of D’s liquidation right. 

Example 7. D owns all the stock of Corpora-
tion X, consisting of 100 shares of non-voting 
preferred stock and 100 shares of voting com-
mon stock. Under the by-laws, X can only be 
liquidated with the consent of at least 80 per-
cent of the voting shares. D transfers 30 
shares of common stock to D’s child. The 
transfer is not a lapse of a liquidation right 
with respect to the common stock because 
the voting rights that enabled D to liquidate 
prior to the transfer are not restricted or 
eliminated. The transfer is not a lapse of a 
liquidation right with respect to the retained 
preferred stock because the preferred stock 
is not subordinate to the transferred com-
mon stock. 
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Example 8. D owns all of the single class of 
stock of Corporation Y. D recapitalizes Y, 
exchanging D’s common stock for voting 
common stock and non-voting, non-cumu-
lative preferred stock. The preferred stock 
carries a right to put the stock for its par 
value at any time during the next 10 years. 
D transfers the common stock to D’s grand-
child in a transfer subject to section 2701. In 
determining the amount of D’s gift under 
section 2701, D’s retained put right is valued 
at zero. D’s child, C, owns the preferred 
stock when the put right lapses. Section 
2704(a) applies to the lapse, without regard to 
the application of section 2701, because the 
put right was not valued under section 2701 
in the hands of C. 

Example 9. A and A’s two children are equal 
general and limited partners in Partnership 
Y. Under the partnership agreement, each 
general partner has a right to liquidate the 
partnership at any time. Under State law 
that would apply in the absence of contrary 
provisions in the partnership agreement, the 
death or incompetency of a general partner 
terminates the partnership. However, the 
partnership agreement provides that the 
partnership does not terminate on the in-
competence or death of a general partner, 
but that an incompetent partner cannot ex-
ercise rights as a general partner during any 
period of incompetency. A partner’s full 
rights as general partner are restored if the 
partner regains competency. A becomes in-
competent. The lapse of A’s voting right on 
becoming incompetent is not subject to sec-
tion 2704(a) because it may be restored to A 
in the future. However, if A dies while in-
competent, a lapse subject to section 2704(a) 
is deemed to occur at that time because the 
lapsed right cannot thereafter be restored to 
A. 

[T.D. 8395, 57 FR 4274, Feb. 4, 1992] 

§ 25.2704–2 Transfers subject to appli-
cable restrictions. 

(a) In general. If an interest in a cor-
poration or partnership (an ‘‘entity’’) 
is transferred to or for the benefit of a 
member of the transferor’s family, any 
applicable restriction is disregarded in 
valuing the transferred interest. This 
section applies only if the transferor 
and members of the transferor’s family 
control the entity immediately before 
the transfer. For the definition of con-
trol, see § 25.2701–2(b)(5). For the defini-
tion of member of the family, see 
§ 25.2702–2(a)(1). 

(b) Applicable restriction defined. An 
applicable restriction is a limitation 
on the ability to liquidate the entity 
(in whole or in part) that is more re-
strictive than the limitations that 

would apply under the State law gen-
erally applicable to the entity in the 
absence of the restriction. A restric-
tion is an applicable restriction only to 
the extent that either the restriction 
by its terms will lapse at any time 
after the transfer, or the transferor (or 
the transferor’s estate) and any mem-
bers of the transferor’s family can re-
move the restriction immediately after 
the transfer. Ability to remove the re-
striction is determined by reference to 
the State law that would apply but for 
a more restrictive rule in the gov-
erning instruments of the entity. See 
§ 25.2704–1(c)(1)(B) for a discussion of 
the term ‘‘State law.’’ An applicable 
restriction does not include a commer-
cially reasonable restriction on liq-
uidation imposed by an unrelated per-
son providing capital to the entity for 
the entity’s trade or business oper-
ations whether in the form of debt or 
equity. An unrelated person is any per-
son whose relationship to the trans-
feror, the transferee, or any member of 
the family of either is not described in 
section 267(b) of the Internal Revenue 
Code, provided that for purposes of this 
section the term ‘‘fiduciary of a trust’’ 
as used in section 267(b) does not in-
clude a bank as defined in section 581 of 
the Internal Revenue Code. A restric-
tion imposed or required to be imposed 
by Federal or State law is not an appli-
cable restriction. An option, right to 
use property, or agreement that is sub-
ject to section 2703 is not an applicable 
restriction. 

(c) Effect of disregarding an applicable 
restriction. If an applicable restriction 
is disregarded under this section, the 
transferred interest is valued as if the 
restriction does not exist and as if the 
rights of the transferor are determined 
under the State law that would apply 
but for the restriction. For example, an 
applicable restriction with respect to 
preferred stock will be disregarded in 
determining the amount of a transfer 
of common stock under section 2701. 

(d) Examples. The following examples 
illustrate the provisions of this sec-
tion: 

Example 1. D owns a 76 percent interest and 
each of D’s children, A and B, owns a 12 per-
cent interest in General Partnership X. The 
partnership agreement requires the consent 
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of all the partners to liquidate the partner-
ship. Under the State law that would apply 
in the absence of the restriction in the part-
nership agreement, the consent of partners 
owning 70 percent of the total partnership 
interests would be required to liquidate X. 
On D’s death, D’s partnership interest passes 
to D’s child, C. The requirement that all the 
partners consent to liquidation is an applica-
ble restriction. Because A, B and C (all mem-
bers of D’s family), acting together after the 
transfer, can remove the restriction on liq-
uidation, D’s interest is valued without re-
gard to the restriction; i.e., as though D’s in-
terest is sufficient to liquidate the partner-
ship. 

Example 2. D owns all the preferred stock 
in Corporation X. The preferred stock carries 
a right to liquidate X that cannot be exer-
cised until 1999. D’s children, A and B, own 
all the common stock of X. The common 
stock is the only voting stock. In 1994, D 
transfers the preferred stock to D’s child, A. 
The restriction on D’s right to liquidate is 
an applicable restriction that is disregarded. 
Therefore, the preferred stock is valued as 
though the right to liquidate were presently 
exercisable. 

Example 3. D owns 60 percent of the stock 
of Corporation X. The corporate by-laws pro-
vide that the corporation cannot be liq-
uidated for 10 years after which time liquida-
tion requires approval by 60 percent of the 
voting interests. In the absence of the provi-
sion in the by-laws, State law would require 
approval by 80 percent of the voting interests 
to liquidate X. D transfers the stock to a 
trust for the benefit of D’s child, A, during 
the 10-year period. The 10-year restriction is 
an applicable restriction and is disregarded. 
Therefore, the value of the stock is deter-
mined as if the transferred block could cur-
rently liquidate X. 

Example 4. D and D’s children, A and B, are 
partners in Limited Partnership Y. Each has 
a 3.33 percent general partnership interest 
and a 30 percent limited partnership interest. 
Any general partner has the right to liq-
uidate the partnership at any time. As part 
of a loan agreement with a lender who is re-
lated to D, each of the partners agree that 
the partnership may not be liquidated with-
out the lender’s consent while any portion of 
the loan remains outstanding. During the 
term of the loan agreement, D transfers one- 
half of both D’s partnership interests to each 
of A and B. Because the lender is a related 
party, the requirement that the lender con-
sent to liquidation is an applicable restric-
tion and the transfers of D’s interests are 
valued as if such consent were not required. 

Example 5. D owns 60 percent of the pre-
ferred and 70 percent of the common stock in 
Corporation X. The remaining stock is 
owned by individuals unrelated to D. The 
preferred stock carries a put right that can-
not be exercised until 1999. In 1995, D trans-

fers the common stock to D’s child in a 
transfer that is subject to section 2701. The 
restriction on D’s right to liquidate is an ap-
plicable restriction that is disregarded in de-
termining the amount of the gift under sec-
tion 2701. 

[T.D. 8395, 57 FR 4276, Feb. 4, 1992; T.D. 8395, 
57 FR 11265, Apr. 2, 1992] 

§ 25.2704–3 Effective date. 
Section 25.2704–1 applies to lapses oc-

curring after January 28, 1992, of rights 
created after October 8, 1990. Section 
25.2704–2 applies to transfers occurring 
after January 28, 1992, of property sub-
ject to applicable restrictions created 
after October 8, 1990. In determining 
whether a voting right or a liquidation 
right has lapsed prior to that date, and 
for purposes of determining whether 
the lapse is subject to section 2704(a), 
taxpayers may rely on any reasonable 
interpretation of the statutory provi-
sions. For transfers of interests occur-
ring before January 28, 1992, taxpayers 
may rely on any reasonable interpreta-
tion of the statutory provisions in 
detemining whether a restriction is an 
applicable restriction that must be dis-
regarded in determining the value of 
the transferred interest. For these pur-
poses, the provisions of the proposed 
regulations and the final regulations 
are considered a reasonable interpreta-
tion of the statutory provisions. 

[T.D. 8395, 57 FR 4277, Feb. 4, 1992; T.D. 8395, 
57 FR 11265, Apr. 2, 1992] 

PROCEDURE AND ADMINISTRATION 

§ 25.6001–1 Records required to be 
kept. 

(a) In general. Every person subject to 
taxation under Chapter 12 of the Inter-
nal Revenue Code of 1954 shall for the 
purpose of determining the total 
amount of his gifts, keep such perma-
nent books of account or records as are 
necessary to establish the amount of 
his total gifts (limited as provided by 
section 2503(b)), together with the de-
ductions allowable in determining the 
amount of his taxable gifts, and the 
other information required to be shown 
in a gift tax return. All documents and 
vouchers used in preparing the gift tax 
return (see § 25.6019–1) shall be retained 
by the donor so as to be available for 
inspection whenever required. 
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(b) Supplemental data. In order that 
the Internal Revenue Service may de-
termine the correct tax the donor shall 
furnish such supplemental data as may 
be deemed necessary by the Internal 
Revenue Service. It is, therefore, the 
duty of the donor to furnish, upon re-
quest, copies of all documents relating 
to his gift or gifts, appraisal lists of 
any items included in the total amount 
of gifts, copies of balance sheets or 
other financial statements obtainable 
by him relating to the value of stock 
constituting the gift, and any other in-
formation obtainable by him that may 
be necessary in the determination of 
the tax. See section 2512 and the regu-
lations issued thereunder. For every 
policy of life insurance listed on the re-
turn, the donor must procure a state-
ment from the insurance company on 
Form 712 and file it with the internal 
revenue officer with whom the return 
is filed. If specifically requested by an 
internal revenue officer, the insurance 
company shall file this statement di-
rect with the internal revenue officer. 

[T.D. 6334, 23 FR 8904, Nov. 15, 1958, as amend-
ed by T.D. 7012, 34 FR 7691, May 15, 1969; T.D. 
7517, 42 FR 58935, Nov. 14, 1977] 

§ 25.6011–1 General requirement of re-
turn, statement, or list. 

(a) General rule. Every person made 
liable for any tax imposed by Chapter 
12 of the Code shall make such returns 
or statements as are required by the 
regulations in this part. The return or 
statement shall include therein the in-
formation required by the applicable 
regulations or forms. 

(b) Use of prescribed forms. Copies of 
the forms prescribed by paragraph (b) 
of § 25.6001–1 and § 25.6019–1 may be ob-
tained from district directors and di-
rectors of service centers. The fact that 
a person required to file a form has not 
been furnished with copies of a form 
will not excuse him from the making of 
a gift tax return, or from the fur-
nishing of the evidence for which the 
forms are to be used. Application for a 
form should be made to the district di-
rector or director of a service center in 
ample time to enable the person whose 
duty it is to file the form to have the 
form prepared, verified, and filed on or 

before the date prescribed for the filing 
thereof. 

[T.D. 6334, 23 FR 8904, Nov. 15, 1958, as amend-
ed by T.D. 7012, 34 FR 7691, May 15, 1969] 

§ 25.6011–4 Requirement of statement 
disclosing participation in certain 
transactions by taxpayers. 

(a) In general. If a transaction is iden-
tified as a listed transaction as defined 
in § 1.6011–4 of this chapter by the Com-
missioner in published guidance (see 
§ 601.601(d)(2) of this chapter), and the 
listed transaction involves a gift tax 
under chapter 12 of subtitle B of the In-
ternal Revenue Code, the transaction 
must be disclosed in the manner stated 
in such published guidance. 

(b) Effective date. This section applies 
to transactions entered into on or after 
January 1, 2003. 

[T.D. 9046, 68 FR 10169, Mar. 4, 2003] 

§ 25.6019–1 Persons required to file re-
turns. 

(a) Gifts made after December 31, 1981. 
Subject to section 2523(i)(2), an indi-
vidual citizen or resident of the United 
States who in any calendar year begin-
ning after December 31, 1981, makes 
any transfer by gift other than a trans-
fer that, under section 2503 (b) or (e) 
(relating, respectively, to certain gifts 
of $10,000 per donee and the exclusion 
for payment of certain educational and 
medical expenses), is not included in 
the total amount of gifts for that year, 
or a transfer of an interest with respect 
to which a marital deduction is allowed 
for the value of the entire interest 
under section 2523 (other than a mar-
ital deduction allowed by reason of sec-
tion 2523(f), regarding qualified ter-
minable interest property for which a 
return must be filed in order to make 
the election under that section), must 
file a gift tax return on Form 709 for 
that calendar year. 

(b) Gifts made after December 31, 1976, 
and before January 1, 1982. An indi-
vidual citizen or resident of the United 
States who makes a transfer by gift 
within any calendar year beginning 
after December 31, 1976, and before Jan-
uary 1, 1982, must file a gift tax return 
on Form 709 for any calendar quarter 
in which the sum of the taxable gifts 
made during that calendar quarter, 
plus all other taxable gifts made during 
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the year (for which a return has not 
yet been required to be filed), exceeds 
$25,000. If the aggregate transfers made 
in a calendar year after 1976 and before 
1982 that must be reported do not ex-
ceed $25,000, only one return must be 
filed for the calendar year and it must 
be filed by the due date for a fourth 
quarter gift tax return (April 15). 

(c) Gifts made after December 31, 1970, 
and before January 1, 1977. An indi-
vidual citizen or resident of the United 
States who makes a transfer by gift 
within any calendar year beginning 
after December 31, 1970, and before Jan-
uary 1, 1977, must file a gift tax return 
on Form 709 for the calendar quarter in 
which any portion of the value of the 
gift, or any portion of the sum of the 
values of the gifts to such donee during 
that calendar year, is not excluded 
from the total amount of taxable gifts 
for that year, and must also make a re-
turn for any subsequent quarter within 
the same taxable year in which any ad-
ditional gift is made to the same donee. 

(d) Gifts by nonresident alien donors. 
The rules contained in paragraphs (a) 
through (c) of this section also apply to 
a nonresident not a citizen of the 
United States provided that, under sec-
tion 2501(a)(1) and § 25.2511–3, the trans-
fer is subject to the gift tax. 

(e) Miscellaneous provisions. Only indi-
viduals are required to file returns and 
not trusts, estates, partnerships, or 
corporations. Duplicate copies of the 
return are not required to be filed. See 
§§ 25.6075–1 and 25.6091–1 for the time 
and place for filing the gift tax return. 
For delinquency penalties for failure to 
file or pay the tax, see section 6651 and 
§ 301.6651–1 of this chapter (Procedure 
and Administration Regulations). For 
criminal penalties for failure to file a 
return and filing a false or fraudulent 
return, see sections 7203, 7206, and 7207. 

(f) Return required even if no tax due. 
The return is required even though, be-
cause of the deduction authorized by 
section 2522 (charitable deduction) or 
the unified credit under section 2505, no 
tax may be payable on the transfer. 

(g) Deceased donor. If the donor dies 
before filing his return, the executor or 
administrator of his estate shall file 
the return. If the donor becomes le-
gally incompetent before filing his re-

turn, his guardian or committee shall 
file the return. 

(h) Ratification of return. The return 
shall not be made by an agent unless 
by reason of illness, absence, or non-
residence, the person liable for the re-
turn is unable to make it within the 
time prescribed. Mere convenience is 
not sufficient reason for authorizing an 
agent to make the return. If by reason 
of illness, absence or nonresidence, a 
return is made by an agent, the return 
must be ratified by the donor or other 
person liable for its filing within a rea-
sonable time after such person becomes 
able to do so. If the return filed by the 
agent is not so ratified, it will not be 
considered the return required by the 
statute. Supplemental data may be 
submitted at the time of ratification. 
The ratification may be in the form of 
a statement, executed under the pen-
alties of perjury and filed with the in-
ternal revenue officer with whom the 
return was filed, showing specifically 
that the return made by the agent has 
been carefully examined and that the 
person signing ratifies the return as 
the donor’s. If a return is signed by an 
agent, a statement fully explaining the 
inability of the donor must accompany 
the return. 

[T.D. 7238, 37 FR 28735, Dec. 29, 1972, as 
amended by T.D. 8522, 59 FR 9663, Mar. 1, 
1994] 

§ 25.6019–2 Returns required in case of 
consent under section 2513. 

Except as otherwise provided in this 
section, the provisions of § 25.6019–1 
(other than paragraph (d) of § 25.6019–1) 
apply with respect to the filing of a gift 
tax return or returns in the case of a 
husband and wife who consent (see 
§ 25.2513–1) to the application of section 
2513. If both spouses are (without re-
gard to the provisions of section 2513) 
required under the provisions of 
§ 25.6019–1 to file returns, returns must 
be filed by both spouses. If only one of 
the consenting spouses is (without re-
gard to the provisions of section 2513) 
required under § 25.6019–1 to file a re-
turn, a return must be filed by that 
spouse. In the latter case if, after giv-
ing effect to the provisions of section 
2513, the other spouse is considered to 
have made a gift not excluded from the 
total amount of such other spouse’s 
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gifts for the taxable year by reason of 
section 2503 (b) or (e) (relating, respec-
tively, to certain gifts of $10,000 per 
donee and the exclusion for certain 
educational or medical expenses), a re-
turn must also be filed by such other 
spouse. Thus, if during a calendar year 
beginning after December 31, 1981, the 
first spouse made a gift of $18,000 to a 
child (the gift not being either a future 
interest in property or an amount ex-
cluded under section 2503(e)) and the 
other spouse made no gifts, only the 
first spouse is required to file a return 
for that calendar year. However, if the 
other spouse had made a gift in excess 
of $2,000 to the same child during the 
same calendar year or if the gift made 
by the first spouse had amounted to 
$21,000, each spouse would be required 
to file a return if the consent is sig-
nified as provided in section 2513. 

[T.D. 8522, 59 FR 9664, Mar. 1, 1994] 

§ 25.6019–3 Contents of return. 
(a) In general. The return must set 

forth each gift made during the cal-
endar year (or calendar quarter with 
respect to gifts made after December 
31, 1970, and before January 1, 1982) 
that under sections 2511 through 2515 is 
to be included in computing taxable 
gifts; the deductions claimed and al-
lowable under sections 2521 through 
2524; and the taxable gifts made for 
each of the preceding reporting periods. 
(See § 25.2504–1.) In addition the return 
shall set forth the fair market value of 
all gifts not made in money, including 
gifts resulting from sales and ex-
changes of property made for less than 
full and adequate consideration in 
money or money’s worth, giving, as of 
the date of the sale or exchange, both 
the fair market value of the property 
sold or exchanged and the fair market 
value of the consideration received by 
the donor. If a donor contends that his 
retained power over property renders 
the gift incomplete (see § 25.2511–2) and 
hence not subject to tax as of the cal-
endar quarter or calendar year of the 
initial transfer, the transaction should 
be disclosed in the return for the cal-
endar quarter or calendar year of the 
initial transfer and evidence showing 
all relevant facts, including a copy of 
the instrument of transfer, shall be 
submitted with the return. The in-

structions printed on the return should 
be carefully followed. A certified or 
verified copy of each document re-
quired by the instructions printed on 
the return form shall be filed with the 
return. Any additional documents the 
donor may desire to submit may be 
submitted with the return. 

(b) Disclosure of transfers coming with-
in provisions of section 2516. Section 2516 
provides that certain transfers of prop-
erty pursuant to written property set-
tlements between husband and wife are 
deemed to be transfers for full and ade-
quate consideration in money or mon-
ey’s worth if divorce occurs within 2 
years. In any case where a husband and 
wife enter into a written agreement of 
the type contemplated by section 2516 
and the final decree of divorce is not 
granted on or before the due date for 
the filing of a gift tax return for the 
calendar year (or calendar quarter with 
respect to periods beginning after De-
cember 31, 1970, and ending before Jan-
uary 1, 1982) in which the agreement 
became effective (see § 25.6075–1), then, 
except to the extent § 25.6019–1 provides 
otherwise, the transfer must be dis-
closed by the transferor upon a gift tax 
return filed for the calendar year (or 
calendar quarter) in which the agree-
ment becomes effective, and a copy of 
the agreement must be attached to the 
return. In addition, a certified copy of 
the final divorce decree shall be fur-
nished the internal revenue officer 
with whom the return was filed not 
later than 60 days after the divorce is 
granted. Pending receipt of evidence 
that the final decree of divorce has 
been granted (but in no event for a pe-
riod of more than 2 years from the ef-
fective date of the agreement), the 
transfer will tentatively be treated as 
made for a full and adequate consider-
ation in money or money’s worth. 

[T.D. 7238, 37 FR 28736, Dec. 29, 1972, as 
amended by T.D. 8522, 59 FR 9664, Mar. 1, 
1994] 

§ 25.6019–4 Description of property 
listed on return. 

The properties comprising the gifts 
made during the calendar year (or cal-
endar quarter with respect to gifts 
made after December 31, 1970, and be-
fore January 1, 1982) must be listed on 
the return and described in a manner 
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that they may be readily identified. 
Thus, there should be given for each 
parcel of real estate a legal descrip-
tion, its area, a short statement of the 
character of any improvements, and, if 
located in a city, the name of the 
street and number. Description of 
bonds shall include the number trans-
ferred, principal amount, name of obli-
gor, date of maturity, rate of interest, 
date or dates on which interest is pay-
able, series number where there is 
more than one issue, and the principal 
exchange upon which listed, or the 
principal business office of the obligor, 
if unlisted. Description of stocks shall 
include number of shares, whether 
common or preferred, and, if preferred, 
what issue thereof, par value, 
quotation at which returned, exact 
name of corporation, and, if the stock 
is unlisted, the location of the prin-
cipal business office, the State in 
which incorporated and the date of in-
corporation, or if the stock is listed, 
the principal exchange upon which 
sold. Description of notes shall include 
name of maker, date on which given, 
date of maturity, amount of principal, 
amount of principal unpaid, rate of in-
terest and whether simple or com-
pound, and date to which interest has 
been paid. If the gift of property in-
cludes accrued income thereon to the 
date of the gift, the amount of such ac-
crued income shall be separately set 
forth. Description of the seller’s inter-
est in land contracts transferred shall 
include name of buyer, date of con-
tract, description of property, sale 
price, initial payment, amounts of in-
stallment payments, unpaid balance of 
principal, interest rate and date prior 
to gift to which interest has been paid. 
Description of life insurance policies 
shall show the name of the insurer and 
the number of the policy. In describing 
an annuity, the name and address of 
the issuing company shall be given, or, 
if payable out of a trust or other fund, 
such a description as will fully identify 
the trust or fund. If the annuity is pay-
able for a term of years, the duration 
of the term and the date on which it 
began shall be given, and if payable for 
the life of any person, the date of birth 
of that person shall be stated. Judg-
ments shall be described by giving the 
title of the cause and the name of the 

court in which rendered, date of judg-
ment, name and address of judgment 
debtor, amount of judgment, rate of in-
terest to which subject, and by stating 
whether any payments have been made 
thereon, and, if so, when and in what 
amounts. 

[T.D. 7238, 37 FR 28736, Dec. 29, 1972, as 
amended by T.D. 8522, 59 FR 9664, Mar. 1, 
1994] 

§ 25.6061–1 Signing of returns and 
other documents. 

Any return, statement, or other doc-
ument required to be made under any 
provision of Chapter 12 or Subtitle F of 
the Code or regulations prescribed 
thereunder with respect to any tax im-
posed by Chapter 12 of the Code shall 
be signed by the donor or other person 
required or duly authorized to sign in 
accordance with the regulations, 
forms, or instructions prescribed with 
respect to such return, statement, or 
other document. The person required 
or duly authorized to make the return 
may incur liability for the penalties 
provided for erroneous, false, or fraudu-
lent returns. For criminal penalties see 
sections 7201, 7203, 7206, 7207, and 7269. 

[T.D. 6600, 27 FR 4987, May 29, 1962] 

§ 25.6065–1 Verification of returns. 

(a) Penalties of perjury. If a return, 
statement, or other document made 
under the provisions of Chapter 12 or 
Subtitle F of the Code or the regula-
tions thereunder with respect to any 
tax imposed by Chapter 12 of the Code, 
or the form and instructions issued 
with respect to such return, statement, 
or other document, requires that it 
shall contain or be verified by a writ-
ten declaration that it is made under 
the penalties of perjury, it must be so 
verified by the person or persons re-
quired to sign such return, statement, 
or other document. In addition, any 
other statement or document sub-
mitted under any provision of Chapter 
12 or Subtitle F of the Code or regula-
tions thereunder with respect to any 
tax imposed by Chapter 12 of the Code 
may be required to contain or be 
verified by a written declaration that 
it is made under the penalties of per-
jury. 
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(b) Oath. Any return, statement, or 
other document required to be sub-
mitted under Chapter 12 or Subtitle F 
of the Code or regulations prescribed 
thereunder with respect to any tax im-
posed by Chapter 12 of the Code may be 
required to be verified by an oath. 

[T.D. 6600, 27 FR 4987, May 29, 1962] 

§ 25.6075–1 Returns, time for filing gift 
tax returns for gifts made after De-
cember 31, 1981. 

(a) In general. Except as provided in 
paragraphs (b) (1) and (2) of this sec-
tion, a return required to be filed under 
section 6019 for gifts made after Decem-
ber 31, 1981, must be filed on or before 
the 15th day of April following the 
close of the calendar year in which the 
gift was made. 

(b) Special rules—(1) Extensions. Ex-
cept as provided in paragraph (b)(2) of 
this section, if a taxpayer files an in-
come tax return on the calendar year 
basis and the taxpayer is granted an 
extension of time for filing the return 
of income tax imposed by Subtitle A of 
the Internal Revenue Code, then such 
taxpayer shall also be deemed to have 
been granted an extension of time for 
filing the gift tax return under section 
6019 for such calendar year equal to the 
extension of time granted for filing the 
income tax return. See section 6081 and 
the regulations thereunder for rules re-
lating to extension of time for filing 
returns. 

(2) Death of donor. Where a gift is 
made during the calendar year in 
which the donor dies, the time for fil-
ing the return made under section 6019 
shall not be later than the time (in-
cluding extensions) for filing the re-
turn made under section 6018 (relating 
to estate tax returns) with respect to 
such donor. In addition, should the 
time for filing the estate tax return 
fall later than the 15th day of April fol-
lowing the close of the calendar year, 
the time for filing the gift tax return 
shall be on or before the 15th day of 
April following the close of the cal-
endar year, unless an extension (not 
extending beyond the time for filing 
the estate tax return) was granted for 
filing the gift tax return. If no estate 
tax return is required to be filed, the 
time for filing the gift tax return shall 
be on or before the 15th day of April 

following the close of the calendar 
year, unless an extension was granted 
for filing the gift tax return. 

(c) Paragraphs (a) and (b) may be il-
lustrated by the following examples. 

Example (1). Donor makes a taxable gift on 
April 1, 1982, for which a return must be 
made under section 6019. Donor files the in-
come tax return on the calendar year basis. 
The donor was granted a 4-month extension 
from April 15, 1983 to August 15, 1983, in 
which to file the 1982 income tax return. 
Under these circumstances, the donor is not 
required to file the gift tax return prior to 
August 15, 1983. See paragraph (b)(1) of this 
section. 

Example (2). Donor makes a taxable gift on 
April 1, 1982, for which a return must be 
made under section 6019. The donor dies on 
May 1, 1982. Under these circumstances, 
since the due date for filing the estate tax 
return, February 1, 1983 (assuming an estate 
tax return under section 6018 was required to 
be filed), falls prior to the due date for the 
gift tax return (as specified in section 
6075(b)(1)), the last day for filing the gift tax 
return is February 1, 1983. See paragraph 
(b)(2) of this section. 

Example (3). The facts are the same as in 
example (2), except the donor dies on Novem-
ber 30, 1982. Although the estate tax return is 
due on or before August 30, 1983, the last day 
for filing the gift tax return is April 15, 1983. 
See paragraph (b) of this section. 

Example (4). The facts are the same as in 
example (3), except that the executor re-
ceives a 4-month extension for filing the de-
cedent’s income tax return. Under these cir-
cumstances, the last day for filing the gift 
tax return is August 15, 1983. See paragraphs 
(b) (1) and (2) of this section. 

Example (5). The facts are the same as in 
example (3), except that the donor-decedent 
receives an extension of 6 months for filing 
the gift tax return. See section 6081 and 
§ 25.6081–1. Since section 6075(b)(3) and 
§ 25.6075–2(b) provide that the time for filing 
the gift tax return made under section 6019 
shall not be later than the time (including 
extensions) for filing the estate tax return 
made under section 6018, the last day for fil-
ing the gift tax return is August 30, 1983. 

(d) See section 7503 and § 301.7503–1 
concerning the timely filing of a return 
that falls due on a Saturday, Sunday or 
legal holiday. As to additions to the 
tax for failure to file the return within 
the prescribed time, see section 6651 
and § 301.6651–1. 

[T.D. 7910, 48 FR 40375, Sept. 7, 1983] 

VerDate Aug<04>2004 11:29 Apr 28, 2005 Jkt 205096 PO 00000 Frm 00683 Fmt 8010 Sfmt 8010 Y:\SGML\205096.XXX 205096



674 

26 CFR Ch. I (4–1–05 Edition) § 25.6075–2 

§ 25.6075–2 Returns; time for filing gift 
tax returns for gifts made after De-
cember 31, 1976, and before Janu-
ary 1, 1982. 

(a) Due date for filing quarterly gift tax 
returns. (1) Except as provided in para-
graph (b) of this section, a return re-
quired to be filed under section 6019 for 
the first, second, or third calendar 
quarter of any calendar year must be 
filed on or before the 15th day of the 
second month following the close of the 
calendar quarter in which the taxable 
gift was made. 

(2) If a return is required to be filed 
under section 6019 for the fourth cal-
endar quarter, then— 

(i) For gifts made after December 31, 
1976 and before January 1, 1979, the re-
turn must be filed on or before Feb-
ruary 15th following the close of the 
fourth calendar quarter, or 

(ii) For gifts made after December 31, 
1978, and before January 1, 1982, the re-
turn must be filed on or before April 
15th following the close of the fourth 
calendar quarter. 

(b) Special rule. (1) If the total 
amount of taxable gifts (determined 
after the application of paragraph (c)(1) 
of this section, relating to split gifts) 
made by a person during a calendar 
quarter is $25,000 or less, the return re-
quired under section 6019 for that quar-
ter must be filed on or before the date 
prescribed in paragraph (a)(1) of this 
section for filing the return for gifts 
made in the first subsequent calendar 
quarter (unless the first subsequent 
calendar quarter is the fourth calendar 
quarter in which case see paragraph 
(b)(2) of this section) in the calendar 
year in which the sum of— 

(i) The taxable gifts made during 
such subsequent calendar quarter, plus 

(ii) All other taxable gifts made in 
prior quarters of the calendar year for 
which no return has yet been required 
to be filed, 
exceeds $25,000. The return must in-
clude transfers by gift (as required by 
section 6019 and the regulations under 
that section) made during such subse-
quent and prior quarters of the cal-
endar year for which no return has yet 
been required to be filed and identify in 
which quarter such transfers were 
made. The return must meet all the re-
quirements for a separate return as if a 

separate return had been made for each 
quarter in which a transfer by gift was 
made. This return will be treated as a 
separate return for each of the quarters 
identified on the return. 

(2) If a return is not required to be 
filed under paragraph (b)(1) of this sec-
tion, then— 

(i) For gifts made after December 31, 
1976 and before January 1, 1979, the re-
turn must be filed on or before Feb-
ruary 15th following the close of the 
fourth calendar quarter, or 

(ii) For gifts made after December 31, 
1978, and before January 1, 1982, the re-
turn must be filed on or before April 
15th following the close of the fourth 
calendar quarter. 
The return must include all transfers 
by gift (as required under section 6019 
and the regulations under that section) 
made during the calendar year for 
which no return has yet been required 
to be filed and identify in which quar-
ter such transfers were made. The re-
turn must meet all the requirements 
for a separate return as if a separate 
return had been made for each quarter 
in which a transfer by gift was made. 
This return will be treated as a sepa-
rate return for each of the quarters 
identified on the return. 

(3) Under section 6075(b)(3), any ex-
tension of time granted a taxpayer for 
filing the return of income taxes im-
posed by Subtitle A for any taxable 
year which is a calendar year shall be 
treated as an extension of time granted 
the taxpayer for filing any return 
under section 6019 which is due (under 
paragraphs (a)(2)(ii) and (b)(2)(ii) of 
this section) on or before April 15th fol-
lowing the close of the fourth calendar 
quarter. See also section 6081 and 
§ 25.6081–1 for other rules relating to ex-
tensions of time for filing returns. 

(4) See section 7503 and § 301.7503–1 for 
the due date of a return that falls on a 
Saturday, Sunday, or a legal holiday. 
As to additions to the tax for failure to 
file the return within the prescribed 
time, see section 6651 and § 301.6651–1. 

(c) Effect of section 2513. (1) In deter-
mining whether taxable gifts made dur-
ing any calendar quarter exceed $25,000, 
and in determining whether taxable 
gifts made in the current calendar 
quarter and the preceding calendar 
quarters of the calendar year for which 
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no return has yet been required to be 
filed exceed $25,000, the effect of sec-
tion 2513 is not taken into account for 
any gifts made in the current or pre-
vious quarters for which a return is 
now being filed unless an irrevocable 
consent was made by either spouse on 
a return that was required to be filed 
prior to the due date of the current re-
turn. See § 25.2513–3 for the rules relat-
ing to when a consent becomes irrev-
ocable. 

(2) Paragraph (c)(1) of this section 
may be illustrated by the following ex-
amples: 

Example (1). During the first quarter of 1980 
A made taxable gifts of $17,000 ($20,000¥$3,000 
annual exclusion under section 2503(b)) to D. 
During the second quarter A made another 
taxable gift of $10,000 to D. A’s taxable gifts 
for the first two quarters are $27,000. There-
fore, A is required to file a return for the 
first and second quarters on or before August 
15, 1980. On that return A’s wife, B, consented 
to the application of section 2513 (relating to 
split gifts) for the second quarter. Even 
though A split the second quarter gift with 
his wife, A’s return is nevertheless required 
to be filed on or before August 15, 1980 be-
cause in determining whether taxable gifts 
exceed $25,000, the effect of section 2513 is 
only taken into account for the quarter in 
which an irrevocable consent was made on a 
return required to be filed before August 15, 
1980. 

Example (2). Assume the same facts as in 
Example (1). In addition, during the third 
quarter A made another taxable gift of 
$20,000 to D, and B made a taxable gift of 
$24,000 to D. B is required to file a return re-
porting the taxable gifts made during the 
second and third quarters on or before No-
vember 15, 1980 because B’s total taxable 
gifts exceed $25,000 (second quarter gifts 
after taking section 2513 into account=1⁄2 
($10,000)¥$3,000 (annual exclusion under sec-
tion 2503(b))=$2,000 plus a $24,000 gift in the 
third quarter). Even if A and B had con-
sented to the application of section 2513 for 
the third quarter, B’s return would neverthe-
less be due on or before November 15, 1980, 
because an irrevocable consent was not made 
on a return that was required to be filed 
prior to November 15, 1980. However, the ef-
fect of section 2513 is taken into account for 
the second quarter because an irrevocable 
consent was made on a return that was re-
quired to be filed prior to November 15, 1980. 

Example (3). During the first quarter of 1980 
A made taxable gifts of $27,000 to F 
($30,000¥$3,000 annual exclusion under sec-
tion 2503(b)). A is required to file a return on 
or before May 15, 1980. A fails to file a return 
until August 1, 1980. On that return B, A’s 

spouse, consented to the application of sec-
tion 2513. The consent on that return is ir-
revocable under § 25.2513–3. During the second 
quarter B made taxable gifts of $14,000 to F. 
A and B made no other gifts during 1980. B 
has made total taxable gifts of $26,000 ($12,000 
for the first quarter and $14,000 for the sec-
ond quarter). Therefore, B is required to file 
a return on or before August 15, 1980. Even if 
A and B had consented to the application of 
section 2513 for the second quarter, B’s re-
turn is nevertheless due on or before August 
15, 1980. Assuming no other gifts were made 
during the year, A’s return reporting the sec-
ond quarter split gift would be due on or be-
fore April 15, 1981. 

Example (4). During the first quarter of 1980 
A made taxable gifts of $20,000 to G. B, A’s 
spouse, files a gift tax return on June 15, 1980 
reporting that gift and both A and B signify 
their consent to the application of section 
2513 on that return. In determining whether 
either spouse has exceeded the $25,000 
amount for the remainder of 1980, the effect 
of section 2513 will be taken into account for 
the transfer by gift made in the first quarter. 

(d) Nonresident not citizens of the 
United States. In the case of a donor 
who is a nonresident not a citizen of 
the United States, paragraphs (a) and 
(b) of this section shall be applied by 
substituting ‘‘$12,500’’ for ‘‘$25,000’’ 
each place it appears. For rules relat-
ing to whether certain residents of pos-
sessions are considered nonresidents 
not citizens of the United States, see 
section 2501(c) and § 25.2501–1(d). 

(e) Effective date. This section is ef-
fective for gifts made after December 
31, 1976, and before January 1, 1982. 

[T.D. 7757, 46 FR 6929, Jan. 22, 1981. Redesig-
nated and amended by T.D. 7910, 48 FR 40375, 
Sept. 7, 1983] 

§ 25.6081–1 Extension of time for filing 
returns. 

It is important that the donor file on 
or before the due date a return as near-
ly complete and final as it is possible 
for him to prepare. However, the Com-
missioner is authorized to grant a rea-
sonable extension of time for filing re-
turns. Applications for extensions of 
time for filing gift tax returns must 
contain a full recital of the causes for 
delay. Except as provided in paragraph 
(b) of § 301.6091–1 (relating to hand-car-
ried documents), such application shall 
be made to the internal revenue officer 
with whom such return is required to 
be filed. Except in the case of donors 
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who are abroad, no extension for filing 
gift tax returns may be granted for 
more than 6 months. An extension of 
time for filing a return does not oper-
ate to extend the time for payment of 
the tax or any part thereof, unless so 
specified in the extension. For exten-
sions of time for payment of tax, see 
§ 25.6161–1. No extension of time for fil-
ing a return may be granted unless the 
application is received by such internal 
revenue officer before the expiration of 
the time within which the return must 
otherwise be filed. The application 
should, when possible, be made suffi-
ciently early to permit the internal 
revenue officer to consider the matter 
and reply before what otherwise would 
be the due date of the return. 

[T.D. 7012, 34 FR 7692, May 15, 1969, as amend-
ed by T.D. 9163, 69 FR 70550, Dec. 7, 2004] 

§ 25.6091–1 Place for filing returns and 
other documents. 

(a) In general. If the donor is a resi-
dent of the United States, the gift tax 
return required by section 6019 shall be 
filed with any person assigned the re-
sponsibility to receive returns in the 
local Internal Revenue Service office 
that serves the legal residence or prin-
cipal place of business of the donor. If 
the donor is a nonresident (whether or 
not a citizen), and his principal place of 
business is served by a local Internal 
Revenue Service office, the gift tax re-
turn shall be filed with any person as-
signed the responsibility to receive re-
turns in that office. 

(b) Returns filed with service centers. 
Notwithstanding paragraph (a) of this 
section, unless a return is filed by hand 
carrying, whenever instructions appli-
cable to gift tax returns provide that 
the returns be filed with a service cen-
ter, the returns must be so filed in ac-
cordance with the instructions. Re-
turns which are filed by hand carrying 
shall be filed with any person assigned 
the responsibility to receive hand-car-
ried returns in the local Internal Rev-
enue Service office in accordance with 
paragraph (a) of this section. 

(c) Returns of certain nonresidents. If 
the donor is a nonresident (whether or 
not a citizen), and he does not have a 
principal place of business in the 
United States, the gift tax return re-
quired by section 6019, whether or not 

such return is made by hand carrying, 
shall be filed with the Internal Rev-
enue Service Center, Philadelphia, 
Pennsylvania, or as designated on the 
return form or in the instructions 
issued with respect to such form. 

(Secs. 6091, 7805 of the Internal Revenue Code 
of 1954 (68A Stat. 917; 26 U.S.C. 7805)) 

[T.D. 7012, 34 FR 7692, May 15, 1969, as amend-
ed by T.D. 7238, 37 FR 28737, Dec. 29, 1972; 39 
FR 797, Jan. 3, 1974; T.D. 7495, 42 FR 33726, 
July 1, 1977; T.D. 9156, 69 FR 55745, Sept. 16, 
2004] 

§ 25.6091–2 Exceptional cases. 
Notwithstanding the provisions of 

§ 25.6091–1 the Commissioner may per-
mit the filing of the gift tax return re-
quired by section 6019 in any local In-
ternal Revenue Service office. 

[T.D. 6600, 27 FR 4987, May 29, 1962, as amend-
ed by T.D. 9156, 69 FR 55745, Sept. 16, 2004] 

§ 25.6151–1 Time and place for paying 
tax shown on return. 

The tax shown on the gift tax return 
is to be paid by the donor at the time 
and place fixed for filing the return 
(determined without regard to any ex-
tension of time for filing the return), 
unless the time for paying the tax is 
extended in accordance with the provi-
sions of section 6161. However, for pro-
visions relating to certain cases in 
which the time for paying the gift tax 
is postponed by reason of an individual 
serving in, or in support of, the Armed 
Forces of the United States in a com-
bat zone, see section 7508. For provi-
sions relating to the time and place for 
filing the return, see §§ 25.6075–1 and 
25.6091–1. 

§ 25.6161–1 Extension of time for pay-
ing tax or deficiency. 

(a) In general—(1) Tax shown on re-
turn. A reasonable extension of time to 
pay the amount of tax shown on the re-
turn may be granted by the district di-
rector at the request of the donor. The 
period of such extension shall not be in 
excess of six months from the date 
fixed for the payment of the tax, except 
that if the taxpayer is abroad the pe-
riod of extension may be in excess of 
six months. 

(2) Deficiency. The time for payment 
of any amount determined as a defi-
ciency in respect of tax imposed by 
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Chapter 12 of the Code, or for payment 
of any part thereof may be extended by 
the district director at the request of 
the donor for a period not to exceed 18 
months from the date fixed for the pay-
ment of the deficiency, as shown on the 
notice and demand from the district di-
rector, and, in exceptional cases, for a 
further period not in excess of 12 
months. No extension of time for the 
payment of a deficiency shall be grant-
ed if the deficiency is due to neg-
ligence, to intentional disregard of 
rules and regulations, or to fraud with 
intent to evade tax. 

(3) Extension of time for filing distin-
guished. The granting of an extension 
of time for filing a return does not op-
erate to extend the time for the pay-
ment of the tax or any part thereof, 
unless so specified in the extension. 

(b) Undue hardship required for exten-
sion. An extension of the time for pay-
ment shall be granted only upon a sat-
isfactory showing that payment on the 
due date of the amount with respect to 
which the extension is desired will re-
sult in an undue hardship. The exten-
sion will not be granted upon a general 
statement of hardship. The term 
‘‘undue hardship’’ means more than an 
inconvenience to the taxpayer. It must 
appear that substantial financial loss, 
for example, loss due to the sale of 
property at a sacrifice price, will result 
to the donor from making payment on 
the due date of the amount with re-
spect to which the extension is desired. 
If a market exists, the sale of the prop-
erty at the current market price is not 
ordinarily considered as resulting in an 
undue hardship. 

(c) Application for extension. An appli-
cation for an extension of the time for 
payment of the tax shown on the re-
turn, or for the payment of any amount 
determined as a deficiency, shall be in 
writing and shall be accompanied by 
evidence showing the undue hardship 
that would result to the donor if the 
extension were refused. The application 
shall also be accompanied by a state-
ment of the assets and liabilities of the 
donor and an itemized statement show-
ing all receipts and disbursements for 
each of the 3 months immediately pre-
ceding the due date of the amount to 
which the application relates. The ap-
plication, with supporting documents, 

must be filed with the applicable dis-
trict director referred to in paragraph 
(a) of § 25.6091–1 regardless of whether 
the return is to be filed with, or the tax 
is to be paid to, such district director 
on or before the date prescribed for 
payment of the amount with respect to 
which the extension is desired. The ap-
plication will be examined by the dis-
trict director, and within 30 days, if 
possible, will be denied, granted, or 
tentatively granted subject to certain 
conditions of which the donor will be 
notified. If an additional extension is 
desired, the request therefor must be 
made to the district director on or be-
fore the expiration of the period for 
which the prior extension is granted. 

(d) Payment pursuant to extension. If 
an extension of time for payment is 
granted, the amount the time for pay-
ment of which is so extended shall be 
paid on or before the expiration of the 
period of the extension without the ne-
cessity of notice and demand from the 
district director. The granting of an ex-
tension of the time for payment of the 
tax or deficiency does not relieve the 
donor from liability for the payment of 
interest thereon during the period of 
the extension. See section 6601 and 
§ 301.6601–1 of this chapter (Regulations 
on Procedure and Administration). 

[T.D. 6334, 23 FR 8904, Nov. 15, 1958, as amend-
ed by T.D. 7012, 34 FR 7692, May 15, 1969] 

§ 25.6165–1 Bonds where time to pay 
tax or deficiency has been ex-
tended. 

If an extension of time for payment 
of tax or deficiency is granted under 
section 6161, the district director may, 
if he deems it necessary, require a bond 
for the payment of the amount in re-
spect of which the extension is granted 
in accordance with the terms of the ex-
tension. However, such bond shall not 
exceed double the amount with respect 
to which the extension is granted. For 
provisions relating to form of bonds, 
see the regulations under section 7101 
contained in part 301 of this chapter 
(Regulations on Procedure and Admin-
istration). 

[T.D. 6600, 27 FR 4987, May 29, 1962] 
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§ 25.6302–1 Voluntary payments of gift 
taxes by electronic funds transfer. 

Any person may voluntarily remit by 
electronic funds transfer any payment 
of tax to which this part 25 applies. 
Such payment must be made in accord-
ance with procedures prescribed by the 
Commissioner. 

[T.D. 8828, 64 FR 37676, July 13, 1999] 

§ 25.6321–1 Lien for taxes. 
For regulations concerning the lien 

for taxes, see § 301.6321–1 of this chapter 
(Regulations on Procedure and Admin-
istration). 

§ 25.6323–1 Validity and priority 
against certain persons. 

For regulations concerning the valid-
ity of the lien imposed by section 6321 
against certain persons, see 
§§ 301.6323(a)–1 through 301.6323(i)–1 of 
this chapter (Regulations on Procedure 
and Administration). 

[T.D. 7429, 41 FR 35498, Aug. 23, 1976] 

§ 25.6324–1 Special lien for gift tax. 
For regulations concerning the spe-

cial lien for the gift tax, see § 301.6324– 
1 of this chapter (Regulations on Pro-
cedure and Administration). 

§ 25.6601–1 Interest on underpayment, 
nonpayment, or extensions of time 
for payment, of tax. 

For regulations concerning interest 
on underpayment, nonpayment, or ex-
tensions of time for payment of tax, 
see § 301.6601–1 of this chapter (Regula-
tions on Procedure and Administra-
tion). 

§ 25.6905–1 Discharge of executor from 
personal liability for decedent’s in-
come and gift taxes. 

For regulations concerning the dis-
charge of an executor from personal li-
ability for a decedent’s income and gift 
taxes, see § 301.6905–1 of this chapter 
(Regulations on Procedure and Admin-
istration). 

[T.D. 7238, 37 FR 28738, Dec. 29, 1972] 

§ 25.7101–1 Form of bonds. 
For provisions relating to form of 

bonds, see the regulations under sec-
tion 7101 contained in part 301 of this 

chapter (Regulations on Procedure and 
Administration). 

[T.D. 6600, 27 FR 4987, May 29, 1962] 

GENERAL ACTUARIAL VALUATIONS 

SOURCE: Sections 25.7520–1 through 25.7520– 
4 appear at T.D. 8540, 59 FR 30177, June 10, 
1994, unless otherwise noted. 

§ 25.7520–1 Valuation of annuities, 
unitrust interests, interests for life 
or term of years, and remainder or 
reversionary interests. 

(a) General actuarial valuations. (1) 
Except as otherwise provided in this 
section and in § 25.7520–3(b) (relating to 
exceptions to the use of prescribed ta-
bles under certain circumstances), in 
the case of gifts made after April 30, 
1989, the fair market value of annu-
ities, interests for life or for a term of 
years (including unitrust interests), re-
mainders, and reversions is their 
present value determined under this 
section. See § 20.2031–7(d) (and, for cer-
tain prior periods, § 20.2031–7A) of this 
chapter, Estate Tax Regulations, for 
the computation of the value of annu-
ities, unitrust interests, life estates, 
terms of years, remainders, and rever-
sions, other than interests described in 
paragraphs (a)(2) and (a)(3) of this sec-
tion. 

(2) In the case of a gift to a bene-
ficiary of a pooled income fund after 
April 30, 1999, see § 1.642(c)–6(e) (or, for 
certain prior periods, § 1.642(c)–6A) of 
this chapter (Income Tax Regulations) 
with respect to the valuation of the re-
mainder interest. 

(3) In the case of a gift to a bene-
ficiary of a charitable remainder annu-
ity trust after April 30, 1989, see § 1.664– 
2 of this chapter with respect to the 
valuation of the remainder interest. 
See § 1.664–4 of this chapter (Income 
Tax Regulations) with respect to the 
valuation of the remainder interest in 
property transferred to a charitable re-
mainder unitrust. 

(b) Components of valuation—(1) Inter-
est rate component—(i) Section 7520 Inter-
est rate. The section 7520 interest rate 
is the rate of return, rounded to the 
nearest two-tenths of one percent, that 
is equal to 120 percent of the applicable 
Federal mid-term rate, compounded 
annually, for purposes of section 
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1274(d)(1), for the month in which the 
valuation date falls. In rounding the 
rate to the nearest two-tenths of a per-
cent, any rate that is midway between 
one two-tenths of a percent and an-
other is rounded up to the higher of 
those two rates. For example, if 120 
percent of the applicable Federal mid- 
term rate is 10.30, the section 7520 in-
terest rate component is 10.4. The sec-
tion 7520 interest rate is published 
monthly by the Internal Revenue Serv-
ice in the Internal Revenue Bulletin 
(See § 601.601(d)(2)(ii)(b) of this chapter). 

(ii) Valuation date. Generally, the 
valuation date is the date on which the 
gift is made. For gift tax purposes, the 
valuation date is the date on which the 
gift is complete under § 25.2511–2. For 
special rules in the case of charitable 
transfers, see § 25.7520–2. 

(2) Mortality component. The mor-
tality component reflects the mor-
tality data most recently available 
from the United States Census. As new 
mortality data becomes available after 
each decennial census, the mortality 
component described in this section 
will be revised periodically and the 
mortality component tables will be 
published in the regulations at that 
time. For gifts with valuation dates 
after April 30, 1999, the mortality com-
ponent table (Table 90CM) is included 
in § 20.2031–7(d)(7) of this chapter. See 
§ 20.2031–7A of this chapter for mor-
tality component tables applicable to 
decedent’s estates with valuation dates 
before May 1, 1999. 

(c) Tables. The present value on the 
valuation date of an annuity, life es-
tate, term of years, remainder, or re-
version is computed by using the sec-
tion 7520 interest rate component that 
is described in paragraph (b)(1) of this 
section and the mortality component 
that is described in paragraph (b)(2) of 
this section. Actuarial factors for de-
termining these present values are in-
cluded in tables in these regulations 
and in publications by the Internal 
Revenue Service. If a special factor is 
required in order to value an interest, 
the Internal Revenue Service will fur-
nish the factor upon a request for a rul-
ing. The request for a ruling must be 
accompanied by a recitation of the 
facts, including the date of birth for 
each measuring life and copies of rel-

evant instruments. A request for a rul-
ing must comply with the instructions 
for requesting a ruling published peri-
odically in the Internal Revenue Bul-
letin (see Rev. Proc. 94–1, 1994–1 I.R.B. 
10, and subsequent updates, and 
§§ 601.201 and 601.601(d)(2)(ii)(b) of this 
chapter) and include payment of the re-
quired user fee. 

(1) Regulation sections containing ta-
bles with interest rates between 4.2 and 14 
percent for valuation dates after April 30, 
1999. Section 1.642(c)–6(e)(6) of this 
chapter contains Table S used for de-
termining the present value of a single 
life remainder interest in a pooled in-
come fund as defined in § 1.642(c)–5 of 
this chapter. See § 1.642(c)–6A for single 
life remainder factors applicable to 
valuation dates before May 1, 1999. Sec-
tion 1.664–4(e)(6) of this chapter con-
tains Table F (payout factors) and 
Table D (actuarial factors used in de-
termining the present value of a re-
mainder interest postponed for a term 
of years). Section 1.664–4(e)(7) of this 
chapter contains Table U(1) (unitrust 
single life remainder factors). These ta-
bles are used in determining the 
present value of a remainder interest 
in a charitable remainder unitrust as 
defined in § 1.664–3 of this chapter. See 
§ 1.664–4A for unitrust single life re-
mainder factors applicable to valuation 
dates before May 1, 1999. Section 
20.2031–7(d)(6) of this chapter contains 
Table B (actuarial factors used in de-
termining the present value of an in-
terest for a term of years), Table K (an-
nuity end-of-interval adjustment fac-
tors), Table J (term certain annuity be-
ginning-of-interval adjustment fac-
tors). Section 20.2031–7(d)(7) of this 
chapter contains Table S (single life re-
mainder factors) and Table 90CM (mor-
tality components). These tables are 
used in determining the present value 
of annuities, life estates, remainders, 
and reversions. See § 20.2031–7A of this 
chapter for single life remainder fac-
tors and mortality components appli-
cable to valuation dates before May 1, 
1999. 

(2) Internal Revenue Service publica-
tions containing tables with interest rates 
between 2.2 and 22 percent for valuation 
dates after April 30, 1999. The following 
documents are available for purchase 
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from the Superintendent of Docu-
ments, United States Government 
Printing Office, Washington, DC 20402: 

(i) Internal Revenue Service Publica-
tion 1457, ‘‘Actuarial Values, Book 
Aleph,’’ (7–1999). This publication in-
cludes tables of valuation factors, as 
well as examples that show how to 
compute other valuation factors, for 
determining the present value of annu-
ities, life estates, terms of years, re-
mainders, and reversions, measured by 
one or two lives. These factors may 
also be used in the valuation of inter-
ests in a charitable remainder annuity 
trust as defined in § 1.664–2 of this chap-
ter and a pooled income fund as defined 
in § 1.642(c)–5 of this chapter. See § 25– 
2512–5A for publications containing ta-
bles for valuation dates before May 1, 
1999. 

(ii) Internal Revenue Service Publi-
cation 1458, ‘‘Actuarial Values, Book 
Beth,’’ (7–1999). This publication in-
cludes term certain tables and tables of 
one and two life valuation factors for 
determining the present value of re-
mainder interests in a charitable re-
mainder unitrust as defined in § 1.664–3 
of this chapter. See § 1.664–4A of this 
chapter for publications containing ta-
bles for valuation dates before May 1, 
1999. 

(iii) Internal Revenue Service Publi-
cation 1459, ‘‘Actuarial Values, Book 
Gimel,’’ (7–1999). This publication in-
cludes tables for computing deprecia-
tion adjustment factors. See § 1.170A–12 
of this chapter. 

(d) Effective date. This section applies 
after April 30, 1989. 

[T.D. 8540, 59 FR 30177, June 10, 1994, as 
amended by T.D. 8819, 64 FR 23227, 23229, Apr. 
30, 1999; 64 FR 33196, June 22, 1999; T.D. 8886, 
65 FR 36943, June 12, 2000] 

§ 25.7520–2 Valuation of charitable in-
terests. 

(a) In general—(1) Valuation. Except 
as otherwise provided in this section 
and in § 25.7520–3 (relating to exceptions 
to the use of prescribed tables under 
certain circumstances), the fair mar-
ket value of annuities, interests for life 
or for a term for years, remainders, and 
reversions for which a gift tax chari-
table deduction is allowable is the 
present value of such interests deter-
mined under § 25.7520–1. 

(2) Prior-month election rule. If any 
part of the property interest trans-
ferred qualifies for a gift tax charitable 
deduction under section 2522, the donor 
may elect to compute the present value 
of the interest transferred by use of the 
section 7520 interest rate for the month 
during which the gift is made or the 
section 7520 interest rate for either of 
the 2 months preceding the month dur-
ing which the gift is made. Paragraph 
(b) of this section explains how a prior- 
month election is made. The interest 
rate for the month so elected is the ap-
plicable section 7520 interest rate. If 
the actuarial factor for either or both 
of the 2 months preceding the month 
during which the gift is made is based 
on a mortality experience that is dif-
ferent from the mortality experience 
at the date of the gift and if the donor 
elects to use the section 7520 rate for a 
prior month with the different mor-
tality experience, the donor must use 
the actuarial factor derived from the 
mortality experience in effect during 
the month of the section 7520 rate 
elected. All actuarial computations re-
lating to the gift must be made by ap-
plying the interest rate component and 
the mortality component of the month 
elected by the donor. 

(3) Gifts of more than one interest in the 
same property. If a donor makes a gift of 
more than one interest in the same 
property at the same time, the donor 
must, for purposes of valuing the gifts, 
use the same interest rate and mor-
tality components for the gift of each 
interest in the property. If the donor 
has made gifts of more than one inter-
est in the same property at different 
times, the donor must determine the 
value of the gift by the use of the inter-
est rate component and mortality com-
ponent in effect during the month of 
that gift or, if applicable under para-
graph (a)(2) of this section, either of 
the two months preceding the month of 
the gift. 

(4) Information required with tax re-
turn. The following information must 
be attached to the gift tax return (or to 
the amended return) if the donor 
claims a charitable deduction for the 
present value of a temporary or re-
mainder interest in property— 
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(i) A complete description of the in-
terest that is transferred, including a 
copy of the instrument of transfer; 

(ii) The valuation date of the trans-
fer; 

(iii) The names and identification 
numbers of the beneficiaries of the 
transferred interest; 

(iv) The names and birthdates of any 
measuring lives, a description of any 
relevant terminal illness condition of 
any measuring life, and (if applicable) 
an explanation of how any terminal ill-
ness condition was taken into account 
in valuing the interest; and 

(v) A computation of the deduction 
showing the applicable section 7520 in-
terest rate that is used to value the 
transferred interest. 

(5) Place for filing returns. See section 
6091 of the Internal Revenue Code and 
the regulations thereunder for the 
place for filing the return or other doc-
ument required by this section. 

(b) Election of interest rate component— 
(1) Time for making election. A taxpayer 
makes a prior-month election under 
paragraph (a)(2) of this section by at-
taching the information described in 
paragraph (b)(2) of this section to the 
donor’s gift tax return or to an amend-
ed return for that year that is filed 
within 24 months after the later of the 
date the original return for the year 
was filed or the due date for filing the 
return. 

(2) Manner of making election. A state-
ment that the prior-month election 
under section 7520(a) of the Internal 
Revenue Code is being made and that 
identifies the elected month must be 
attached to the gift tax return (or to 
the amended return). 

(3) Revocability. The prior-month 
election may be revoked by filing an 
amended return within 24 months after 
the later of the date the original return 
of tax for that year was filed or the due 
date for filing the return. The revoca-
tion must be filed in the place referred 
to in paragraph (a)(5) of this section. 

(c) Effective dates. Paragraph (a) of 
this section is effective as of May 1, 
1989. Paragraph (b) of this section is ef-
fective for elections made after June 
10, 1994. 

§ 25.7520–3 Limitation on the applica-
tion of section 7520. 

(a) Internal Revenue Code sections to 
which section 7520 does not apply. Sec-
tion 7520 of the Internal Revenue Code 
does not apply for purposes of— 

(1) Part I, subchapter D of subtitle A 
(section 401 et. seq.), relating to the in-
come tax treatment of certain quali-
fied plans. (However, section 7520 does 
apply to the estate and gift tax treat-
ment of certain qualified plans and for 
purposes of determining excess accu-
mulations under section 4980A); 

(2) Sections 72 and 101(b), relating to 
the income taxation of life insurance, 
endowment, and annuity contracts, un-
less otherwise provided for in the regu-
lations under sections 72, 101, and 1011 
(see, particularly, §§ 1.101– 
2(e)(1)(iii)(b)(2), and 1.1011–2(c), Example 
8); 

(3) Sections 83 and 451, unless other-
wise provided for in the regulations 
under those sections; 

(4) Section 457, relating to the valu-
ation of deferred compensation, unless 
otherwise provided for in the regula-
tions under section 457; 

(5) Sections 3121(v) and 3306(r), relat-
ing to the valuation of deferred 
amounts, unless otherwise provided for 
in the regulations under those sections; 

(6) Section 6058, relating to valuation 
statements evidencing compliance with 
qualified plan requirements, unless 
otherwise provided for in the regula-
tions under section 6058; 

(7) Section 7872, relating to income 
and gift taxation of interest-free loans 
and loans with below-market interest 
rates, unless otherwise provided for in 
the regulations under section 7872; or 

(8) Section 2702(a)(2)(A), relating to 
the value of a nonqualified retained in-
terest upon a transfer of an interest in 
trust to or for the benefit of a member 
of the transferor’s family; and 

(9) Any other section of the Internal 
Revenue Code to the extent provided 
by the Internal Revenue Service in rev-
enue rulings or revenue procedures. 
(See §§ 601.201 and 601.601 of this chap-
ter). 

(b) Other limitations on the application 
of section 7520—(1) In general—(i) Ordi-
nary beneficial interests. For purposes of 
this section: 
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(A) An ordinary annuity interest is the 
right to receive a fixed dollar amount 
at the end of each year during one or 
more measuring lives or for some other 
defined period. A standard section 7520 
annuity factor for an ordinary annuity 
interest represents the present worth 
of the right to receive $1.00 per year for 
a defined period, using the interest rate 
prescribed under section 7520 for the 
appropriate month. If an annuity inter-
est is payable more often than annu-
ally or is payable at the beginning of 
each period, a special adjustment must 
be made in any computation with a 
standard section 7520 annuity factor. 

(B) An ordinary income interest is the 
right to receive the income from or the 
use of property during one or more 
measuring lives or for some other de-
fined period. A standard section 7520 in-
come factor for an ordinary income in-
terest represents the present worth of 
the right to receive the use of $1.00 for 
a defined period, using the interest rate 
prescribed under section 7520 for the 
appropriate month. However, in the 
case of certain gifts made after October 
8, 1990, if the donor does not retain a 
qualified annuity, unitrust, or rever-
sionary interest, the value of any in-
terest retained by the donor is consid-
ered to be zero if the remainder bene-
ficiary is a member of the donor’s fam-
ily. See § 25.2702–2. 

(C) An ordinary remainder or rever-
sionary interest is the right to receive 
an interest in property at the end of 
one or more measuring lives or some 
other defined period. A standard sec-
tion 7520 remainder factor for an ordi-
nary remainder or reversionary inter-
est represents the present worth of the 
right to receive $1.00 at the end of a de-
fined period, using the interest rate 
prescribed under section 7520 for the 
appropriate month. 

(ii) Certain restricted beneficial inter-
ests. A restricted beneficial interest is an 
annuity, income, remainder, or rever-
sionary interest that is subject to any 
contingency, power, or other restric-
tion, whether the restriction is pro-
vided for by the terms of the trust, 
will, or other governing instrument or 
is caused by other circumstances. In 
general, a standard section 7520 annu-
ity, income, or remainder factor may 
not be used to value a restricted bene-

ficial interest. However, a special sec-
tion 7520 annuity, income, or remain-
der factor may be used to value a re-
stricted beneficial interest under some 
circumstances. See paragraphs (b)(2)(v) 
Example 5 and (b)(4) of this section, 
which illustrate situations in which 
special section 7520 actuarial factors 
are needed to take into account limita-
tions on beneficial interests. See 
§ 25.7520–1(c) for requesting a special 
factor from the Internal Revenue Serv-
ice. 

(iii) Other beneficial interests. If, under 
the provisions of this paragraph (b), 
the interest rate and mortality compo-
nents prescribed under section 7520 are 
not applicable in determining the value 
of any annuity, income, remainder, or 
reversionary interest, the actual fair 
market value of the interest (deter-
mined without regard to section 7520) 
is based on all of the facts and cir-
cumstances if and to the extent per-
mitted by the Internal Revenue Code 
provision applicable to the property in-
terest. 

(2) Provisions of governing instrument 
and other limitations on source of pay-
ment—(i) Annuities. A standard section 
7520 annuity factor may not be used to 
determine the present value of an an-
nuity for a specified term of years or 
the life of one or more individuals un-
less the effect of the trust, will, or 
other governing instrument is to en-
sure that the annuity will be paid for 
the entire defined period. In the case of 
an annuity payable from a trust or 
other limited fund, the annuity is not 
considered payable for the entire de-
fined period if, considering the applica-
ble section 7520 interest rate on the 
valuation date of the transfer, the an-
nuity is expected to exhaust the fund 
before the last possible annuity pay-
ment is made in full. For this purpose, 
it must be assumed that it is possible 
for each measuring life to survive until 
age 110. For example, for a fixed annu-
ity payable annually at the end of each 
year, if the amount of the annuity pay-
ment (expressed as a percentage of the 
initial corpus) is less than or equal to 
the applicable section 7520 interest rate 
at the date of the transfer, the corpus 
is assumed to be sufficient to make all 
payments. If the percentage exceeds 
the applicable section 7520 interest rate 
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and the annuity is for a definite term 
of years, multiply the annual annuity 
amount by the Table B term certain 
annuity factor, as described in § 25.7520– 
1(c)(1), for the number of years of the 
defined period. If the percentage ex-
ceeds the applicable section 7520 inter-
est rate and the annuity is payable for 
the life of one or more individuals, 
multiply the annual annuity amount 
by the Table B annuity factor for 110 
years minus the age of the youngest in-
dividual. If the result exceeds the lim-
ited fund, the annuity may exhaust the 
fund, and it will be necessary to cal-
culate a special section 7520 annuity 
factor that takes into account the ex-
haustion of the trust or fund. This 
computation would be modified, if ap-
propriate, to take into account annu-
ities with different payment terms. 

(ii) Income and similar interests—(A) 
Beneficial enjoyment. A standard section 
7520 income factor for an ordinary in-
come interest is not to be used to de-
termine the present value of an income 
or similar interest in trust for a term 
of years or for the life of one or more 
individuals unless the effect of the 
trust, will, or other governing instru-
ment is to provide the income bene-
ficiary with that degree of beneficial 
enjoyment of the property during the 
term of the income interest that the 
principles of the law of trusts accord to 
a person who is unqualifiedly des-
ignated as the income beneficiary of a 
trust for a similar period of time. This 
degree of beneficial enjoyment is pro-
vided only if it was the transferor’s in-
tent, as manifested by the provisions of 
the governing instrument and the sur-
rounding circumstances, that the trust 
provide an income interest for the in-
come beneficiary during the specified 
period of time that is consistent with 
the value of the trust corpus and with 
its preservation. In determining wheth-
er a trust arrangement evidences that 
intention, the treatment required or 
permitted with respect to individual 
items must be considered in relation to 
the entire system provided for in the 
administration of the subject trust. 
Similarly, in determining the present 
value of the right to use tangible prop-
erty (whether or not in trust) for one 
or more measuring lives or for some 
other specified period of time, the in-

terest rate component prescribed under 
section 7520 and § 1.7520–1 of this chap-
ter may not be used unless, during the 
specified period, the effect of the trust, 
will or other governing instrument is 
to provide the beneficiary with that de-
gree of use, possession, and enjoyment 
of the property during the term of in-
terest that applicable state law accords 
to a person who is unqualifiedly des-
ignated as a life tenant or term holder 
for a similar period of time. 

(B) Diversions of income and corpus. A 
standard section 7520 income factor for 
an ordinary income interest may not 
be used to value an income interest or 
similar interest in property for a term 
of years, or for one or more measuring 
lives, if— 

(1) The trust, will, or other governing 
instrument requires or permits the 
beneficiary’s income or other enjoy-
ment to be withheld, diverted, or accu-
mulated for another person’s benefit 
without the consent of the income ben-
eficiary; or 

(2) The governing instrument re-
quires or permits trust corpus to be 
withdrawn from the trust for another 
person’s benefit without the consent of 
the income beneficiary during the in-
come beneficiary’s term of enjoyment 
and without accountability to the in-
come beneficiary for such diversion. 

(iii) Remainder and reversionary inter-
ests. A standard section 7520 remainder 
interest factor for an ordinary remain-
der or reversionary interest may not be 
used to determine the present value of 
a remainder or reversionary interest 
(whether in trust or otherwise) unless, 
consistent with the preservation and 
protection that the law of trusts would 
provide for a person who is 
unqualifiedly designated as the re-
mainder beneficiary of a trust for a 
similar duration, the effect of the ad-
ministrative and dispositive provisions 
for the interest or interests that pre-
cede the remainder or reversionary in-
terest is to assure that the property 
will be adequately preserved and pro-
tected (e.g., from erosion, invasion, de-
pletion, or damage) until the remain-
der or reversionary interest takes ef-
fect in possession and enjoyment. This 
degree of preservation and protection 
is provided only if it was the trans-
feror’s intent, as manifested by the 
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provisions of the arrangement and the 
surrounding circumstances, that the 
entire disposition provide the remain-
der or reversionary beneficiary with an 
undiminished interest in the property 
transferred at the time of the termi-
nation of the prior interest. 

(iv) Pooled income fund interests. In 
general, pooled income funds are cre-
ated and administered to achieve a spe-
cial rate of return. A beneficial inter-
est in a pooled income fund is not ordi-
narily valued using a standard section 
7520 income or remainder interest fac-
tor. The present value of a beneficial 
interest in a pooled income fund is de-
termined according to rules and special 
remainder factors prescribed in 
§ 1.642(c)-6 of this chapter and, when ap-
plicable, the rules set forth under para-
graph (b)(3) of this section if the indi-
vidual who is the measuring life is ter-
minally ill at the time of the transfer. 

(v) Examples. The provisions of this 
paragraph (b)(2) are illustrated by the 
following examples: 

Example 1. Unproductive property. The donor 
transfers corporation stock to a trust under 
the terms of which all of the trust income is 
payable to A for life. Considering the appli-
cable federal rate under section 7520 and the 
appropriate life estate factor for a person A’s 
age, the value of A’s income interest, if val-
ued under this section, would be $10,000. 
After A’s death, the trust is to terminate and 
the trust property is to be distributed to B. 
The trust specifically authorizes, but does 
not require, the trustee to retain the shares 
of stock. The corporation has paid no divi-
dends on this stock during the past 5 years, 
and there is no indication that this policy 
will change in the near future. Under appli-
cable state law, the corporation is considered 
to be a sound investment that satisfies fidu-
ciary standards. The facts and cir-
cumstances, including applicable state law, 
indicate that the income beneficiary would 
not have the legal right to compel the trust-
ee to make the trust corpus productive in 
conformity with the requirements for a life-
time trust income interest under applicable 
local law. Therefore, the life income interest 
in this case is considered nonproductive. 
Consequently, A’s income interest may not 
be valued actuarially under this section. 

Example 2. Beneficiary’s right to make trust 
productive. The facts are the same as in Ex-
ample 1, except that the trustee is not spe-
cifically authorized to retain the shares of 
corporation stock. Further, the terms of the 
trust specifically provide that the life in-
come beneficiary may require the trustee to 
make the trust corpus productive consistent 

with income yield standards for trusts under 
applicable state law. Under that law, the 
minimum rate of income that a productive 
trust may produce is substantially below the 
section 7520 interest rate on the valuation 
date. In this case, because A, the income 
beneficiary, has the right to compel the 
trustee to make the trust productive for pur-
poses of applicable local law during A’s life-
time, the income interest is considered an 
ordinary income interest for purposes of this 
paragraph, and the standard section 7520 life 
income factor may be used to determine the 
value of A’s income interest. However, in the 
case of gifts made after October 8, 1990, if the 
donor was the life income beneficiary, the 
value of the income interest would be consid-
ered to be zero in this situation. See § 25.2702– 
2. 

Example 3. Annuity trust funded with unpro-
ductive property. The donor, who is age 60, 
transfers corporation stock worth $1,000,000 
to a trust. The trust will pay a 6 percent 
($60,000 per year) annuity in cash or other 
property to the donor for 10 years or until 
the donor’s prior death. Upon the termi-
nation of the trust, the trust property is to 
be distributed to the donor’s child. The sec-
tion 7520 rate for the month of the transfer is 
8.2 percent. The corporation has paid no divi-
dends on the stock during the past 5 years, 
and there is no indication that this policy 
will change in the near future. Under appli-
cable state law, the corporation is considered 
to be a sound investment that satisfies fidu-
ciary standards. Therefore, the trust’s sole 
investment in this corporation is not ex-
pected to adversely affect the interest of ei-
ther the annuity beneficiary or the remain-
der beneficiary. Considering the 6 percent 
annuity payout rate and the 8.2 percent sec-
tion 7520 interest rate, the trust corpus is 
considered sufficient to pay this annuity for 
the entire 10-year term of the trust, or even 
indefinitely. The trust specifically author-
izes, but does not require, the trustee to re-
tain the shares of stock. Although it appears 
that neither beneficiary would be able to 
compel the trustee to make the trust corpus 
produce investment income, the annuity in-
terest in this case is considered to be an or-
dinary annuity interest, and a section 7520 
annuity factor may be used to determine the 
present value of the annuity. In this case, 
the section 7520 annuity factor would rep-
resent the right to receive $1.00 per year for 
a term of 10 years or the prior death of a per-
son age 60. 

Example 4. Unitrust funded with unproduc-
tive property. The facts are the same as in Ex-
ample 3, except that the donor has retained a 
unitrust interest equal to 7 percent of the 
value of the trust property, valued as of the 
beginning of each year. Although the trust 
corpus is nonincome-producing, the present 
value of the donor’s retained unitrust inter-
est may be determined by using the section 
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7520 unitrust factor for a term of years or a 
prior death. 

Example 5. Eroding corpus in an annuity 
trust. (i) The donor, who is age 60 and in nor-
mal health, transfers property worth 
$1,000,000 to a trust. The trust will pay a 10 
percent ($100,000 per year) annuity to a chari-
table organization for the life of the donor, 
payable annually at the end of each period, 
and the remainder will be distributed to the 
donor’s child. The section 7520 rate for the 
month of the transfer is 6.8 percent. First, it 

is necessary to determine whether the annu-
ity may exhaust the corpus before all annu-
ity payments are made. Because it is as-
sumed that any measuring life may survive 
until age 110, any life annuity could require 
payments until the measuring life reaches 
age 110. Based on a section 7520 interest rate 
of 6.8 percent, the determination of whether 
the annuity may exhaust the corpus before 
the annuity payments are made is computed 
as follows: 

Age to which life annuity may continue ............................................................ 110 
less: Age of measuring life at date of transfer .................................................... 60 

Number of years annuity may continue .......................................................... 50 
Annual annuity payment ................................................................................... $100,000.00 
Times: Annuity factor for 50 years derived from Table B .................................. 14.1577 

Present value of term certain annuity ......................................................... $1,415,770.00 

(ii) Since the present value of an annuity 
for a term of 50 years exceeds the corpus, the 
annuity may exhaust the trust before all 
payments are made. Consequently, the annu-
ity must be valued as an annuity payable for 
a term of years or until the prior death of 
the annuitant, with the term of years deter-
mined by when the fund will be exhausted by 
the annuity payments. 

(iii) Using factors based on Table 90CM at 
6.8 percent (see § 20.2031–7(d)(7) of this chap-
ter), it is determined that the fund will be 
sufficient to make 17 annual payments, but 
not to make the entire 18th payment. Spe-
cifically, the initial corpus will be able to 
make payments of $67,287.26 per year for 17 
years plus payments of $32,712.74 per year for 
18 years. The annuity is valued by adding the 
value of the two separate temporary annu-
ities. 

(iv) Based on Table H of Publication 1457 (a 
copy of this publication may be purchased 
from the Superintendent of Documents, 
United States Government Printing Office, 
Washington, DC 20402), the present value of 
an annuity of $67,287.26 per year payable for 
17 years or until the prior death of a person 
aged 60 is $588,016.64 ($67,287.26 × 8.7389). The 
present value of an annuity of $32,712.74 per 
year payable for 18 years or until the prior 
death of a person aged 60 is $292,196.74 
($32,712.74 × 8.9322). Thus, the present value of 
the charitable annuity interest is $880,213.38 
($588,016.64 + $292,196.74). 

(3) Mortality component. The mor-
tality component prescribed under sec-
tion 7520 may not be used to determine 
the present value of an annuity, in-
come interest, remainder interest, or 
reversionary interest if an individual 
who is a measuring life dies or is termi-
nally ill at the time the gift is com-

pleted. For purposes of this paragraph 
(b)(3), an individual who is known to 
have an incurable illness or other dete-
riorating physical condition is consid-
ered terminally ill if there is at least a 
50 percent probability that the indi-
vidual will die within 1 year. However, 
if the individual survives for eighteen 
months or longer after the date the gift 
is completed, that individual shall be 
presumed to have not been terminally 
ill at the date the gift was completed 
unless the contrary is established by 
clear and convincing evidence. 

(4) Example. The provisions of para-
graph (b)(3) of this section are illus-
trated by the following example: 

Example. Terminal illness. The donor trans-
fers property worth $1,000,000 to a child in ex-
change for the child’s promise to pay the 
donor $103,000 per year for the donor’s life, 
payable annually at the end of each period. 
The donor is age 60 but has been diagnosed 
with an incurable illness and has at least a 
50 percent probability of dying within 1 year. 
The section 7520 interest rate for the month 
of the transfer is 10.6 percent, and the stand-
ard annuity factor at that interest rate for a 
person age 60 in normal health is 7.5590. 
Thus, if the donor were not terminally ill, 
the present value of the annuity would be 
$778,577 ($103,000 × 7.5590). Assuming the pre-
sumption provided in paragraph (b)(3) of this 
section does not apply, because there is at 
least a 50 percent probability that the donor 
will die within 1 year, the standard section 
7520 annuity factor may not be used to deter-
mine the present value of the donor’s annu-
ity interest. Instead, a special section 7520 
annuity factor must be computed that takes 
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into account the projection of the donor’s ac-
tual life expectancy. 

(5) Additional limitations. Section 7520 
does not apply to the extent as may 
otherwise be provided by the Commis-
sioner. 

(c) Effective date. Section 25.7520–3(a) 
is effective as of May 1, 1989. The provi-
sions of paragraph (b) of this section 
are effective with respect to gifts made 
after December 13, 1995. 

[T.D. 8540, 59 FR 30177, June 10, 1994, as 
amended by T.D. 8630, 60 FR 63919, Dec. 13, 
1995; T.D. 8819, 64 FR 23228, Apr. 30, 1999; T.D. 
8886, 65 FR 36943, June 12, 2000] 

§ 25.7520–4 Transitional rules. 
(a) Reliance. If the valuation date is 

after April 30, 1989, and before June 10, 
1994, a donor can rely on Notice 89–24, 
1989–1 C.B. 660, or Notice 89–60, 1989–1 
C.B. 700 (See § 601.601(d)(2)(ii)(b) of this 
chapter), in valuing the transferred in-
terest. 

(b) Transfers in 1989. If a donor trans-
ferred an interest in property by gift 
after December 31, 1988, and before May 
1, 1989, retaining an interest in the 
same property and, after April 30, 1989, 
and before January 1, 1990, transferred 
the retained interest in the property, 
the donor may, at the donor’s option, 
value the transfer of the retained inter-
est under either § 25.2512–5(d) or 
§ 25.2512–5A(d). 

(c) Effective date. This section is ef-
fective as of May 1, 1989. 

PART 26—GENERATION-SKIPPING 
TRANSFER TAX REGULATIONS 
UNDER THE TAX REFORM ACT OF 
1986 

Sec. 
26.2600–1 Table of contents. 
26.2601–1 Effective dates. 
26.2611–1 Generation-skipping transfer de-

fined. 
26.2612–1 Definitions. 
26.2613–1 Skip person. 
26.2632–1 Allocation of GST exemption. 
26.2641–1 Applicable rate of tax. 
26.2642–1 Inclusion ratio. 
26.2642–2 Valuation. 
26.2642–3 Special rule for charitable lead an-

nuity trusts. 
26.2642–4 Redetermination of applicable 

fraction. 
26.2642–5 Finality of inclusion ratio. 

26.2652–1 Transferor defined; other defini-
tions. 

26.2652–2 Special election for qualified ter-
minable interest property. 

26.2653–1 Taxation of multiple skips. 
26.2654–1 Certain trusts treated as separate 

trusts. 
26.2662–1 Generation-skipping transfer tax 

return requirements. 
26.2663–1 Recapture tax under section 2032A. 
26.2663–2 Application of chapter 13 to trans-

fers by nonresidents not citizens of the 
United States. 

AUTHORITY: 26 U.S.C. 7805 and 26 U.S.C. 
2663. 

Section 26.2632–1 also issued under 26 U.S.C. 
2632 and 2663. 

Section 26.2642–4 also issued under 26 U.S.C. 
2632 and 2663. 

Section 26.2662–1 also issued under 26 U.S.C. 
2662. 

Section 26.2663–2 also issued under 26 U.S.C. 
2632 and 2663. 

SOURCE: T.D. 8644, 60 FR 66903, Dec. 27, 1995, 
unless otherwise noted. 

§ 26.2600–1 Table of contents. 
This section lists the captions that 

appear in the regulations under sec-
tions 2601 through 2663. 

§ 26.2601–1 Effective dates. 
(a) Transfers subject to the generation- 

skipping transfer tax. 
(1) In general. 
(2) Certain transfers treated as if made 

after October 22, 1986. 
(3) Certain trust events treated as if occur-

ring after October 22, 1986. 
(4) Example. 
(b) Exceptions. 
(1) Irrevocable trusts. 
(2) Transition rule for wills or revocable 

trusts executed before October 22, 1986. 
(3) Transition rule in the case of mental in-

competency. 
(4) Retention of trust’s exempt status in 

the case of modifications, etc. 
(5) Exceptions to additions rule. 
(c) Additional effective dates. 

§ 26.2611–1 Generation-skipping transfer de-
fined. 

§ 26.2612–1 Definitions. 
(a) Direct skip. 
(1) In general. 
(2) Special rule for certain lineal descend-

ants. 
(b) Taxable termination. 
(1) In general. 
(2) Partial termination. 
(c) Taxable distribution. 
(1) In general. 
(2) Look-through rule not to apply. 
(d) Skip person. 
(e) Interest in trust. 
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(1) In general. 
(2) Exceptions. 
(3) Disclaimers. 
(f) Examples. 

§ 26.2613–1 Skip person. 
§ 26.2632–1 Allocation of GST exemption. 

(a) General rule. 
(b) Lifetime allocations. 
(1) Automatic allocation to direct skips. 
(2) Allocation to other transfers. 
(c) Special rules during an estate tax inclu-

sion period. 
(1) In general. 
(2) Estate tax inclusion period defined. 
(3) Termination of an ETIP. 
(4) Treatment of direct skips. 
(5) Examples. 
(d) Allocations after the transferor’s death. 
(1) Allocation by executor. 
(2) Automatic allocation after death. 

§ 26.2641–1 Applicable rate of tax. 
§ 26.2642–1 Inclusion ratio. 

(a) In general. 
(b) Numerator of applicable fraction. 
(1) In general. 
(2) GSTs occurring during an ETIP. 
(c) Denominator of applicable fraction. 
(1) In general. 
(2) Zero denominator. 
(3) Nontaxable gifts. 
(d) Examples. 

§ 26.2642–2 Valuation. 
(a) Lifetime transfers. 
(1) In general. 
(2) Special rule for late allocations during 

life. 
(b) Transfers at death. 
(1) In general. 
(2) Special rule for pecuniary payments. 
(3) Special rule for residual transfers after 

payment of a pecuniary payment. 
(4) Appropriate interest. 
(c) Examples. 

§ 26.2642–3 Special rule for charitable lead an-
nuity trusts. 
(a) In general. 
(b) Adjusted GST exemption defined. 
(c) Example. 

§ 26.2642–4 Redetermination of applicable frac-
tion. 
(a) In general. 
(1) Multiple transfers to a single trust. 
(2) Consolidation of separate trusts. 
(3) Property included in transferor’s gross 

estate. 
(4) Imposition of recapture tax under sec-

tion 2032A. 
(b) Examples. 

§ 26.2642–5 Finality of inclusion ratio. 
(a) Direct skips. 
(b) Other GSTs. 

§ 26.2652–1 Transferor defined; other defini-
tions. 
(a) Transferor defined. 
(1) In general. 
(2) Transfers subject to Federal estate or 

gift tax. 

(3) Special rule for certain QTIP trusts. 
(4) Exercise of certain nongeneral powers 

of appointment. 
(5) Split-gift transfers. 
(6) Examples. 
(b) Trust defined. 
(1) In general. 
(2) Examples. 
(c) Trustee defined. 
(d) Executor defined. 
(e) Interest in trust. 

§ 26.2652–2 Special election for qualified ter-
minable interest property. 
(a) In general. 
(b) Time and manner of making election. 
(c) Transitional rule. 
(d) Examples. 

§ 26.2653–1 Taxation of multiple skips. 
(a) General rule. 
(b) Examples. 

§ 26.2654–1 Certain trusts treated as separate 
trusts. 
(a) Single trust treated as separate trusts. 
(1) Substantially separate and independent 

shares. 
(2) Multiple transferors with respect to a 

single trust. 
(3) Severance of a single trust. 
(4) Allocation of exemption. 
(5) Examples. 
(b) Division of a trust included in the gross 

estate. 
(1) In general. 
(2) Special rule. 
(3) Allocation of exemption. 
(4) Example. 

§ 26.2662–1 Generation-skipping transfer tax re-
turn requirements. 
(a) In general. 
(b) Form of return. 
(1) Taxable distributions. 
(2) Taxable terminations. 
(3) Direct skip. 
(c) Person liable for tax and required to 

make return. 
(1) In general. 
(2) Special rule for direct skips occurring 

at death with respect to property held in 
trust arrangements. 

(3) Limitation on personal liability of 
trustee. 

(4) Exceptions. 
(d) Time and manner of filing return. 
(1) In general. 
(2) Exceptions for alternative valuation of 

taxable termination. 
(e) Place for filing returns. 
(f) Lien on property. 

§ 26.2663–1 Recapture tax under section 2032A. 
§ 26.2663–2 Application of chapter 13 to trans-

fers by nonresidents not citizens of the United 
States. 
(a) In general. 
(b) Transfers subject to Chapter 13. 
(1) Direct skips. 
(2) Taxable distributions and taxable ter-

minations. 
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(c) Trusts funded in part with property 
subject to Chapter 13 and in part with prop-
erty not subject to Chapter 13. 

(1) In general. 
(2) Nontax portion of the trust. 
(3) Special rule with respect to estate tax 

inclusion period. 
(d) Examples. 
(e) Transitional rule for allocations for 

transfers made before December 27, 1995. 

[T.D. 8644, 60 FR 66903, Dec. 27, 1995, as 
amended by T.D. 8912, 65 FR 79738, Dec. 20, 
2000] 

§ 26.2601–1 Effective dates. 
(a) Transfers subject to the generation- 

skipping transfer tax—(1) In general. Ex-
cept as otherwise provided in this sec-
tion, the provisions of chapter 13 of the 
Internal Revenue Code of 1986 (Code) 
apply to any generation-skipping 
transfer (as defined in section 2611) 
made after October 22, 1986. 

(2) Certain transfers treated as if made 
after October 22, 1986. Solely for pur-
poses of chapter 13, an inter vivos 
transfer is treated as if it were made on 
October 23, 1986, if it was— 

(i) Subject to chapter 12 (regardless 
of whether a tax was actually incurred 
or paid); and 

(ii) Made after September 25, 1985, 
but before October 23, 1986. For pur-
poses of this paragraph, the value of 
the property transferred shall be the 
value of the property on the date the 
property was transferred. 

(3) Certain trust events treated as if oc-
curring after October 22, 1986. For pur-
poses of chapter 13, if an inter vivos 
transfer is made to a trust after Sep-
tember 25, 1985, but before October 23, 
1986, any subsequent distribution from 
the trust or termination of an interest 
in the trust that occurred before Octo-
ber 23, 1986, is treated as occurring im-
mediately after the deemed transfer on 
October 23, 1986. If more than one dis-
tribution or termination occurs with 
respect to a trust, the events are treat-
ed as if they occurred on October 23, 
1986, in the same order as they oc-
curred. See paragraph (b)(1)(iv)(B) of 
this section for rules determining the 
portion of distributions and termi-
nations subject to tax under chapter 13. 
This paragraph (a)(3) does not apply to 
transfers to trusts not subject to chap-
ter 13 by reason of the transition rules 
in paragraphs (b) (2) and (3) of this sec-

tion. The provisions of this paragraph 
(a)(3) do not apply in determining the 
value of the property under chapter 13. 

(4) Example. The following example il-
lustrates the principle that paragraph 
(a)(2) of this section is not applicable 
to transfers under a revocable trust 
that became irrevocable by reason of 
the transferor’s death after September 
25, 1985, but before October 23, 1986: 

Example. T created a revocable trust on 
September 30, 1985, that became irrevocable 
when T died on October 10, 1986. Although 
the trust terminated in favor of a grandchild 
of T, the transfer to the grandchild is not 
treated as occurring on October 23, 1986, pur-
suant to paragraph (a)(2) of this section be-
cause it is not an inter vivos transfer subject 
to chapter 12. The transfer is not subject to 
chapter 13 because it is in the nature of a 
testamentary transfer that occurred prior to 
October 23, 1986. 

(b) Exceptions—(1) Irrevocable trusts— 
(i) In general. The provisions of chapter 
13 do not apply to any generation-skip-
ping transfer under a trust (as defined 
in section 2652(b)) that was irrevocable 
on September 25, 1985. The rule of the 
preceding sentence does not apply to a 
pro rata portion of any generation- 
skipping transfer under an irrevocable 
trust if additions are made to the trust 
after September 25, 1985. See paragraph 
(b)(1)(iv) of this section for rules for de-
termining the portion of the trust that 
is subject to the provisions of chapter 
13. Further, the rule in the first sen-
tence of this paragraph (b)(1)(i) does 
not apply to a transfer of property pur-
suant to the exercise, release, or lapse 
of a general power of appointment that 
is treated as a taxable transfer under 
chapter 11 or chapter 12. The transfer is 
made by the person holding the power 
at the time the exercise, release, or 
lapse of the power becomes effective, 
and is not considered a transfer under 
a trust that was irrevocable on Sep-
tember 25, 1985. See paragraph 
(b)(1)(v)(B) of this section regarding 
the treatment of the release, exercise, 
or lapse of a power of appointment that 
will result in a constructive addition to 
a trust. See § 26.2652–1(a) for the defini-
tion of a transferor. 

(ii) Irrevocable trust defined—(A) In 
general. Unless otherwise provided in 
either paragraph (b)(1)(ii) (B) or (C) of 
this section, any trust (as defined in 
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section 2652(b)) in existence on Sep-
tember 25, 1985, is considered an irrev-
ocable trust. 

(B) Property includible in the gross es-
tate under section 2038. For purposes of 
this chapter a trust is not an irrev-
ocable trust to the extent that, on Sep-
tember 25, 1985, the settlor held a 
power with respect to such trust that 
would have caused the value of the 
trust to be included in the settlor’s 
gross estate for Federal estate tax pur-
poses by reason of section 2038 (without 
regard to powers relinquished before 
September 25, 1985) if the settlor had 
died on September 25, 1985. A trust is 
considered subject to a power on Sep-
tember 25, 1985, even though the exer-
cise of the power was subject to the 
precedent giving of notice, or even 
though the exercise could take effect 
only on the expiration of a stated pe-
riod, whether or not on or before Sep-
tember 25, 1985, notice had been given 
or the power had been exercised. A 
trust is not considered subject to a 
power if the power is, by its terms, ex-
ercisable only on the occurrence of an 
event or contingency not subject to the 
settlor’s control (other than the death 
of the settlor) and if the event or con-
tingency had not in fact taken place on 
September 25, 1985. 

(C) Property includible in the gross es-
tate under section 2042. A policy of in-
surance on an individual’s life that is 
treated as a trust under section 2652(b) 
is not considered an irrevocable trust 
to the extent that, on September 25, 
1985, the insured possessed any incident 
of ownership (as defined in § 20.2042–1(c) 
of this chapter, and without regard to 
any incidents of ownership relin-
quished before September 25, 1985), that 
would have caused the value of the 
trust, (i.e., the insurance proceeds) to 
be included in the insured’s gross es-
tate for Federal estate tax purposes by 
reason of section 2042, if the insured 
had died on September 25, 1985. 

(D) Examples. The following examples 
illustrate the application of this para-
graph (b)(1): 

Example 1. Section 2038 applicable. On Sep-
tember 25, 1985, T, the settlor of a trust that 
was created before September 25, 1985, held a 
testamentary power to add new beneficiaries 
to the trust. T held no other powers over any 
portion of the trust. The testamentary power 

held by T would have caused the trust to be 
included in T’s gross estate under section 
2038 if T had died on September 25, 1985. 
Therefore, the trust is not an irrevocable 
trust for purposes of this section. 

Example 2. Section 2038 not applicable when 
power held by a person other than settlor. On 
September 25, 1985, S, the spouse of the set-
tlor of a trust in existence on that date, had 
an annual right to withdraw a portion of the 
principal of the trust. The trust was other-
wise irrevocable on that date. Because the 
power was not held by the settlor of the 
trust, it is not a power described in section 
2038. Thus, the trust is considered an irrev-
ocable trust for purposes of this section. 

Example 3. Section 2038 not applicable. In 
1984, T created a trust and retained the right 
to expand the class of remaindermen to in-
clude any of T’s afterborn grandchildren. As 
of September 25, 1985, all of T’s grand-
children were named remaindermen of the 
trust. Since the exercise of T’s power was de-
pendent on there being afterborn grand-
children who were not members of the class 
of remaindermen, a contingency that did not 
exist on September 25, 1985, the trust is not 
considered subject to the power on Sep-
tember 25, 1985, and is an irrevocable trust 
for purposes of this section. The result is not 
changed even if grandchildren are born after 
September 25, 1985, whether or not T exer-
cises the power to expand the class of 
remaindermen. 

Example 4. Section 2042 applicable. On Sep-
tember 25, 1985, T purchased an insurance 
policy on T’s own life and designated child, 
C, and grandchild, GC, as the beneficiaries. T 
retained the power to obtain from the in-
surer a loan against the surrender value of 
the policy. T’s insurance policy is a trust (as 
defined in section 2652(b)) for chapter 13 pur-
poses. The trust is not considered an irrev-
ocable trust because, on September 25, 1985, 
T possessed an incident of ownership that 
would have caused the value of the policy to 
be included in T’s gross estate under section 
2042 if T had died on that date. 

Example 5. Trust partially irrevocable. In 
1984, T created a trust naming T’s grand-
children as the income and remainder bene-
ficiaries. T retained the power to revoke the 
trust as to one-half of the principal at any 
time prior to T’s death. T retained no other 
powers over the trust principal. T did not die 
before September 25, 1985, and did not exer-
cise or release the power before that date. 
The half of the trust not subject to T’s power 
to revoke is an irrevocable trust for purposes 
of this section. 

(iii) Trust containing qualified ter-
minable interest property—(A) In general. 
For purposes of chapter 13, a trust de-
scribed in paragraph (b)(1)(ii) of this 
section that holds qualified terminable 
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interest property by reason of an elec-
tion under section 2056(b)(7) or section 
2523(f) (made either on, before or after 
September 25, 1985) is treated in the 
same manner as if the decedent spouse 
or the donor spouse (as the case may 
be) had made an election under section 
2652(a)(3). Thus, transfers from such 
trusts are not subject to chapter 13, 
and the decedent spouse or the donor 
spouse (as the case may be) is treated 
as the transferor of such property. The 
rule of this paragraph (b)(1)(iii) does 
not apply to that portion of the trust 
that is subject to chapter 13 by reason 
of an addition to the trust occurring 
after September 25, 1985. See § 26.2652– 
2(a) for rules where an election under 
section 2652(a)(3) is made. See § 26.2652– 
2(c) for rules where a portion of a trust 
is subject to an election under section 
2652(a)(3). 

(B) Examples. The following examples 
illustrate the application of this para-
graph (b)(1)(iii): 

Example 1. QTIP election made after Sep-
tember 25, 1985. On March 28, 1985, T estab-
lished a trust. The trust instrument provided 
that the trustee must distribute all income 
annually to T’s spouse, S, during S’s life. 
Upon S’s death, the remainder is to be dis-
tributed to GC, the grandchild of T and S. On 
April 15, 1986, T elected under section 2523(f) 
to treat the property in the trust as qualified 
terminable interest property. On December 
1, 1987, S died and soon thereafter the trust 
assets were distributed to GC. Because the 
trust was irrevocable on September 25, 1985, 
the transfer to GC is not subject to tax under 
chapter 13. T is treated as the transferor 
with respect to the transfer of the trust as-
sets to GC in the same manner as if T had 
made an election under section 2652(a)(3) to 
reverse the effect of the section 2523(f) elec-
tion for chapter 13 purposes. 

Example 2. Section 2652(a)(3) election deemed 
to have been made. Assume the same facts as 
in Example 1, except the trust instrument 
provides that after S’s death all income is to 
be paid annually to C, the child of T and S. 
Upon C’s death, the remainder is to be dis-
tributed to GC. C died on October 1, 1992, and 
soon thereafter the trust assets are distrib-
uted to GC. Because the trust was irrev-
ocable on September 25, 1985, the termi-
nation of C’s interest is not subject to chap-
ter 13. 

(iv) Additions to irrevocable trusts—(A) 
In general. If an addition is made after 
September 25, 1985, to an irrevocable 
trust which is excluded from chapter 13 
by reason of paragraph (b)(1) of this 

section, a pro rata portion of subse-
quent distributions from (and termi-
nations of interests in property held in) 
the trust is subject to the provisions of 
chapter 13. If an addition is made, the 
trust is thereafter deemed to consist of 
two portions, a portion not subject to 
chapter 13 (the non-chapter 13 portion) 
and a portion subject to chapter 13 (the 
chapter 13 portion), each with a sepa-
rate inclusion ratio (as defined in sec-
tion 2642(a)). The non-chapter 13 por-
tion represents the value of the assets 
of the trust as it existed on September 
25, 1985. The applicable fraction (as de-
fined in section 2642(a)(2)) for the non- 
chapter 13 portion is deemed to be 1 
and the inclusion ratio for such portion 
is 0. The chapter 13 portion of the trust 
represents the value of all additions 
made to the trust after September 25, 
1985. The inclusion ratio for the chap-
ter 13 portion is determined under sec-
tion 2642. This paragraph (b)(1)(iv)(A) 
requires separate portions of one trust 
only for purposes of determining inclu-
sion ratios. For purposes of chapter 13, 
a constructive addition under para-
graph (b)(1)(v) of this section is treated 
as an addition. See paragraph (b)(4) of 
this section for exceptions to the addi-
tions rule of this paragraph (b)(1)(iv). 
See § 26.2654–1(a)(2) for rules treating 
additions to a trust by an individual 
other than the initial transferor as a 
separate trust for purposes of chapter 
13. 

(B) Terminations of interests in and dis-
tributions from trusts. Where a termi-
nation or distribution described in sec-
tion 2612 occurs with respect to a trust 
to which an addition has been made, 
the portion of such termination or dis-
tribution allocable to the chapter 13 
portion is determined by reference to 
the allocation fraction, as defined in 
paragraph (b)(1)(iv)(C) of this section. 
In the case of a termination described 
in section 2612(a) with respect to a 
trust, the portion of such termination 
that is subject to chapter 13 is the 
product of the allocation fraction and 
the value of the trust (to the extent of 
the terminated interest therein). In the 
case of a distribution described in sec-
tion 2612(b) from a trust, the portion of 
such distribution that is subject to 

VerDate Aug<04>2004 11:29 Apr 28, 2005 Jkt 205096 PO 00000 Frm 00700 Fmt 8010 Sfmt 8010 Y:\SGML\205096.XXX 205096



691 

Internal Revenue Service, Treasury § 26.2601–1 

chapter 13 is the product of the alloca-
tion fraction and the value of the prop-
erty distributed. 

(C) Allocation fraction—(1) In general. 
The allocation fraction allocates ap-
preciation and accumulated income be-
tween the chapter 13 and non-chapter 
13 portions of a trust. The numerator of 
the allocation fraction is the amount 
of the addition (valued as of the date 
the addition is made), determined 
without regard to whether any part of 
the transfer is subject to tax under 
chapter 11 or chapter 12, but reduced by 
the amount of any Federal or state es-
tate or gift tax imposed and subse-
quently paid by the recipient trust 
with respect to the addition. The de-
nominator of the allocation fraction is 
the total value of the entire trust im-
mediately after the addition. For pur-
poses of this paragraph (b)(1)(iv)(C), the 
total value of the entire trust is the 
fair market value of the property held 
in trust (determined under the rules of 
section 2031), reduced by any amount 
attributable to or paid by the trust and 
attributable to the transfer to the 
trust that is similar to an amount that 
would be allowable as a deduction 
under section 2053 if the addition had 
occurred at the death of the transferor, 
and further reduced by the same 
amount that the numerator was re-
duced to reflect Federal or state estate 
or gift tax incurred by and subse-
quently paid by the recipient trust 
with respect to the addition. Where 

there is more than one addition to 
principal after September 25, 1985, the 
portion of the trust subject to chapter 
13 after each such addition is deter-
mined pursuant to a revised fraction. 
In each case, the numerator of the re-
vised fraction is the sum of the value of 
the chapter 13 portion of the trust im-
mediately before the latest addition, 
and the amount of the latest addition. 
The denominator of the revised frac-
tion is the total value of the entire 
trust immediately after the addition. If 
the transfer to the trust is a genera-
tion-skipping transfer, the numerator 
and denominator are reduced by the 
amount of the generation-skipping 
transfer tax, if any, that is imposed by 
chapter 13 on the transfer and actually 
recovered from the trust. The alloca-
tion fraction is rounded off to five dec-
imal places (.00001). 

(2) Examples. The following examples 
illustrate the application of paragraph 
(b)(1)(iv) of this section. In each of the 
examples, assume that the recipient 
trust does not pay any Federal or state 
transfer tax by reason of the addition. 

Example 1. Post September 25, 1985, addition 
to trust. (i) On August 16, 1980, T established 
an irrevocable trust. Under the trust instru-
ment, the trustee is required to distribute 
the entire income annually to T’s child, C, 
for life, then to T’s grandchild, GC, for life. 
Upon GC’s death, the remainder is to be paid 
to GC’s issue. On October 1, 1986, when the 
total value of the entire trust is $400,000, T 
transfers $100,000 to the trust. The allocation 
fraction is computed as follows: 

Value of addition

Total value of trust
=

+
=

$100,

$400, $100,
.

000

000 000
2

(ii) Thus, immediately after the transfer, 
20 percent of the value of future generation- 
skipping transfers under the trust will be 
subject to chapter 13. 

Example 2. Effect of expenses. Assume the 
same facts as in Example 1, except imme-
diately prior to the transfer on October 1, 
1986, the fair market value of the individual 
assets in the trust totaled $400,000. Also, as-
sume that the trust had accrued and unpaid 
debts, expenses, and taxes totaling $300,000. 
Assume further that the entire $300,000 rep-
resented amounts that would be deductible 
under section 2053 if the trust were includ-

ible in the transferor’s gross estate. The nu-
merator of the allocation fraction is $100,000 
and the denominator of the allocation frac-
tion is $200,000 (($400,000¥$300,000)+$100,000). 
Thus, the allocation fraction is .5 ($100,000/ 
$200,000) and 50 percent of the value of future 
generation-skipping transfers will be subject 
to chapter 13. 

Example 3. Multiple additions. (i) Assume 
the same facts as in Example 1, except on 
January 30, 1988, when the total value of the 
entire trust is $600,000, T transfers an addi-
tional $40,000 to the trust. Before the trans-
fer, the value of the portion of the trust that 
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was attributable to the prior addition was 
$120,000 ($600,000×.2). The new allocation frac-
tion is computed as follows: 

Total value of additions

Total value of trust
=

+

+
= =

$120, $40,

$600, $40,

$160,

$640,
.

000 000

000 000

000

000
25

(ii) Thus, immediately after the transfer, 
25 percent of the value of future generation- 
skipping transfers under the trust will be 
subject to chapter 13. 

Example 4. Allocation fraction at time of gen-
eration-skipping transfer. Assume the same 
facts as in Example 3, except on March 1, 1989, 
when the value of the trust is $800,000, C dies. 
A generation-skipping transfer occurs at C’s 
death because of the termination of C’s life 
estate. Therefore, $200,000 ($800,000×.25) is 
subject to tax under chapter 13. 

(v) Constructive additions—(A) Powers 
of Appointment. Except as provided in 
paragraph (b)(1)(v)(B) of this section, 
where any portion of a trust remains in 
the trust after the post-September 25, 
1985, release, exercise, or lapse of a 
power of appointment over that por-
tion of the trust, and the release, exer-
cise, or lapse is treated to any extent 
as a taxable transfer under chapter 11 
or chapter 12, the value of the entire 
portion of the trust subject to the 
power that was released, exercised, or 
lapsed is treated as if that portion had 
been withdrawn and immediately re-
transferred to the trust at the time of 
the release, exercise, or lapse. The cre-
ator of the power will be considered the 
transferor of the addition except to the 
extent that the release, exercise, or 
lapse of the power is treated as a tax-
able transfer under chapter 11 or chap-
ter 12. See § 26.2652–1 for rules for deter-
mining the identity of the transferor of 
property for purposes of chapter 13. 

(B) Special rule for certain powers of 
appointment. The release, exercise, or 
lapse of a power of appointment (other 
than a general power of appointment as 
defined in section 2041(b)) is not treated 
as an addition to a trust if— 

(1) Such power of appointment was 
created in an irrevocable trust that is 
not subject to chapter 13 under para-
graph (b)(1) of this section; and 

(2) In the case of an exercise, the 
power of appointment is not exercised 
in a manner that may postpone or sus-

pend the vesting, absolute ownership or 
power of alienation of an interest in 
property for a period, measured from 
the date of creation of the trust, ex-
tending beyond any life in being at the 
date of creation of the trust plus a pe-
riod of 21 years plus, if necessary, a 
reasonable period of gestation (the per-
petuities period). For purposes of this 
paragraph (b)(1)(v)(B)(2), the exercise of 
a power of appointment that validly 
postpones or suspends the vesting, ab-
solute ownership or power of alienation 
of an interest in property for a term of 
years that will not exceed 90 years 
(measured from the date of creation of 
the trust) will not be considered an ex-
ercise that postpones or suspends vest-
ing, absolute ownership or the power of 
alienation beyond the perpetuities pe-
riod. If a power is exercised by creating 
another power, it is deemed to be exer-
cised to whatever extent the second 
power may be exercised. 

(C) Constructive addition if liability is 
not paid out of trust principal. Where a 
trust described in paragraph (b)(1) of 
this section is relieved of any liability 
properly payable out of the assets of 
such trust, the person or entity who ac-
tually satisfies the liability is consid-
ered to have made a constructive addi-
tion to the trust in an amount equal to 
the liability. The constructive addition 
occurs when the trust is relieved of li-
ability (e.g., when the right of recovery 
is no longer enforceable). But see 
§ 26.2652–1(a)(3) for rules involving the 
application of section 2207A in the case 
of an election under section 2652(a)(3). 

(D) Examples. The following examples 
illustrate the application of this para-
graph (b)(1)(v): 

Example 1. Lapse of a power of appointment. 
On June 19, 1980, T established an irrevocable 
trust with a corpus of $500,000. The trust in-
strument provides that the trustee shall dis-
tribute the entire income from the trust an-
nually to T’s spouse, S, during S’s life. At S’s 
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death, the remainder is to be distributed to 
T and S’s grandchild, GC. T also gave S a 
general power of appointment over one-half 
of the trust assets. On December 21, 1989, 
when the value of the trust corpus is 
$1,500,000, S died without having exercised 
the general power of appointment. The value 
of one-half of the trust corpus, $750,000 
($1,500,000 × .5) is included in S’s gross estate 
under section 2041(a) and is subject to tax 
under Chapter 11. Because the value of one- 
half of the trust corpus is subject to tax 
under Chapter 11 with respect to S’s estate, 
S is treated as the transferor of that prop-
erty for purposes of Chapter 13 (see section 
2652(a)(1)(A)). For purposes of the generation- 
skipping transfer tax, the lapse of S’s power 
of appointment is treated as if $750,000 
($1,500,000 × .5) had been distributed to S and 
then transferred back to the trust. Thus, S is 
considered to have added $750,000 ($1,500,000 × 
.5) to the trust at the date of S’s death. Be-
cause this constructive addition occurred 
after September 25, 1985, 50 percent of the 
corpus of the trust became subject to Chap-
ter 13 at S’s death. 

Example 2. Multiple actual additions. On 
June 19, 1980, T established an irrevocable 
trust with a principal of $500,000. The trust 
instrument provides that the trustee shall 
distribute the entire income from the trust 
annually to T’s spouse, S, during S’s life. At 
S’s death, the remainder is to be distributed 
to GC, the grandchild of T and S. On October 
1, 1985, when the trust assets were valued at 
$800,000, T added $200,000 to the trust. After 
the transfer on October 1, 1985, the allocation 
fraction was .2 ($200,000/$1,000,000). On Decem-
ber 21, 1989, when the value of the trust prin-
cipal is $1,000,000, T adds $1,000,000 to the 
trust. After this addition, the new allocation 
fraction is 0.6 ($1,200,000/$2,000,000). The nu-
merator of the fraction is the value of that 
portion of trust assets that were subject to 
chapter 13 immediately prior to the addition 
(by reason of the first addition), $200,000 (.2 × 
$1,000,000), plus the value of the second trans-
fer, $1,000,000, which equals $1,200,000. The de-
nominator of the fraction, $2,000,000, is the 
total value of the trust assets immediately 
after the second transfer. Thus, 60 percent of 
the principal of the trust becomes subject to 
chapter 13. 

Example 3. Entire portion of trust subject to 
lapsed power is treated as an addition. On Sep-
tember 25, 1985, B possessed a general power 
of appointment over the assets of an irrev-
ocable trust that had been created by T in 
1980. Under the terms of the trust, B’s power 
lapsed on July 20, 1987. For Federal gift tax 
purposes, B is treated as making a gift of 
ninety-five percent (100%—5%) of the value 
of the principal (see section 2514). However, 
because the entire trust was subject to the 
power of appointment, 100 percent (that por-
tion of the trust subject to the power) of the 
assets of the trust are treated as a construc-

tive addition. Thus, the entire amount of all 
generation-skipping transfers occurring pur-
suant to the trust instrument after July 20, 
1987, are subject to chapter 13. 

Example 4. Exercise of power of appointment 
in favor of another trust. On March 1, 1985, T 
established an irrevocable trust as defined in 
paragraph (b)(1)(ii) of this section. Under the 
terms of the trust instrument, the trustee is 
required to distribute the entire income an-
nually to T’s child, C, for life, then to T’s 
grandchild, GC, for life. GC has the power to 
appoint any or all of the trust assets to 
Trust 2 which is an irrevocable trust (as de-
fined in paragraph (b)(1)(ii) of this section) 
that was established on August 1, 1985. The 
terms of Trust 2’s governing instrument pro-
vide that the trustee shall pay income to T’s 
great grandchild, GGC, for life. Upon GGC’s 
death, the remainder is to be paid to GGC’s 
issue. GGC was alive on March 1, 1985, when 
Trust 1 was created. C died on April 1, 1986. 
On July 1, 1987, GC exercised the power of ap-
pointment. The exercise of GC’s power does 
not subject future transfers from Trust 2 to 
tax under chapter 13 because the exercise of 
the power in favor of Trust 2 does not sus-
pend the vesting, absolute ownership, or 
power of alienation of an interest in property 
for a period, measured from the date of cre-
ation of Trust 1, extending beyond the life of 
GGC (a beneficiary under Trust 2 who was in 
being at the date of creation of Trust 1) plus 
a period of 21 years. The result would be the 
same if Trust 2 had been created after the ef-
fective date of chapter 13. 

Example 5. Exercise of power of appointment 
in favor of another trust. Assume the same 
facts as in Example 4, except that GGC was 
born on March 28, 1986. The valid exercise of 
GC’s power in favor of Trust 2 causes the 
principal of Trust 1 to be subject to chapter 
13, because GGC was not born until after the 
creation of Trust 1. Thus, such exercise may 
suspend the vesting, absolute ownership, or 
power of alienation of an interest in the 
trust principal for a period, measured from 
the date of creation of Trust 1, extending be-
yond the life of GGC (a beneficiary under 
Trust 2 who was not a life in being at the 
date of creation of Trust 1). 

Example 6. Extension for the longer of two pe-
riods. Prior to the effective date of chapter 
13, GP established an irrevocable trust under 
which the trust income was to be paid to 
GP’s child, C, for life. C was given a testa-
mentary power to appoint the remainder in 
further trust for the benefit of C’s issue. In 
default of C’s exercise of the power, the re-
mainder was to pass to charity. C died on 
February 3, 1995, survived by a child who was 
alive when GP established the trust. C exer-
cised the power in a manner that validly ex-
tends the trust in favor of C’s issue until the 
latter of May 15, 2064 (80 years from the date 
the trust was created), or the death of C’s 
child plus 21 years. C’s exercise of the power 
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is a constructive addition to the trust be-
cause the exercise may extend the trust for 
a period longer than the permissible periods 
of either the life of C’s child (a life in being 
at the creation of the trust) plus 21 years or 
a term not more than 90 years measured 
from the creation of the trust. On the other 
hand, if C’s exercise of the power could ex-
tend the trust based only on the life of C’s 
child plus 21 years or only for a term of 80 
years from the creation of the trust (but not 
the later of the two periods) then the exer-
cise of the power would not have been a con-
structive addition to the trust. 

Example 7. Extension for the longer of two pe-
riods. The facts are the same as in Example 6 
except local law provides that the effect of 
C’s exercise is to extend the term of the 
trust until May 15, 2064, whether or not C’s 
child predeceases that date by more than 21 
years. C’s exercise is not a constructive addi-
tion to the trust because C exercised the 
power in a manner that cannot postpone or 
suspend vesting, absolute ownership, or 
power of alienation for a term of years that 
will exceed 90 years. The result would be the 
same if the effect of C’s exercise is either to 
extend the term of the trust until 21 years 
after the death of C’s child or to extend the 
term of the trust until the first to occur of 
May 15, 2064 or 21 years after the death of C’s 
child. 

(vi) Appreciation and income. Except 
to the extent that the provisions of 
paragraphs (b)(1)(iv) and (v) of this sec-
tion allocate subsequent appreciation 
and accumulated income between the 
original trust and additions thereto, 
appreciation in the value of the trust 
and undistributed income added there-
to are not considered an addition to 
the principal of a trust. 

(2) Transition rule for wills or revocable 
trusts executed before October 22, 1986—(i) 
In general. The provisions of chapter 13 
do not apply to any generation-skip-
ping transfer under a will or revocable 
trust executed before October 22, 1986, 
provided that— 

(A) The document in existence on Oc-
tober 21, 1986, is not amended at any 
time after October 21, 1986, in any re-
spect which results in the creation of, 
or an increase in the amount of, a gen-
eration-skipping transfer; 

(B) In the case of a revocable trust, 
no addition is made to the revocable 
trust after October 21, 1986, that results 
in the creation of, or an increase in the 
amount of, a generation-skipping 
transfer; and 

(C) The decedent dies before January 
1, 1987. 

(ii) Revocable trust defined. For pur-
poses of this section, the term revocable 
trust means any trust (as defined in 
section 2652(b)) except to the extent 
that, on October 22, 1986, the trust— 

(A) Was an irrevocable trust de-
scribed in paragraph (b)(1) of this sec-
tion; or 

(B) Would have been an irrevocable 
trust described in paragraph (b)(1) of 
this section had it not been created or 
become irrevocable after September 25, 
1985, and before October 22, 1986. 

(iii) Will or revocable trust containing 
qualified terminable interest property. 
The rules contained in paragraph 
(b)(1)(iii) of this section apply to any 
will or revocable trust within the scope 
of the transition rule of this paragraph 
(b)(2). 

(iv) Amendments to will or revocable 
trust. For purposes of this paragraph 
(b)(2), an amendment to a will or a rev-
ocable trust in existence on October 21, 
1986, is not considered to result in the 
creation of, or an increase in the 
amount of, a generation-skipping 
transfer where the amendment is— 

(A) Basically administrative or clari-
fying in nature and only incidentally 
increases the amount transferred; or 

(B) Designed to ensure that an exist-
ing bequest or transfer qualifies for the 
applicable marital or charitable deduc-
tion for estate, gift, or generation-skip-
ping transfer tax purposes and only in-
cidentally increases the amount trans-
ferred to a skip person or to a genera-
tion-skipping trust. 

(v) Creation of, or increase in the 
amount of, a GST. In determining 
whether a particular amendment to a 
will or revocable trust creates, or in-
creases the amount of, a generation- 
skipping transfer for purposes of this 
paragraph (b)(2), the effect of the in-
strument(s) in existence on October 21, 
1986, is measured against the effect of 
the instrument(s) in existence on the 
date of death of the decedent or on the 
date of any prior generation-skipping 
transfer. If the effect of an amendment 
cannot be immediately determined, it 
is deemed to create, or increase the 
amount of, a generation-skipping 
transfer until a determination can be 
made. 
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(vi) Additions to revocable trusts. Any 
addition made after October 21, 1986, 
but before the death of the settlor, to a 
revocable trust subjects all subsequent 
generation-skipping transfers under 
the trust to the provisions of chapter 
13. Any addition made to a revocable 
trust after the death of the settlor (if 
the settlor dies before January 1, 1987) 
is treated as an addition to an irrev-
ocable trust. See paragraph (b)(1)(v) of 
this section for rules involving con-
structive additions to trusts. See para-
graph (b)(1)(v)(B) of this section for 
rules providing that certain transfers 
to trusts are not treated as additions 
for purposes of this section. 

(vii) Examples. The following exam-
ples illustrate the application of para-
graph (b)(2)(iv) of this section: 

(A) Facts applicable to Examples 1 
through 5. In each of Examples 1 
through 5 assume that T executed a 
will prior to October 22, 1986, and that 
T dies on December 31, 1986. 

Example 1. Administrative change. On No-
vember 1, 1986, T executes a codicil to T’s 
will removing one of the co-executors named 
in the will. Although the codicil may have 
the effect of lowering administrative costs 
and thus increasing the amount transferred, 
it is considered administrative in nature and 
thus does not cause generation-skipping 
transfers under the will to be subject to 
chapter 13. 

Example 2. Effect of amendment not imme-
diately determinable. On November 1, 1986, T 
executes a codicil to T’s will revoking a be-
quest of $100,000 to C, a non-skip person (as 
defined under section 2613(b)) and causing 
that amount to be added to a residuary trust 
held for a skip person. The amendment is 
deemed to increase the amount of a genera-
tion-skipping transfer and prevents any 
transfers under the will from qualifying 
under paragraph (b)(2)(i) of this section. If, 
however, C dies before T and under local law 
the property would have been added to the 
residue in any event because the bequest 
would have lapsed, the codicil is not consid-
ered an amendment that increases the 
amount of a generation-skipping transfer. 

Example 3. Refund of tax paid because of 
amendment. T’s will provided that an amount 
equal to the maximum allowable marital de-
duction would pass to T’s spouse with the 
residue of the estate passing to a trust estab-
lished for the benefit of skip persons. On Oc-
tober 23, 1986, the will is amended to provide 
that the marital share passing to T’s spouse 
shall be the lesser of the maximum allowable 
marital deduction or the minimum amount 
that will result in no estate tax liability for 

T’s estate. The amendment may increase the 
amount of a generation-skipping transfer. 
Therefore, any generation-skipping transfers 
under the will are subject to tax under chap-
ter 13. If it becomes apparent that the 
amendment does not increase the amount of 
a generation-skipping transfer, a claim for 
refund may be filed with respect to any gen-
eration-skipping transfer tax that was paid 
within the period set forth in section 6511. 
For example, it would become apparent that 
the amendment did not result in an increase 
in the residue if it is subsequently deter-
mined that the maximum marital deduction 
and the minimum amount that will result in 
no estate tax liability are equal in amount. 

Example 4. An amendment that increases a 
generation-skipping transfer causes complete 
loss of exempt status. T’s will provided for the 
creation of two trusts for the benefit of skip 
persons. On November 1, 1986, T executed a 
codicil to the will specifically increasing the 
amount of a generation-skipping transfer 
under the will. All transfers made pursuant 
to the will or either of the trusts created 
thereunder are precluded from qualifying 
under the transition rule of paragraph 
(b)(2)(i) of this section and are subject to tax 
under chapter 13. 

Example 5. Corrective action effective. As-
sume that T in Example 4 later executes a 
second codicil deleting the increase to the 
generation-skipping transfer. Because the 
provision increasing a generation-skipping 
transfer does not become effective, it is not 
considered an amendment to a will in exist-
ence on October 22, 1986. 

(B) Facts applicable to Examples 6 
through 8. T created a trust on Sep-
tember 30, 1985, in which T retained the 
power to revoke the transfer at any 
time prior to T’s death. The trust pro-
vided that, upon the death of T, the in-
come was to be paid to T’s spouse, W, 
for life and then to A, B, and C, the 
children of T’s sibling, S, in equal 
shares for life, with one-third of the 
principal to be distributed per stirpes 
to each child’s surviving issue upon the 
death of the child. The trustee has the 
power to make discretionary distribu-
tions of trust principal to T’s sibling, 
S. 

Example 6. Amendment that affects only a 
person who is not a skip person. A became dis-
abled, and T modified the trust on December 
1, 1986, to increase A’s share of the income. 
Since the amendment does not result in the 
creation of, or increase in the amount of, a 
generation-skipping transfer, transfers pur-
suant to the trust are not subject to chapter 
13. 

Example 7. Amendment that adds a skip per-
son. Assume that T amends the trust to add 
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T’s grandchild, D, as an income beneficiary. 
The trust will be subject to the provisions of 
chapter 13 because the amendment creates a 
generation-skipping transfer. 

Example 8. Refund of tax paid during interim 
period when effect of amendment is not deter-
minable. Assume that T amends the trust to 
provide that the issue of S are to take a one- 
fourth share of the principal per stirpes upon 
S’s death. Because the distribution to be 
made upon S’s death may involve skip per-
sons, the amendment is considered an 
amendment that creates or increases the 
amount of a generation-skipping transfer 
until a determination can be made. Accord-
ingly, any distributions from (or termi-
nations of interests in) such trust are subject 
to chapter 13 until it is determined that no 
skip person has been added to the trust. At 
that time, a claim for refund may be filed 
within the period set forth in section 6511 
with respect to any generation-skipping 
transfer tax that was paid. 

(3) Transition rule in the case of mental 
incompetency—(i) In general. If an indi-
vidual was under a mental disability to 
change the disposition of his or her 
property continuously from October 22, 
1986, until the date of his or her death, 
the provisions of chapter 13 do not 
apply to any generation-skipping 
transfer— 

(A) Under a trust (as defined in sec-
tion 2652(b)) to the extent such trust 
consists of property, or the proceeds of 
property, the value of which was in-
cluded in the gross estate of the indi-
vidual (other than property transferred 
by or on behalf of the individual during 
the individual’s life after October 22, 
1986); or 

(B) Which is a direct skip (other than 
a direct skip from a trust) that occurs 
by reason of the death of the indi-
vidual. 

(ii) Mental disability defined. For pur-
poses of this paragraph (b)(2), the term 
mental disability means mental incom-
petence to execute an instrument gov-
erning the disposition of the individ-
ual’s property, whether or not there 
was an adjudication of incompetence 
and regardless of whether there has 
been an appointment of a guardian, fi-
duciary, or other person charged with 
either the care of the individual or the 
care of the individual’s property. 

(iii)(A) Decedent who has not been ad-
judged mentally incompetent. If there has 
not been a court adjudication that the 
decedent was mentally incompetent on 

or before October 22, 1986, the executor 
must file, with Form 706, either— 

(1) A certification from a qualified 
physician stating that the decedent 
was— 

(i) Mentally incompetent at all times 
on and after October 22, 1986; and 

(ii) Did not regain competence to 
modify or revoke the terms of the trust 
or will prior to his or her death; or 

(2) Sufficient other evidence dem-
onstrating that the decedent was men-
tally incompetent at all times on and 
after October 22, 1986, as well as a 
statement explaining why no certifi-
cation is available from a physician; 
and 

(3) Any judgement or decree relating 
to the decedent’s incompetency that 
was made after October 22, 1986. 

(B) Such items in paragraphs 
(b)(3)(iii)(A)(1), (2), and (3) of this sec-
tion will be considered relevant, but 
not determinative, in establishing the 
decedent’s state of competency. 

(iv) Decedent who has been adjudged 
mentally incompetent. If the decedent 
has been adjudged mentally incom-
petent on or before October 22, 1986, a 
copy of the judgment or decree, and 
any modification thereof, must be filed 
with the Form 706. 

(v) Rule applies even if another person 
has power to change trust terms. In the 
case of a transfer from a trust, this 
paragraph (b)(3) applies even though a 
person charged with the care of the de-
cedent or the decedent’s property has 
the power to revoke or modify the 
terms of the trust, provided that the 
power is not exercised after October 22, 
1986, in a manner that creates, or in-
creases the amount of, a generation- 
skipping transfer. See paragraph 
(b)(2)(iv) of this section for rules con-
cerning amendments that create or in-
crease the amount of a generation- 
skipping transfer. 

(vi) Example. The following example 
illustrates the application of paragraph 
(b)(3)(v) of this section: 

Example. T was mentally incompetent on 
October 22, 1986, and remained so until death 
in 1993. Prior to becoming incompetent, T 
created a revocable generation-skipping 
trust that was includible in T’s gross estate. 
Prior to October 22, 1986, the appropriate 
court issued an order under which P, who 
was thereby charged with the care of T’s 
property, had the power to modify or revoke 
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the revocable trust. Although P exercised 
the power after October 22, 1986, and while T 
was incompetent, the power was not exer-
cised in a manner that created, or increased 
the amount of, a generation-skipping trans-
fer. Thus, the existence and exercise of P’s 
power did not cause the trust to lose its ex-
empt status under paragraph (b)(3) of this 
section. The result would be the same if the 
court order was issued after October 22, 1986. 

(4) Retention of trust’s exempt status in 
the case of modifications, etc.—(i) In gen-
eral. This paragraph (b)(4) provides 
rules for determining when a modifica-
tion, judicial construction, settlement 
agreement, or trustee action with re-
spect to a trust that is exempt from 
the generation-skipping transfer tax 
under paragraph (b)(1), (2), or (3) of this 
section (hereinafter referred to as an 
exempt trust) will not cause the trust 
to lose its exempt status. In general, 
unless specifically provided otherwise, 
the rules contained in this paragraph 
are applicable only for purposes of de-
termining whether an exempt trust re-
tains its exempt status for generation- 
skipping transfer tax purposes. Thus 
(unless specifically noted), the rules do 
not apply in determining, for example, 
whether the transaction results in a 
gift subject to gift tax, or may cause 
the trust to be included in the gross es-
tate of a beneficiary, or may result in 
the realization of gain for purposes of 
section 1001. 

(A) Discretionary powers. The distribu-
tion of trust principal from an exempt 
trust to a new trust or retention of 
trust principal in a continuing trust 
will not cause the new or continuing 
trust to be subject to the provisions of 
chapter 13, if— 

(1) Either— 
(i) The terms of the governing instru-

ment of the exempt trust authorize dis-
tributions to the new trust or the re-
tention of trust principal in a con-
tinuing trust, without the consent or 
approval of any beneficiary or court; or 

(ii) At the time the exempt trust be-
came irrevocable, state law authorized 
distributions to the new trust or reten-
tion of principal in the continuing 
trust, without the consent or approval 
of any beneficiary or court; and 

(2) The terms of the governing instru-
ment of the new or continuing trust do 
not extend the time for vesting of any 
beneficial interest in the trust in a 

manner that may postpone or suspend 
the vesting, absolute ownership, or 
power of alienation of an interest in 
property for a period, measured from 
the date the original trust became ir-
revocable, extending beyond any life in 
being at the date the original trust be-
came irrevocable plus a period of 21 
years, plus if necessary, a reasonable 
period of gestation. For purposes of 
this paragraph (b)(4)(i)(A), the exercise 
of a trustee’s distributive power that 
validly postpones or suspends the vest-
ing, absolute ownership, or power of 
alienation of an interest in property 
for a term of years that will not exceed 
90 years (measured from the date the 
original trust became irrevocable) will 
not be considered an exercise that 
postpones or suspends vesting, absolute 
ownership, or the power of alienation 
beyond the perpetuities period. If a dis-
tributive power is exercised by creating 
another power, it is deemed to be exer-
cised to whatever extent the second 
power may be exercised. 

(B) Settlement. A court-approved set-
tlement of a bona fide issue regarding 
the administration of the trust or the 
construction of terms of the governing 
instrument will not cause an exempt 
trust to be subject to the provisions of 
chapter 13, if— 

(1) The settlement is the product of 
arm’s length negotiations; and 

(2) The settlement is within the 
range of reasonable outcomes under 
the governing instrument and applica-
ble state law addressing the issues re-
solved by the settlement. A settlement 
that results in a compromise between 
the positions of the litigating parties 
and reflects the parties’ assessments of 
the relative strengths of their positions 
is a settlement that is within the range 
of reasonable outcomes. 

(C) Judicial construction. A judicial 
construction of a governing instrument 
to resolve an ambiguity in the terms of 
the instrument or to correct a scriv-
ener’s error will not cause an exempt 
trust to be subject to the provisions of 
chapter 13, if— 

(1) The judicial action involves a 
bona fide issue; and 

(2) The construction is consistent 
with applicable state law that would be 
applied by the highest court of the 
state. 
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(D) Other changes. (1) A modification 
of the governing instrument of an ex-
empt trust (including a trustee dis-
tribution, settlement, or construction 
that does not satisfy paragraph 
(b)(4)(i)(A), (B), or (C) of this section) 
by judicial reformation, or nonjudicial 
reformation that is valid under appli-
cable state law, will not cause an ex-
empt trust to be subject to the provi-
sions of chapter 13, if the modification 
does not shift a beneficial interest in 
the trust to any beneficiary who occu-
pies a lower generation (as defined in 
section 2651) than the person or persons 
who held the beneficial interest prior 
to the modification, and the modifica-
tion does not extend the time for vest-
ing of any beneficial interest in the 
trust beyond the period provided for in 
the original trust. 

(2) For purposes of this section, a 
modification of an exempt trust will 
result in a shift in beneficial interest 
to a lower generation beneficiary if the 
modification can result in either an in-
crease in the amount of a GST transfer 
or the creation of a new GST transfer. 
To determine whether a modification 
of an irrevocable trust will shift a ben-
eficial interest in a trust to a bene-
ficiary who occupies a lower genera-
tion, the effect of the instrument on 
the date of the modification is meas-
ured against the effect of the instru-
ment in existence immediately before 
the modification. If the effect of the 
modification cannot be immediately 
determined, it is deemed to shift a ben-
eficial interest in the trust to a bene-
ficiary who occupies a lower generation 
(as defined in section 2651) than the 
person or persons who held the bene-
ficial interest prior to the modifica-
tion. A modification that is adminis-
trative in nature that only indirectly 
increases the amount transferred (for 
example, by lowering administrative 
costs or income taxes) will not be con-
sidered to shift a beneficial interest in 
the trust. In addition, administration 
of a trust in conformance with applica-
ble local law that defines the term in-
come as a unitrust amount (or permits 
a right to income to be satisfied by 
such an amount) or that permits the 
trustee to adjust between principal and 
income to fulfill the trustee’s duty of 
impartiality between income and prin-

cipal beneficiaries will not be consid-
ered to shift a beneficial interest in the 
trust, if applicable local law provides 
for a reasonable apportionment be-
tween the income and remainder bene-
ficiaries of the total return of the trust 
and meets the requirements of 
§ 1.643(b)–1 of this chapter. 

(E) Examples. The following examples 
illustrate the application of this para-
graph (b)(4). In each example, assume 
that the trust established in 1980 was 
irrevocable for purposes of paragraph 
(b)(1)(ii) of this section and that there 
have been no additions to any trust 
after September 25, 1985. The examples 
are as follows: 

Example 1. Trustee’s power to distribute 
principal authorized under trust instrument. 
In 1980, Grantor established an irrevocable 
trust (Trust) for the benefit of Grantor’s 
child, A, A’s spouse, and A’s issue. At the 
time Trust was established, A had two chil-
dren, B and C. A corporate fiduciary was des-
ignated as trustee. Under the terms of Trust, 
the trustee has the discretion to distribute 
all or part of the trust income to one or 
more of the group consisting of A, A’s spouse 
or A’s issue. The trustee is also authorized to 
distribute all or part of the trust principal to 
one or more trusts for the benefit of A, A’s 
spouse, or A’s issue under terms specified by 
the trustee in the trustee’s discretion. Any 
trust established under Trust, however, must 
terminate 21 years after the death of the last 
child of A to die who was alive at the time 
Trust was executed. Trust will terminate on 
the death of A, at which time the remaining 
principal will be distributed to A’s issue, per 
stirpes. In 2002, the trustee distributes part 
of Trust’s principal to a new trust for the 
benefit of B and C and their issue. The new 
trust will terminate 21 years after the death 
of the survivor of B and C, at which time the 
trust principal will be distributed to the 
issue of B and C, per stirpes. The terms of 
the governing instrument of Trust authorize 
the trustee to make the distribution to a 
new trust without the consent or approval of 
any beneficiary or court. In addition, the 
terms of the governing instrument of the 
new trust do not extend the time for vesting 
of any beneficial interest in a manner that 
may postpone or suspend the vesting, abso-
lute ownership or power of alienation of an 
interest in property for a period, measured 
from the date of creation of Trust, extending 
beyond any life in being at the date of cre-
ation of Trust plus a period of 21 years, plus 
if necessary, a reasonable period of gesta-
tion. Therefore, neither Trust nor the new 
trust will be subject to the provisions of 
chapter 13 of the Internal Revenue Code. 
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Example 2. Trustee’s power to distribute 
principal pursuant to state statute. In 1980, 
Grantor established an irrevocable trust 
(Trust) for the benefit of Grantor’s child, A, 
A’s spouse, and A’s issue. At the time Trust 
was established, A had two children, B and C. 
A corporate fiduciary was designated as 
trustee. Under the terms of Trust, the trust-
ee has the discretion to distribute all or part 
of the trust income or principal to one or 
more of the group consisting of A, A’s spouse 
or A’s issue. Trust will terminate on the 
death of A, at which time, the trust principal 
will be distributed to A’s issue, per stirpes. 
Under a state statute enacted after 1980 that 
is applicable to Trust, a trustee who has the 
absolute discretion under the terms of a tes-
tamentary instrument or irrevocable inter 
vivos trust agreement to invade the prin-
cipal of a trust for the benefit of the income 
beneficiaries of the trust, may exercise the 
discretion by appointing so much or all of 
the principal of the trust in favor of a trust-
ee of a trust under an instrument other than 
that under which the power to invade is cre-
ated, or under the same instrument. The 
trustee may take the action either with con-
sent of all the persons interested in the trust 
but without prior court approval, or with 
court approval, upon notice to all of the par-
ties. The exercise of the discretion, however, 
must not reduce any fixed income interest of 
any income beneficiary of the trust and must 
be in favor of the beneficiaries of the trust. 
Under state law prior to the enactment of 
the state statute, the trustee did not have 
the authority to make distributions in trust. 
In 2002, the trustee distributes one-half of 
Trust’s principal to a new trust that provides 
for the payment of trust income to A for life 
and further provides that, at A’s death, one- 
half of the trust remainder will pass to B or 
B’s issue and one-half of the trust will pass 
to C or C’s issue. Because the state statute 
was enacted after Trust was created and re-
quires the consent of all of the parties, the 
transaction constitutes a modification of 
Trust. However, the modification does not 
shift any beneficial interest in Trust to a 
beneficiary or beneficiaries who occupy a 
lower generation than the person or persons 
who held the beneficial interest prior to the 
modification. In addition, the modification 
does not extend the time for vesting of any 
beneficial interest in Trust beyond the pe-
riod provided for in the original trust. The 
new trust will terminate at the same date 
provided under Trust. Therefore, neither 
Trust nor the new trust will be subject to the 
provisions of chapter 13 of the Internal Rev-
enue Code. 

Example 3. Construction of an ambiguous 
term in the instrument. In 1980, Grantor es-
tablished an irrevocable trust for the benefit 
of Grantor’s children, A and B, and their 
issue. The trust is to terminate on the death 
of the last to die of A and B, at which time 

the principal is to be distributed to their 
issue. However, the provision governing the 
termination of the trust is ambiguous re-
garding whether the trust principal is to be 
distributed per stirpes, only to the children 
of A and B, or per capita among the children, 
grandchildren, and more remote issue of A 
and B. In 2002, the trustee files a construc-
tion suit with the appropriate local court to 
resolve the ambiguity. The court issues an 
order construing the instrument to provide 
for per capita distributions to the children, 
grandchildren, and more remote issue of A 
and B living at the time the trust termi-
nates. The court’s construction resolves a 
bona fide issue regarding the proper interpre-
tation of the instrument and is consistent 
with applicable state law as it would be in-
terpreted by the highest court of the state. 
Therefore, the trust will not be subject to 
the provisions of chapter 13 of the Internal 
Revenue Code. 

Example 4. Change in trust situs. In 1980, 
Grantor, who was domiciled in State X, exe-
cuted an irrevocable trust for the benefit of 
Grantor’s issue, naming a State X bank as 
trustee. Under the terms of the trust, the 
trust is to terminate, in all events, no later 
than 21 years after the death of the last to 
die of certain designated individuals living 
at the time the trust was executed. The pro-
visions of the trust do not specify that any 
particular state law is to govern the admin-
istration and construction of the trust. In 
State X, the common law rule against per-
petuities applies to trusts. In 2002, a State Y 
bank is named as sole trustee. The effect of 
changing trustees is that the situs of the 
trust changes to State Y, and the laws of 
State Y govern the administration and con-
struction of the trust. State Y law contains 
no rule against perpetuities. In this case, 
however, in view of the terms of the trust in-
strument, the trust will terminate at the 
same time before and after the change in 
situs. Accordingly, the change in situs does 
not shift any beneficial interest in the trust 
to a beneficiary who occupies a lower genera-
tion (as defined in section 2651) than the per-
son or persons who held the beneficial inter-
est prior to the transfer. Furthermore, the 
change in situs does not extend the time for 
vesting of any beneficial interest in the trust 
beyond that provided for in the original 
trust. Therefore, the trust will not be subject 
to the provisions of chapter 13 of the Inter-
nal Revenue Code. If, in this example, as a 
result of the change in situs, State Y law 
governed such that the time for vesting was 
extended beyond the period prescribed under 
the terms of the original trust instrument, 
the trust would not retain exempt status. 

Example 5. Division of a trust. In 1980, 
Grantor established an irrevocable trust for 
the benefit of his two children, A and B, and 
their issue. Under the terms of the trust, the 
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trustee has the discretion to distribute in-
come and principal to A, B, and their issue in 
such amounts as the trustee deems appro-
priate. On the death of the last to die of A 
and B, the trust principal is to be distributed 
to the living issue of A and B, per stirpes. In 
2002, the appropriate local court approved 
the division of the trust into two equal 
trusts, one for the benefit of A and A’s issue 
and one for the benefit of B and B’s issue. 
The trust for A and A’s issue provides that 
the trustee has the discretion to distribute 
trust income and principal to A and A’s issue 
in such amounts as the trustee deems appro-
priate. On A’s death, the trust principal is to 
be distributed equally to A’s issue, per stir-
pes. If A dies with no living descendants, the 
principal will be added to the trust for B and 
B’s issue. The trust for B and B’s issue is 
identical (except for the beneficiaries), and 
terminates at B’s death at which time the 
trust principal is to be distributed equally to 
B’s issue, per stirpes. If B dies with no living 
descendants, principal will be added to the 
trust for A and A’s issue. The division of the 
trust into two trusts does not shift any bene-
ficial interest in the trust to a beneficiary 
who occupies a lower generation (as defined 
in section 2651) than the person or persons 
who held the beneficial interest prior to the 
division. In addition, the division does not 
extend the time for vesting of any beneficial 
interest in the trust beyond the period pro-
vided for in the original trust. Therefore, the 
two partitioned trusts resulting from the di-
vision will not be subject to the provisions of 
chapter 13 of the Internal Revenue Code. 

Example 6. Merger of two trusts. In 1980, 
Grantor established an irrevocable trust for 
Grantor’s child and the child’s issue. In 1983, 
Grantor’s spouse also established a separate 
irrevocable trust for the benefit of the same 
child and issue. The terms of the spouse’s 
trust and Grantor’s trust are identical. In 
2002, the appropriate local court approved 
the merger of the two trusts into one trust 
to save administrative costs and enhance the 
management of the investments. The merger 
of the two trusts does not shift any bene-
ficial interest in the trust to a beneficiary 
who occupies a lower generation (as defined 
in section 2651) than the person or persons 
who held the beneficial interest prior to the 
merger. In addition, the merger does not ex-
tend the time for vesting of any beneficial 
interest in the trust beyond the period pro-
vided for in the original trust. Therefore, the 
trust that resulted from the merger will not 
be subject to the provisions of chapter 13 of 
the Internal Revenue Code. 

Example 7. Modification that does not shift 
an interest to a lower generation. In 1980, 
Grantor established an irrevocable trust for 
the benefit of Grantor’s grandchildren, A, B, 
and C. The trust provides that income is to 
be paid to A, B, and C, in equal shares for 
life. The trust further provides that, upon 

the death of the first grandchild to die, one- 
third of the principal is to be distributed to 
that grandchild’s issue, per stirpes. Upon the 
death of the second grandchild to die, one- 
half of the remaining trust principal is to be 
distributed to that grandchild’s issue, per 
stirpes, and upon the death of the last grand-
child to die, the remaining principal is to be 
distributed to that grandchild’s issue, per 
stirpes. In 2002, A became disabled. Subse-
quently, the trustee, with the consent of B 
and C, petitioned the appropriate local court 
and the court approved a modification of the 
trust that increased A’s share of trust in-
come. The modification does not shift a ben-
eficial interest to a lower generation bene-
ficiary because the modification does not in-
crease the amount of a GST transfer under 
the original trust or create the possibility 
that new GST transfers not contemplated in 
the original trust may be made. In this case, 
the modification will increase the amount 
payable to A who is a member of the same 
generation as B and C. In addition, the modi-
fication does not extend the time for vesting 
of any beneficial interest in the trust beyond 
the period provided for in the original trust. 
Therefore, the trust as modified will not be 
subject to the provisions of chapter 13 of the 
Internal Revenue Code. However, the modi-
fication increasing A’s share of trust income 
is a transfer by B and C to A for Federal gift 
tax purposes. 

Example 8. Conversion of income interest 
into unitrust interest. In 1980, Grantor estab-
lished an irrevocable trust under the terms 
of which trust income is payable to A for life 
and, upon A’s death, the remainder is to pass 
to A’s issue, per stirpes. In 2002, the appro-
priate local court approves a modification to 
the trust that converts A’s income interest 
into the right to receive the greater of the 
entire income of the trust or a fixed percent-
age of the trust assets valued annually 
(unitrust interest) to be paid each year to A 
for life. The modification does not result in 
a shift in beneficial interest to a beneficiary 
who occupies a lower generation (as defined 
in section 2651) than the person or persons 
who held the beneficial interest prior to the 
modification. In this case, the modification 
can only operate to increase the amount dis-
tributable to A and decrease the amount dis-
tributable to A’s issue. In addition, the modi-
fication does not extend the time for vesting 
of any beneficial interest in the trust beyond 
the period provided for in the original trust. 
Therefore, the trust will not be subject to 
the provisions of chapter 13 of the Internal 
Revenue Code. 

Example 9. Allocation of capital gain to in-
come. In 1980, Grantor established an irrev-
ocable trust under the terms of which trust 
income is payable to Grantor’s child, A, for 
life, and upon A’s death, the remainder is to 
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pass to A’s issue, per stirpes. Under applica-
ble state law, unless the governing instru-
ment provides otherwise, capital gain is allo-
cated to principal. In 2002, the trust is modi-
fied to allow the trustee to allocate capital 
gain to the income. The modification does 
not shift any beneficial interest in the trust 
to a beneficiary who occupies a lower genera-
tion (as defined in section 2651) than the per-
son or persons who held the beneficial inter-
est prior to the modification. In this case, 
the modification can only have the effect of 
increasing the amount distributable to A, 
and decreasing the amount distributable to 
A’s issue. In addition, the modification does 
not extend the time for vesting of any bene-
ficial interest in the trust beyond the period 
provided for in the original trust. Therefore, 
the trust will not be subject to the provi-
sions of chapter 13 of the Internal Revenue 
Code. 

Example 10. Administrative change to 
terms of a trust. In 1980, Grantor executed an 
irrevocable trust for the benefit of Grantor’s 
issue, naming a bank and five other individ-
uals as trustees. In 2002, the appropriate 
local court approves a modification of the 
trust that decreases the number of trustees 
which results in lower administrative costs. 
The modification pertains to the administra-
tion of the trust and does not shift a bene-
ficial interest in the trust to any beneficiary 
who occupies a lower generation (as defined 
in section 2651) than the person or persons 
who held the beneficial interest prior to the 
modification. In addition, the modification 
does not extend the time for vesting of any 
beneficial interest in the trust beyond the 
period provided for in the original trust. 
Therefore, the trust will not be subject to 
the provisions of chapter 13 of the Internal 
Revenue Code. 

Example 11. Conversion of income interest to 
unitrust interest under state statute. In 1980, 
Grantor, a resident of State X, established 
an irrevocable trust for the benefit of 
Grantor’s child, A, and A’s issue. The trust 
provides that trust income is payable to A 
for life and upon A’s death the remainder is 
to pass to A’s issue, per stirpes. In 2002, State 
X amends its income and principal statute to 
define income as a unitrust amount of 4% of 
the fair market value of the trust assets val-
ued annually. For a trust established prior 
to 2002, the statute provides that the new 
definition of income will apply only if all the 
beneficiaries who have an interest in the 
trust consent to the change within two years 
after the effective date of the statute. The 
statute provides specific procedures to estab-
lish the consent of the beneficiaries. A and 
A’s issue consent to the change in the defini-
tion of income within the time period, and in 
accordance with the procedures, prescribed 
by the state statute. The administration of 
the trust, in accordance with the state stat-

ute defining income to be a 4% unitrust 
amount, will not be considered to shift any 
beneficial interest in the trust. Therefore, 
the trust will not be subject to the provi-
sions of chapter 13 of the Internal Revenue 
Code. Further, under these facts, no trust 
beneficiary will be treated as having made a 
gift for federal gift tax purposes, and neither 
the trust nor any trust beneficiary will be 
treated as having made a taxable exchange 
for federal income tax purposes. Similarly, 
the conclusions in this example would be the 
same if the beneficiaries’ consent was not re-
quired, or, if the change in administration of 
the trust occurred because the situs of the 
trust was changed to State X from a state 
whose statute does not define income as a 
unitrust amount or if the situs was changed 
to such a state from State X. 

Example 12. Equitable adjustments under 
state statute. The facts are the same as in Ex-
ample 11, except that in 2002, State X amends 
its income and principal statute to permit 
the trustee to make adjustments between in-
come and principal when the trustee invests 
and manages the trust assets under the 
state’s prudent investor standard, the trust 
describes the amount that shall or must be 
distributed to a beneficiary by referring to 
the trust’s income, and the trustee after ap-
plying the state statutory rules regarding al-
location of receipts between income and 
principal is unable to administer the trust 
impartially. The provision permitting the 
trustees to make these adjustments is effec-
tive in 2002 for trusts created at any time. 
The trustee invests and manages the trust 
assets under the state’s prudent investor 
standard, and pursuant to authorization in 
the state statute, the trustee allocates re-
ceipts between the income and principal ac-
counts in a manner to ensure the impartial 
administration of the trust. The administra-
tion of the trust in accordance with the state 
statute will not be considered to shift any 
beneficial interest in the trust. Therefore, 
the trust will not be subject to the provi-
sions of chapter 13 of the Internal Revenue 
Code. Further, under these facts, no trust 
beneficiary will be treated as having made a 
gift for federal gift tax purposes, and neither 
the trust nor any trust beneficiary will be 
treated as having made a taxable exchange 
for federal income tax purposes. Similarly, 
the conclusions in this example would be the 
same if the change in administration of the 
trust occurred because the situs of the trust 
was changed to State X from a state whose 
statute does not authorize the trustee to 
make adjustments between income and prin-
cipal or if the situs was changed to such a 
state from State X. 

(ii) Effective dates. The rules in this 
paragraph (b)(4) are generally applica-
ble on and after December 20, 2000. 
However, the rule in the last sentence 
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of paragraph (b)(4)(i)(D)(2) of this sec-
tion and Example 11 and Example 12 in 
paragraph (b)(4)(i)(E) of this section re-
garding the administration of a trust 
and the determination of income in 
conformance with applicable state law 
applies to trusts for taxable years end-
ing after January 2, 2004. 

(5) Exceptions to additions rule—(i) In 
general. Any addition to a trust made 
pursuant to an instrument or arrange-
ment covered by the transition rules in 
paragraph (b) (1), (2) or (3) of this sec-
tion is not treated as an addition for 
purposes of this section. Moreover, any 
property transferred inter vivos to a 
trust is not treated as an addition if 
the same property would have been 
added to the trust pursuant to an in-
strument covered by the transition 
rules in paragraph (b) (2) or (3) of this 
section. 

(ii) Examples. The following examples 
illustrate the application of paragraph 
(b)(4)(i) of this section: 

Example 1. Addition pursuant to terms of ex-
empt instrument. On December 31, 1980, T cre-
ated an irrevocable trust having a principal 
of $100,000. Under the terms of the trust, the 
principal was to be held for the benefit of T’s 
grandchild, GC. Pursuant to the terms of T’s 
will, a document entitled to relief under the 
transition rule of paragraph (b)(2) of this sec-
tion, the residue of the estate was paid to 
the trust. Because the addition to the trust 
was paid pursuant to the terms of an instru-
ment (T’s will) that is not subject to the pro-
visions of chapter 13 because of paragraph 
(b)(2) of this section, the payment to the 
trust is not considered an addition to the 
principal of the trust. Thus, distributions to 
or for the benefit of GC, are not subject to 
the provisions of chapter 13. 

Example 2. Property transferred inter vivos 
that would have been transferred to the same 
trust by the transferor’s will. T is the grantor 
of a trust that was irrevocable on September 
25, 1985. T’s will, which was executed before 
October 22, 1986, and not amended thereafter, 
provides that, upon T’s death, the entire es-
tate will pour over into T’s trust. On October 
1, 1985, T transfers $100,000 to the trust. 
While T’s will otherwise qualifies for relief 
under the transition rule in paragraph (b)(2) 
of this section, the transition rule is not ap-
plicable unless T dies prior to January 1, 
1987. Thus, if T dies after December 31, 1986, 
the transfer is treated as an addition to the 
trust for purposes of any distribution made 
from the trust after the transfer to the trust 
on October 1, 1985. If T dies before January 1, 
1987, the entire trust (as well as any distribu-
tions from or terminations of interests in 

the trust prior to T’s death) is exempt, under 
paragraph (b)(2) of this section, from chapter 
13 because the $100,000 would have been added 
to the trust under a will that would have 
qualified under paragraph (b)(2) of this sec-
tion. In either case, for any generation-skip-
ping transfers made after the transfer to the 
trust on October 1, 1985, but before T’s death, 
the $100,000 is treated as an addition to the 
trust and a proportionate amount of the 
trust is subject to chapter 13. 

Example 3. Pour over to a revocable trust. T 
and S are the settlors of separate revocable 
trusts with equal values. Both trusts were 
established for the benefit of skip persons (as 
defined in section 2613). S dies on December 
1, 1985, and under the provisions of S’s trust, 
the principal pours over into T’s trust. If T 
dies before January 1, 1987, the entire trust is 
excluded under paragraph (b)(2) of this sec-
tion from the operation of chapter 13. If T 
dies after December 31, 1986, the entire trust 
is subject to the generation-skipping trans-
fer tax provisions because T’s trust is not a 
trust described in paragraph (b)(1) or (2) of 
this section. In the latter case, the fact that 
S died before January 1, 1987, is irrelevant 
because the principal of S’s trust was added 
to a trust that never qualified under the 
transition rules of paragraph (b)(1) or (2) of 
this section. 

Example 4. Pour over to exempt trust. Assume 
the same facts as in Example 3, except upon 
the death of S on December 1, 1985, S’s trust 
continues as an irrevocable trust and that 
the principal of T’s trust is to be paid over 
upon T’s death to S’s trust. Again, if T dies 
before January 1, 1987, S’s entire trust falls 
within the provisions of paragraph (b)(2) of 
this section. However, if T dies after Decem-
ber 31, 1986, the pour-over is considered an 
addition to the trust. Therefore, S’s trust is 
not a trust excluded under paragraph (b)(2) 
of this section because an addition is made 
to the trust. 

Example 5. Lapse of a general power of ap-
pointment. S, the spouse of the settlor of an 
irrevocable trust that was created in 1980, 
had, on September 25, 1985, a general power 
of appointment over the trust assets. The 
trust provides that should S fail to exercise 
the power of appointment the property is to 
remain in the trust. On October 21, 1986, S 
executed a will under which S failed to exer-
cise the power of appointment. If S dies be-
fore January 1, 1987, without having exer-
cised the power in a manner which results in 
the creation of, or increase in the amount of, 
a generation-skipping transfer (or amended 
the will in a manner that results in the cre-
ation of, or increase in the amount of, a gen-
eration-skipping transfer), transfers pursu-
ant to the trust or the will are not subject to 
chapter 13 because the trust is an irrevocable 
trust and the will qualifies under paragraph 
(b)(2) of this section. 
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Example 6. Lapse of general power of appoint-
ment held by intestate decedent. Assume the 
same facts as in Example 5, except on October 
22, 1986, S did not have a will and that S dies 
after that date. Upon S’s death, or upon the 
prior exercise or release of the power, the 
value of the entire trust is treated as having 
been distributed to S, and S is treated as 
having made an addition to the trust in the 
amount of the entire principal. Any distribu-
tion or termination pursuant to the trust oc-
curring after S’s death is subject to chapter 
13. It is immaterial whether S’s death occurs 
before January 1, 1987, since paragraph (b)(2) 
of this section is only applicable where a will 
or revocable trust was executed before Octo-
ber 22, 1986. 

(c) Additional effective dates. Except as 
otherwise provided, the regulations 
under §§ 26.2611–1, 26.2612–1, 26.2613–1, 
26.2632–1, 26.2641–1, 26.2642–1, 26.2642–2, 
26.2642–3, 26.2642–4, 26.2642–5, 26.2652–1, 
26.2652–2, 26.2653–1, 26.2654–1, 26.2663–1, 
and 26.2663–2 are effective with respect 
to generation-skipping transfers as de-
fined in § 26.2611–1 made on or after De-
cember 27, 1995. However, taxpayers 
may, at their option, rely on these reg-
ulations in the case of generation-skip-
ping transfers made, and trusts that 
became irrevocable, after December 23, 
1992, and before December 27, 1995. The 
last four sentences in paragraph 
(b)(1)(i) of this section are applicable 
on and after November 18, 1999. 

[T.D. 8644, 60 FR 66903, Dec. 27, 1995; 61 FR 
29653, June 12, 1996, as amended at 61 FR 
43656, Aug. 26, 1996; T.D. 8912, 65 FR 79738, 
Dec. 20, 2000; 66 FR 11108, Feb. 22, 2001; 66 FR 
12834, Feb. 28, 2001; T.D. 9102, 69 FR 21, Jan. 
2, 2004] 

§ 26.2611–1 Generation-skipping trans-
fer defined. 

A generation-skipping transfer (GST) 
is an event that is either a direct skip, 
a taxable distribution, or a taxable ter-
mination. See § 26.2612–1 for the defini-
tion of these terms. The determination 
as to whether an event is a GST is 
made by reference to the most recent 
transfer subject to the estate or gift 
tax. See § 26.2652–1(a)(2) for determining 
whether a transfer is subject to Federal 
estate or gift tax. 

§ 26.2612–1 Definitions. 
(a) Direct skip—(1) In general. A direct 

skip is a transfer to a skip person that 
is subject to Federal estate or gift tax. 
If property is transferred to a trust, the 

transfer is a direct skip only if the 
trust is a skip person. Only one direct 
skip occurs when a single transfer of 
property skips two or more genera-
tions. See paragraph (d) of this section 
for the definition of skip person. See 
§ 26.2652–1(b) for the definition of trust. 
See § 26.2632–1(c)(4) for the time that a 
direct skip occurs if the transferred 
property is subject to an estate tax in-
clusion period. 

(2) Special rule for certain lineal de-
scendants—(i) In general. Solely for the 
purpose of determining whether a 
transfer to or for the benefit of a lineal 
descendant of the transferor, the trans-
feror’s spouse, or a former spouse of 
the transferor is a direct skip, the gen-
eration assignment of the descendant 
is determined by disregarding the gen-
eration of a predeceased individual who 
was both an ancestor of the descendant 
and a lineal descendant of the trans-
feror, the transferor’s spouse, or a 
former spouse of the transferor (a pre-
deceased child). If a transfer to a trust 
would be a direct skip but for this 
paragraph, any generation assignment 
determined under this paragraph con-
tinues to apply in determining whether 
any subsequent distribution from (or 
termination of an interest in) the por-
tion of the trust attributable to that 
transfer is a GST. A living descendant 
who dies no later than 90 days after the 
subject transfer is treated as having 
predeceased the transferor to the ex-
tent that either the governing instru-
ment or applicable local law provides 
that such individual shall be treated as 
predeceasing the transferor. Except as 
provided in this paragraph (a)(2), a liv-
ing descendant is not treated as a pre-
deceased child solely by reason of ap-
plicable local law; e.g., an individual is 
not treated as a predeceased child sole-
ly because state law treats an indi-
vidual executing a disclaimer as having 
predeceased the transferor of the dis-
claimed property. See § 26.2652–1(a)(1) 
for the definition of transferor. See 
paragraph (e) of this section for the 
definition of interest in trust. 

(ii) Special rule. If a transferor makes 
an addition to an existing trust after 
the death of an individual described in 
paragraph (a)(2)(i) of this section (so 
that the lineal descendant would be as-
signed to a higher generation by reason 
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of that death), the additional property 
is treated as being held in a separate 
trust for purposes of chapter 13 and the 
provisions of § 26.2654–1(a)(2) apply as if 
the portions of the single trust had sep-
arate transferors. Subsequent additions 
are treated as additions to the appro-
priate portion of the single trust. 

(b) Taxable termination—(1) In general. 
Except as otherwise provided in this 
paragraph (b), a taxable termination is 
a termination (occurring for any rea-
son) of an interest in trust unless— 

(i) A transfer subject to Federal es-
tate or gift tax occurs with respect to 
the property held in the trust at the 
time of the termination; 

(ii) Immediately after the termi-
nation, a person who is not a skip per-
son has an interest in the trust; or 

(iii) At no time after the termination 
may a distribution, other than a dis-
tribution the probability of which oc-
curring is so remote as to be negligible 
(including a distribution at the termi-
nation of the trust) be made from the 
trust to a skip person. For this pur-
pose, the probability that a distribu-
tion will occur is so remote as to be 
negligible only if it can be ascertained 
by actuarial standards that there is 
less than a 5 percent probability that 
the distribution will occur. 

(2) Partial termination. If a distribu-
tion of a portion of trust property is 
made to a skip person by reason of a 
termination occurring on the death of 
a lineal descendant of the transferor, 
the termination is a taxable termi-
nation with respect to the distributed 
property. 

(3) Simultaneous terminations. A simul-
taneous termination of two or more in-
terests creates only one taxable termi-
nation. 

(c) Taxable distribution—(1) In general. 
A taxable distribution is a distribution 
of income or principal from a trust to 
a skip person unless the distribution is 
a taxable termination or a direct skip. 
If any portion of GST tax (including 
penalties and interest thereon) imposed 
on a distributee is paid from the dis-
tributing trust, the payment is an ad-
ditional taxable distribution to the dis-
tributee. For purposes of chapter 13, 
the additional distribution is treated 
as having been made on the last day of 
the calendar year in which the original 

taxable distribution is made. If Federal 
estate or gift tax is imposed on any in-
dividual with respect to an interest in 
property held by a trust, the interest in 
property is treated as having been dis-
tributed to the individual to the extent 
that the value of the interest is subject 
to Federal estate or gift tax. See 
§ 26.2652–1(a)(6) Example 5, regarding the 
treatment of the lapse of a power of ap-
pointment as a transfer to a trust. 

(2) Look-through rule not to apply. 
Solely for purposes of determining 
whether any transfer from a trust to 
another trust is a taxable distribution, 
the rules of section 2651(e)(2) do not 
apply. If the transferring trust and the 
recipient trust have the same trans-
feror, see § 26.2642–4(a) (1) and (2) for 
rules for recomputing the applicable 
fraction of the recipient trust. 

(d) Skip person. A skip person is— 
(1) An individual assigned to a gen-

eration more than one generation 
below that of the transferor (deter-
mined under the rules of section 2651); 
or 

(2) A trust if— 
(i) All interests in the trust are held 

by skip persons; or 
(ii) No person holds an interest in the 

trust and no distributions, other than a 
distribution the probability of which 
occurring is so remote as to be neg-
ligible (including distributions at the 
termination of the trust), may be made 
after the transfer to a person other 
than a skip person. For this purpose, 
the probability that a distribution will 
occur is so remote as to be negligible 
only if it can be ascertained by actu-
arial standards that there is less than a 
5 percent probability that the distribu-
tion will occur. 

(e) Interest in trust—(1) In general. An 
interest in trust is an interest in prop-
erty held in trust as defined in section 
2652(c) and these regulations. An inter-
est in trust exists if a person— 

(i) Has a present right to receive 
trust principal or income; 

(ii) Is a permissible current recipient 
of trust principal or income and is not 
described in section 2055(a); or 

(iii) Is described in section 2055(a) 
and the trust is a charitable remainder 
annuity trust or unitrust (as defined in 
section 664(d)) or a pooled income fund 
(as defined in section 642(c)(5)). 
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(2) Exceptions—(i) Support obligations. 
In general, an individual has a present 
right to receive trust income or prin-
cipal if trust income or principal may 
be used to satisfy the individual’s sup-
port obligations. However, an indi-
vidual does not have an interest in a 
trust merely because a support obliga-
tion of that individual may be satisfied 
by a distribution that is either within 
the discretion of a fiduciary or pursu-
ant to provisions of local law substan-
tially equivalent to the Uniform Gifts 
(Transfers) to Minors Act. 

(ii) Certain interests disregarded. An 
interest which is used primarily to 
postpone or avoid the GST tax is dis-
regarded for purposes of chapter 13. An 
interest is considered as used primarily 
to postpone or avoid the GST tax if a 
significant purpose for the creation of 
the interest is to postpone or avoid the 
tax. 

(3) Disclaimers. An interest does not 
exist to the extent it is disclaimed pur-
suant to a disclaimer that constitutes 
a qualified disclaimer under section 
2518. 

(f) Examples. The following examples 
illustrate the provisions of this sec-
tion. Unless stated otherwise, para-
graph (a)(2) of this section, which as-
signs descendants to a higher genera-
tion when there is a predeceased ances-
tor, does not apply. 

Example 1. Direct skip. T gratuitously con-
veys Blackacre to T’s grandchild. Because 
the transfer is a transfer to a skip person of 
property subject to Federal gift tax, it is a 
direct skip. 

Example 2. Direct skip of more than one gen-
eration. T gratuitously conveys Blackacre to 
T’s great-grandchild. The transfer is a direct 
skip. Only one GST tax is imposed on the di-
rect skip although two generations are 
skipped by the transfer. 

Example 3. Withdrawal power in trust. T 
transfers $50,000 to a new trust providing 
that trust income is to be paid to T’s child, 
C, for life and, on C’s death, the trust prin-
cipal is to be paid to T’s descendants. Under 
the terms of the trust, T grants four grand-
children the right to withdraw $10,000 from 
the trust for a 60 day period following the 
transfer. Since C, who is not a skip person, 
has an interest in the trust, the trust is not 
a skip person. T’s transfer to the trust is not 
a direct skip. 

Example 4. Taxable termination. T estab-
lishes an irrevocable trust under which the 
income is to be paid to T’s child, C, for life. 
On the death of C, the trust principal is to be 

paid to T’s grandchild, GC. Since C has an in-
terest in the trust, the trust is not a skip 
person and the transfer to the trust is not a 
direct skip. If C dies survived by GC, a tax-
able termination occurs at C’s death because 
C’s interest in the trust terminates and 
thereafter the trust property is held by a 
skip person who occupies a lower generation 
than C. 

Example 5. Direct skip of property held in 
trust. T establishes a testamentary trust 
under which the income is to be paid to T’s 
surviving spouse, S, for life and the remain-
der is to be paid to a grandchild of T and S. 
T’s executor elects to treat the trust as 
qualified terminable interest property under 
section 2056(b)(7). The transfer to the trust is 
not a direct skip because S, a person who is 
not a skip person, holds a present right to re-
ceive income from the trust. Upon S’s death, 
the trust property is included in S’s gross es-
tate under section 2044 and passes directly to 
a skip person. The GST occurring at that 
time is a direct skip because it is a transfer 
subject to chapter 11. The fact that the in-
terest created by T is terminated at S’s 
death is immaterial because S becomes the 
transferor at the time of the transfer subject 
to chapter 11. 

Example 6. Predeceased ancestor exception. T 
establishes an irrevocable trust providing 
that trust income is to be paid to T’s grand-
child, GC, for 5 years. At the end of the 5- 
year period, the trust is to terminate and the 
principal is to be distributed to GC. T’s 
child, C, a parent of GC, is deceased at the 
time T establishes the trust. Therefore, GC 
is treated as a child of T rather than as a 
grandchild. As a result, GC is not a skip per-
son, and the initial transfer to the trust is 
not a direct skip. Similarly, distributions to 
GC during the term of the trust and at the 
termination of the trust will not be GSTs. 

Example 7. Predeceased ancestor exception 
not applicable. The facts are the same as in 
Example 6, except the trust income is to be 
paid to T’s spouse, S, during the first two 
years of the trust. Since S has an interest in 
the trust, the trust is not a skip person and 
the transfer by T is not a direct skip. Since 
the transfer is not a direct skip, the pre-
deceased ancestor rule does not apply and GC 
is not treated as the child of T. A taxable 
termination occurs at the expiration of S’s 
interest. 

Example 8. Taxable termination. T estab-
lishes an irrevocable trust for the benefit of 
T’s child, C, T’s grandchild, GC, and T’s 
great-grandchild, GGC. Under the terms of 
the trust, income and principal may be dis-
tributed to any or all of the living bene-
ficiaries at the discretion of the trustee. 
Upon the death of the second beneficiary to 
die, the trust principal is to be paid to the 
survivor. C dies first. A taxable termination 
occurs at that time because, immediately 
after C’s interest terminates, all interests in 

VerDate Aug<04>2004 11:29 Apr 28, 2005 Jkt 205096 PO 00000 Frm 00715 Fmt 8010 Sfmt 8010 Y:\SGML\205096.XXX 205096



706 

26 CFR Ch. I (4–1–05 Edition) § 26.2613–1 

the trust are held by skip persons (GC and 
GGC). 

Example 9. Taxable termination resulting from 
distribution. The facts are the same as in Ex-
ample 8, except twenty years after C’s death 
the trustee exercises its discretionary power 
and distributes the entire principal to GGC. 
The distribution results in a taxable termi-
nation because GC’s interest in the trust ter-
minates as a result of the distribution of the 
entire trust property to GGC, a skip person. 
The result would be the same if the trustee 
retained sufficient funds to pay the GST tax 
due by reason of the taxable termination, as 
well as any expenses of winding up the trust. 

Example 10. Simultaneous termination of in-
terests of more than one beneficiary. T estab-
lishes an irrevocable trust for the benefit of 
T’s child, C, T’s grandchild, GC, and T’s 
great-grandchild, GGC. Under the terms of 
the trust, income and principal may be dis-
tributed to any or all of the living bene-
ficiaries at the discretion of the trustee. 
Upon the death of C, the trust property is to 
be distributed to GGC if then living. If C is 
survived by both GC and GGC, both C’s and 
GC’s interests in the trust will terminate on 
C’s death. However, because both interests 
will terminate at the same time and as a re-
sult of one event, only one taxable termi-
nation occurs. 

Example 11. Partial taxable termination. T 
creates an irrevocable trust providing that 
trust income is to be paid to T’s children, A 
and B, in such proportions as the trustee de-
termines for their joint lives. On the death of 
the first child to die, one-half of the trust 
principal is to be paid to T’s then living 
grandchildren. The balance of the trust prin-
cipal is to be paid to T’s grandchildren on 
the death of the survivor of A and B. If A 
predeceases B, the distribution occurring on 
the termination of A’s interest in the trust is 
a taxable termination and not a taxable dis-
tribution. It is a taxable termination be-
cause the distribution is a distribution of a 
portion of the trust that occurs as a result of 
the death of A, a lineal descendant of T. It is 
immaterial that a portion of the trust con-
tinues and that B, a person other than a skip 
person, thereafter holds an interest in the 
trust. 

Example 12. Taxable distribution. T estab-
lishes an irrevocable trust under which the 
trust income is payable to T’s child, C, for 
life. When T’s grandchild, GC, attains 35 
years of age, GC is to receive one-half of the 
principal. The remaining one-half of the 
principal is to be distributed to GC on C’s 
death. Assume that C survives until GC at-
tains age 35. When the trustee distributes 
one-half of the principal to GC on GC’s 35th 
birthday, the distribution is a taxable dis-
tribution because it is a distribution to a 
skip person and is neither a taxable termi-
nation nor a direct skip. 

Example 13. Exercise of withdrawal right as 
taxable distribution. The facts are the same as 
in Example 12, except GC holds a continuing 
right to withdraw trust principal and after 
one year GC withdraws $10,000. The with-
drawal by GC is not a taxable termination 
because the withdrawal does not terminate 
C’s interest in the trust. The withdrawal by 
GC is a taxable distribution to GC. 

Example 14. Interest in trust. T establishes 
an irrevocable trust under which the income 
is to be paid to T’s child, C, for life. On the 
death of C, the trust principal is to be paid 
to T’s grandchild, GC. Because C has a 
present right to receive income from the 
trust, C has an interest in the trust. Because 
GC cannot currently receive distributions 
from the trust, GC does not have an interest 
in the trust. 

Example 15. Support obligation. T establishes 
an irrevocable trust for the benefit of T’s 
grandchild, GC. The trustee has discretion to 
distribute property for GC’s support without 
regard to the duty or ability of GC’s parent, 
C, to support GC. Because GC is a permis-
sible current recipient of trust property, GC 
has an interest in the trust. C does not have 
an interest in the trust because the potential 
use of the trust property to satisfy C’s sup-
port obligation is within the discretion of a 
fiduciary. C would be treated as having an 
interest in the trust if the trustee was re-
quired to distribute trust property for GC’s 
support. 

[T.D. 8644, 60 FR 66903, Dec. 27, 1995; 61 FR 
29653, June 12, 1996] 

§ 26.2613–1 Skip person. 
For the definition of skip person see 

§ 26.2612–1(d). 

§ 26.2632–1 Allocation of GST exemp-
tion. 

(a) General rule. Except as otherwise 
provided in this section, an individual 
or the individual’s executor may allo-
cate the individual’s $1 million GST ex-
emption at any time from the date of 
the transfer through the date for filing 
the individual’s Federal estate tax re-
turn (including any extensions for fil-
ing that have been actually granted). If 
no estate tax return is required to be 
filed, the GST exemption may be allo-
cated at any time through the date a 
Federal estate tax return would be due 
if a return were required to be filed (in-
cluding any extensions actually grant-
ed). If property is held in trust, the al-
location of GST exemption is made to 
the entire trust rather than to specific 
trust assets. If a transfer is a direct 
skip to a trust, the allocation of GST 
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exemption to the transferred property 
is also treated as an allocation of GST 
exemption to the trust for purposes of 
future GSTs with respect to the trust 
by the same transferor. 

(b) Lifetime allocations—(1) Automatic 
allocation to direct skips—(i) In general. 
If a direct skip occurs during the trans-
feror’s lifetime, the transferor’s GST 
exemption not previously allocated 
(unused GST exemption) is automati-
cally allocated to the transferred prop-
erty (but not in excess of the fair mar-
ket value of the property on the date of 
the transfer). The transferor may pre-
vent the automatic allocation of GST 
exemption by describing on a timely- 
filed United States Gift (and Genera-
tion-Skipping Transfer) Tax Return 
(Form 709) the transfer and the extent 
to which the automatic allocation is 
not to apply. In addition, a timely-filed 
Form 709 accompanied by payment of 
the GST tax (as shown on the return 
with respect to the direct skip) is suffi-
cient to prevent an automatic alloca-
tion of GST exemption with respect to 
the transferred property. See para-
graph (c)(4) of this section for special 
rules in the case of direct skips treated 
as occurring at the termination of an 
estate tax inclusion period. 

(ii) Time for filing Form 709. A Form 
709 is timely filed if it is filed on or be-
fore the date required for reporting the 
transfer if it were a taxable gift (i.e., 
the date prescribed by section 6075(b), 
including any extensions to file actu-
ally granted (the due date)). Except as 
provided in paragraph (b)(1)(iii) of this 
section, the automatic allocation of 
GST exemption (or the election to pre-
vent the allocation, if made) is irrev-
ocable after the due date. An auto-
matic allocation of GST exemption is 
effective as of the date of the transfer 
to which it relates. Except as provided 
above, a Form 709 need not be filed to 
report an automatic allocation. 

(iii) Transitional rule. An election to 
prevent an automatic allocation of 
GST exemption filed on or before Janu-
ary 26, 1996, becomes irrevocable on 
July 24, 1996. 

(2) Allocation to other transfers—(i) In 
general. An allocation of GST exemp-
tion to property transferred during the 
transferor’s lifetime, other than in a 
direct skip, is made on Form 709. The 

allocation must clearly identify the 
trust to which the allocation is being 
made, the amount of GST exemption 
allocated to it, and if the allocation is 
late or if an inclusion ratio greater 
than zero is claimed, the value of the 
trust assets at the effective date of the 
allocation. See paragraph (b)(2)(ii) of 
this section. The allocation should also 
state the inclusion ratio of the trust 
after the allocation. Except as other-
wise provided in this paragraph, an al-
location of GST exemption may be 
made by a formula; e.g., the allocation 
may be expressed in terms of the 
amount necessary to produce an inclu-
sion ratio of zero. However, formula al-
locations made with respect to chari-
table lead annuity trusts are not valid 
except to the extent they are depend-
ent on values as finally determined for 
Federal estate or gift tax purposes. 
With respect to a timely allocation, an 
allocation of GST exemption becomes 
irrevocable after the due date of the re-
turn. Except as provided in § 26.2642–3 
(relating to charitable lead annuity 
trusts), an allocation of GST exemp-
tion to a trust is void to the extent the 
amount allocated exceeds the amount 
necessary to obtain an inclusion ratio 
of zero with respect to the trust. See 
§ 26.2642–1 for the definition of inclusion 
ratio. An allocation is also void if the 
allocation is made with respect to a 
trust that has no GST potential with 
respect to the transferor making the 
allocation, at the time of the alloca-
tion. For this purpose, a trust has GST 
potential even if the possibility of a 
GST is so remote as to be negligible. 

(ii) Effective date of allocation—(A) In 
general. (1) Except as otherwise pro-
vided, an allocation of GST exemption 
is effective as of the date of any trans-
fer as to which the Form 709 on which 
it is made is a timely filed return (a 
timely allocation). If more than one 
timely allocation is made, the earlier 
allocation is modified only if the later 
allocation clearly identifies the trans-
fer and the nature and extent of the 
modification. Except as provided in 
paragraph (d)(1) of this section, an allo-
cation to a trust made on a Form 709 
filed after the due date for reporting a 
transfer to the trust (a late allocation) 
is effective on the date the Form 709 is 
filed and is deemed to precede in point 
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of time any taxable event occurring on 
such date. For purposes of this para-
graph (b)(2)(ii), the Form 709 is deemed 
filed on the date it is postmarked to 
the Internal Revenue Service Center. 
See § 26.2642–2 regarding the effect of a 
late allocation in determining the in-
clusion ratio, etc. See paragraph (c)(1) 
of this section regarding allocation of 
GST exemption to property subject to 
an estate tax inclusion period. If it is 
unclear whether an allocation of GST 
exemption on a Form 709 is a late or a 
timely allocation to a trust, the alloca-
tion is effective in the following 
order— 

(i) To any transfer to the trust dis-
closed on the return as to which the re-
turn is a timely return; 

(ii) As a late allocation; and 
(iii) To any transfer to the trust not 

disclosed on the return as to which the 
return would be a timely return. 

(2) A late allocation to a trust may 
be made on a Form 709 that is timely 
filed with respect to another transfer. 
A late allocation is irrevocable when 
made. 

(B) Amount of allocation. If other 
transfers exist with respect to which 
GST exemption could be allocated 
under paragraphs (b)(2)(ii)(A)(1) (ii) and 
(iii), any GST exemption allocated 
under paragraph (b)(2)(ii)(A)(1)(i) of 
this section is allocated in an amount 
equal to the value of the transferred 
property as reported on the Form 709. 
Thus, if the GST exemption allocated 
on the Form 709 exceeds the value of 
the transfers reported on that return 
that have generation-skipping poten-
tial, the initial allocation under para-
graph (b)(2)(ii)(A)(1)(i) of this section is 
in the amount of the value of those 
transfers as reported on that return. 
Any remaining amount of GST exemp-
tion allocated on that return is then 
allocated pursuant to paragraphs 
(b)(2)(ii)(A)(1) (ii) and (iii) of this sec-
tion, notwithstanding any subsequent 
upward adjustment in value of the 
transfers reported on the return. 

(iii) Examples. The following exam-
ples illustrate the provisions of this 
paragraph (b): 

Example 1. Modification of allocation of GST 
exemption. T transfers $100,000 to an irrev-
ocable generation-skipping trust on Decem-
ber 1, 1996. The transfer to the trust is not a 

direct skip. The date prescribed for filing the 
gift tax return reporting the taxable gift is 
April 15, 1997. On February 10, 1997, T files a 
Form 709 allocating $50,000 of GST exemption 
to the trust. On April 10 of the same year, T 
files an amended Form 709 allocating $100,000 
of GST exemption to the trust in a manner 
that clearly indicates the intention to mod-
ify and supersede the prior allocation with 
respect to the 1996 transfer. The allocation 
made on the April 10 return supersedes the 
prior allocation because it is made on a 
timely-filed Form 709 that clearly identifies 
the trust and the nature and extent of the 
modification of GST exemption allocation. 
The allocation of $100,000 of GST exemption 
to the trust is effective as of December 1, 
1996. The result would be the same if the 
amended Form 709 decreased the amount of 
the GST exemption allocated to the trust. 

Example 2. Modification of allocation of GST 
exemption. The facts are the same as in Exam-
ple 1, except on July 10, 1997, T files a Form 
709 attempting to reduce the earlier alloca-
tion. The return is not a timely-filed return. 
The $100,000 GST exemption allocated to the 
trust, as amended on April 10, 1997, remains 
in effect because an allocation, once made, is 
irrevocable and may not be modified after 
the last date on which a timely-filed Form 
709 can be filed. 

Example 3. Effective date of late allocation of 
GST exemption. T transfers $100,000 to an ir-
revocable generation-skipping trust on De-
cember 1, 1996. The transfer to the trust is 
not a direct skip. The date prescribed for fil-
ing the gift tax return reporting the taxable 
gift is April 15, 1997. On December 1, 1997, T 
files a Form 709 and allocates $50,000 to the 
trust. The allocation is effective as of De-
cember 1, 1997. 

Example 4. Effective date of late allocation of 
GST exemption. T transfers $100,000 to a gen-
eration-skipping trust on December 1, 1996, 
in a transfer that is not a direct skip. T does 
not make an allocation of GST exemption on 
a timely-filed Form 709. On July 1, 1997, the 
trustee makes a taxable distribution from 
the trust to T’s grandchild in the amount of 
$30,000. Immediately prior to the distribu-
tion, the value of the trust assets was 
$150,000. On the same date, T allocates GST 
exemption to the trust in the amount of 
$50,000. The allocation of GST exemption on 
the date of the transfer is treated as pre-
ceding in point of time the taxable distribu-
tion. At the time of the GST, the trust has 
an inclusion ratio of .6667 (1 ¥ (50,000/ 
150,000)). 

Example 5. Automatic allocation to split-gift 
direct skip. On May 15, 1996, T transfers 
$50,000 to a trust in a direct skip. T does not 
file a timely gift tax return electing out of 
the automatic allocation. On April 30, 1998, T 
and T’s spouse, S, file an initial gift tax re-
turn for 1996 on which they consent, pursu-
ant to section 2513, to have the gift treated 

VerDate Aug<04>2004 11:29 Apr 28, 2005 Jkt 205096 PO 00000 Frm 00718 Fmt 8010 Sfmt 8010 Y:\SGML\205096.XXX 205096



709 

Internal Revenue Service, Treasury § 26.2632–1 

as if one-half had been made by each. As a 
result of the election under section 2513, 
which is retroactive to the date of T’s trans-
fer, T and S are each treated as the trans-
feror of one-half of the property transferred 
in the direct skip. Thus, $25,000 of T’s unused 
GST exemption and $25,000 of S’s unused GST 
exemption is automatically allocated to the 
trust. Both allocations are effective on and 
after the date that T made the transfer. 

(c) Special rules during an estate tax in-
clusion period—(1) In general. An alloca-
tion of GST exemption (including an 
automatic allocation) to property sub-
ject to an estate tax inclusion period 
(ETIP) that is made prior to termi-
nation of the ETIP cannot be revoked, 
but becomes effective no earlier than 
the date of any termination of the 
ETIP with respect to the trust. Where 
an allocation has not been made prior 
to the termination of the ETIP, an al-
location is effective at the termination 
of the ETIP during the transferor’s 
lifetime if made by the due date for fil-
ing a Form 709 that would apply to a 
taxable gift occurring at the time the 
ETIP terminates (timely ETIP return). 
An allocation is effective in the case of 
the termination of the ETIP on the 
death of the transferor as provided in 
paragraph (d) of this section. If any 
part of a trust is subject to an ETIP, 
the entire trust is subject to the ETIP. 
See § 26.2642–1(b)(2) for rules deter-
mining the inclusion ratio applicable 
in the case of GSTs during an ETIP. 

(2) Estate tax inclusion period defined— 
(i) In general. An ETIP is the period 
during which, should death occur, the 
value of transferred property would be 
includible (other than by reason of sec-
tion 2035) in the gross estate of— 

(A) The transferor; or 
(B) The spouse of the transferor. 
(ii) Exceptions—(A) For purposes of 

paragraph (c)(2) of this section, the 
value of transferred property is not 
considered as being subject to inclusion 
in the gross estate of the transferor or 
the spouse of the transferor if the pos-
sibility that the property will be in-
cluded is so remote as to be negligible. 
A possibility is so remote as to be neg-
ligible if it can be ascertained by actu-
arial standards that there is less than a 
5 percent probability that the property 
will be included in the gross estate. 

(B) For purposes of paragraph (c)(2) 
of this section, the value of transferred 

property is not considered as being sub-
ject to inclusion in the gross estate of 
the spouse of the transferor, if the 
spouse possesses with respect to any 
transfer to the trust, a right to with-
draw no more than the greater of $5,000 
or 5 percent of the trust corpus, and 
such withdrawal right terminates no 
later than 60 days after the transfer to 
the trust. 

(C) The rules of this paragraph (c)(2) 
do not apply to qualified terminable in-
terest property with respect to which 
the special election under § 26.2652–2 
has been made. 

(3) Termination of an ETIP. An ETIP 
terminates on the first to occur of— 

(i) The death of the transferor; 
(ii) The time at which no portion of 

the property is includible in the trans-
feror’s gross estate (other than by rea-
son of section 2035) or, in the case of an 
individual who is a transferor solely by 
reason of an election under section 
2513, the time at which no portion 
would be includible in the gross estate 
of the individual’s spouse (other than 
by reason of section 2035); 

(iii) The time of a GST, but only with 
respect to the property involved in the 
GST; or 

(iv) In the case of an ETIP arising by 
reason of an interest or power held by 
the transferor’s spouse under sub-
section (c)(2)(i)(B) of this section, at 
the first to occur of— 

(A) The death of the spouse; or 
(B) The time at which no portion of 

the property would be includible in the 
spouse’s gross estate (other than by 
reason of section 2035). 

(4) Treatment of direct skips. If prop-
erty transferred to a skip person is sub-
ject to an ETIP, the direct skip is 
treated as occurring on the termi-
nation of the ETIP. 

(5) Examples. The following examples 
illustrate the rules of this section as 
they apply to the termination of an 
ETIP during the lifetime of the trans-
feror. In each example assume that T 
transfers $100,000 to an irrevocable 
trust: 

Example 1. Allocation of GST exemption dur-
ing ETIP. The trust instrument provides that 
trust income is to be paid to T for 9 years or 
until T’s prior death. The trust principal is 
to be paid to T’s grandchild on the termi-
nation of T’s income interest. If T dies with-
in the 9-year period, the value of the trust 
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principal is includible in T’s gross estate 
under section 2036(a). Thus, the trust is sub-
ject to an ETIP. T files a timely Form 709 re-
porting the transfer and allocating $100,000 of 
GST exemption to the trust. The allocation 
of GST exemption to the trust is not effec-
tive until the termination of the ETIP. 

Example 2. Effect of prior allocation on termi-
nation of ETIP. The facts are the same as in 
Example 1, except the trustee has the power 
to invade trust principal on behalf of T’s 
grandchild, GC, during the term of T’s in-
come interest. In year 4, when the value of 
the trust is $200,000, the trustee distributes 
$15,000 to GC. The distribution is a taxable 
distribution. The ETIP with respect to the 
property distributed to GC terminates at the 
time of the taxable distribution. See para-
graph (c)(3)(iii) of this section. Solely for 
purposes of determining the trust’s inclusion 
ratio with respect to the taxable distribu-
tion, the prior $100,000 allocation of GST ex-
emption (as well as any additional allocation 
made on a timely ETIP return) is effective 
immediately prior to the taxable distribu-
tion. See § 26.2642–1(b)(2). The trust’s inclu-
sion ratio with respect to the taxable dis-
tribution is therefore .50 (1¥(100,000/200,000)). 

Example 3. Split-gift transfers subject to 
ETIP. The trust instrument provides that 
trust income is to be paid to T for 9 years or 
until T’s prior death. The trust principal is 
to be paid to T’s grandchild on the termi-
nation of T’s income interest. T files a time-
ly Form 709 reporting the transfer. T’s 
spouse, S, consents to have the gift treated 
as made one-half by S under section 2513. Be-
cause S is treated as transferring one-half of 
the property to T’s grandchild, S becomes 
the transferor of one-half of the trust for 
purposes of chapter 13. Because the value of 
the trust would be includible in T’s gross es-
tate if T died immediately after the transfer, 
S’s transfer is subject to an ETIP. If S 
should die prior to the termination of the 
trust, S’s executor may allocate S’s GST ex-
emption to the trust, but only to the portion 
of the trust for which S is treated as the 
transferor. However, the allocation does not 
become effective until the earlier of the expi-
ration of T’s income interest or T’s death. 

Example 4. Transfer of retained interest as 
ETIP termination. The trust instrument pro-
vides that trust income is to be paid to T for 
9 years or until T’s prior death. The trust 
principal is to be paid to T’s grandchild on 
the termination of T’s income interest. Four 
years after the initial transfer, T transfers 
the income interest to T’s sibling. The ETIP 
with respect to the trust terminates on T’s 
transfer of the income interest because, after 
the transfer, the trust property would not be 
includible in T’s gross estate (other than by 
reason of section 2035) if T died at that time. 

(d) Allocations after the transferor’s 
death—(1) Allocation by executor. Except 

as otherwise provided in this paragraph 
(d), an allocation of a decedent’s un-
used GST exemption by the executor of 
the decedent’s estate is made on the 
appropriate United States Estate (and 
Generation-Skipping Transfer) Tax Re-
turn (Form 706 or Form 706NA) filed on 
or before the date prescribed for filing 
the return by section 6075(a) (including 
any extensions actually granted (the 
due date)). An allocation of GST ex-
emption with respect to property in-
cluded in the gross estate of a decedent 
is effective as of the date of death. A 
timely allocation of GST exemption by 
an executor with respect to a lifetime 
transfer of property that is not in-
cluded in the transferor’s gross estate 
is made on a Form 709. A late alloca-
tion of GST exemption by an executor, 
other than an allocation that is 
deemed to be made under section 
2632(b)(1), with respect to a lifetime 
transfer of property is made on Form 
706, Form 706NA or Form 709 (filed on 
or before the due date of the trans-
feror’s estate tax return) and is effec-
tive as of the date the allocation is 
filed. An allocation of GST exemption 
to a trust (whether or not funded at the 
time the Form 706 or Form 706NA is 
filed) is effective if the notice of alloca-
tion clearly identifies the trust and the 
amount of the decedent’s GST exemp-
tion allocated to the trust. An executor 
may allocate the decedent’s GST ex-
emption by use of a formula. For pur-
poses of this section, an allocation is 
void if the allocation is made for a 
trust that has no GST potential with 
respect to the transferor for whom the 
allocation is being made, as of the date 
of the transferor’s death. For this pur-
pose, a trust has GST potential even if 
the possibility of a GST is so remote as 
to be negligible. 

(2) Automatic allocation after death. A 
decedent’s unused GST exemption is 
automatically allocated on the due 
date for filing Form 706 or Form 706NA 
to the extent not otherwise allocated 
by the decedent’s executor on or before 
that date. The automatic allocation oc-
curs whether or not a return is actu-
ally required to be filed. Unused GST 
exemption is allocated pro rata (sub-
ject to the rules of § 26.2642–2(b)), on the 
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basis of the value of the property as fi-
nally determined for purposes of chap-
ter 11 (chapter 11 value), first to direct 
skips treated as occurring at the trans-
feror’s death. The balance, if any, of 
unused GST exemption is allocated pro 
rata (subject to the rules of § 26.2642– 
2(b)) on the basis of the chapter 11 
value of the nonexempt portion of the 
trust property (or in the case of trusts 
that are not included in the gross es-
tate, on the basis of the date of death 
value of the trust) to trusts with re-
spect to which a taxable termination 
may occur or from which a taxable dis-
tribution may be made. The automatic 
allocation of GST exemption is irrev-
ocable, and an allocation made by the 
executor after the automatic alloca-
tion is made is ineffective. No auto-
matic allocation of GST exemption is 
made to a trust that will have a new 
transferor with respect to the entire 
trust prior to the occurrence of any 
GST with respect to the trust. In addi-
tion, no automatic allocation of GST 
exemption is made to a trust if, during 
the nine month period ending imme-
diately after the death of the trans-
feror— 

(i) No GST has occurred with respect 
to the trust; and 

(ii) At the end of such period no fu-
ture GST can occur with respect to the 
trust. 

[T.D. 8644, 60 FR 66903, Dec. 27, 1995; 61 FR 
29654, June 12, 1996] 

§ 26.2641–1 Applicable rate of tax. 
The rate of tax applicable to any 

GST (applicable rate) is determined by 
multiplying the maximum Federal es-
tate tax rate in effect at the time of 
the GST by the inclusion ratio (as de-
fined in § 26.2642–1). For this purpose, 
the maximum Federal estate tax rate 
is the maximum rate set forth under 
section 2001(c) (without regard to sec-
tion 2001(c)(2)). 

§ 26.2642–1 Inclusion ratio. 
(a) In general. Except as otherwise 

provided in this section, the inclusion 
ratio is determined by subtracting the 
applicable fraction (rounded to the 
nearest one-thousandth (.001)) from 1. 
In rounding the applicable fraction to 
the nearest one-thousandth, any 
amount that is midway between one 

one-thousandth and another one-thou-
sandth is rounded up to the higher of 
those two amounts. 

(b) Numerator of applicable fraction— 
(1) In general. Except as otherwise pro-
vided in this paragraph (b), and in 
§§ 26.2642–3 (providing a special rule for 
charitable lead annuity trusts) and 
26.2642–4 (providing rules for the rede-
termination of the applicable fraction), 
the numerator of the applicable frac-
tion is the amount of GST exemption 
allocated to the trust (or to the trans-
ferred property in the case of a direct 
skip not in trust). 

(2) GSTs occurring during an ETIP—(i) 
In general. For purposes of determining 
the inclusion ratio with respect to a 
taxable termination or a taxable dis-
tribution that occurs during an ETIP, 
the numerator of the applicable frac-
tion is the sum of— 

(A) The GST exemption previously 
allocated to the trust (including any 
allocation made to the trust prior to 
any taxable termination or distribu-
tion) reduced (but not below zero) by 
the nontax amount of any prior GSTs 
with respect to the trust; and 

(B) Any GST exemption allocated to 
the trust on a timely ETIP return filed 
after the termination of the ETIP. See 
§ 26.2632–1(c)(5) Example 2. 

(ii) Nontax amount of a prior GST. (1) 
The nontax amount of a prior GST 
with respect to the trust is the amount 
of the GST multiplied by the applica-
ble fraction attributable to the trust at 
the time of the prior GST. 

(2) For rules regarding the allocation 
of GST exemption to property during 
an ETIP, see § 26.2632–1(c). 

(c) Denominator of applicable fraction— 
(1) In general. Except as otherwise pro-
vided in this paragraph (c) and in 
§§ 26.2642–3 and 26.2642–4, the denomi-
nator of the applicable fraction is the 
value of the property transferred to the 
trust (or transferred in a direct skip 
not in trust) (as determined under 
§ 26.2642–2) reduced by the sum of— 

(i) Any Federal estate tax and any 
State death tax incurred by reason of 
the transfer that is chargeable to the 
trust and is actually recovered from 
the trust; 

(ii) The amount of any charitable de-
duction allowed under section 2055, 
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2106, or 2522 with respect to the trans-
fer; and 

(iii) In the case of a direct skip, the 
value of the portion of the transfer 
that is a nontaxable gift. See para-
graph (c)(3) of this section for the defi-
nition of nontaxable gift. 

(2) Zero denominator. If the denomi-
nator of the applicable fraction is zero, 
the inclusion ratio is zero. 

(3) Nontaxable gifts. Generally, for 
purposes of chapter 13, a transfer is a 
nontaxable gift to the extent the trans-
fer is excluded from taxable gifts by 
reason of section 2503(b) (after applica-
tion of section 2513) or section 2503(e). 
However, a transfer to a trust for the 
benefit of an individual is not a non-
taxable gift for purposes of this section 
unless— 

(i) Trust principal or income may, 
during the individual’s lifetime, be dis-
tributed only to or for the benefit of 
the individual; and 

(ii) The assets of the trust will be in-
cludible in the gross estate of the indi-
vidual if the individual dies before the 
trust terminates. 

(d) Examples. The following examples 
illustrate the provisions of this sec-
tion. See § 26.2652–2(d) Examples 2 and 3 
for illustrations of the computation of 
the inclusion ratio where the special 
(reverse QTIP) election may be applica-
ble. 

Example 1. Computation of the inclusion 
ratio. T transfers $100,000 to a newly-created 
irrevocable trust providing that income is to 
be accumulated for 10 years. At the end of 10 
years, the accumulated income is to be dis-
tributed to T’s child, C, and the trust prin-
cipal is to be paid to T’s grandchild. T allo-
cates $40,000 of T’s GST exemption to the 
trust on a timely-filed gift tax return. The 
applicable fraction with respect to the trust 
is .40 ($40,000 (the amount of GST exemption 
allocated to the trust) over $100,000 (the 
value of the property transferred to the 
trust)). The inclusion ratio is .60 (1 ¥ .40). If 
the maximum Federal estate tax rate is 55 
percent at the time of a GST, the rate of tax 
applicable to the transfer (applicable rate) 
will be .333 (55 percent (the maximum estate 
tax rate) × .60 (the inclusion ratio)). 

Example 2. Gift entirely nontaxable. On De-
cember 1, 1996, T transfers $10,000 to an irrev-
ocable trust for the benefit of T’s grandchild, 
GC. GC possesses a right to withdraw any 
contributions to the trust such that the en-
tire transfer qualifies for the annual exclu-
sion under section 2503(b). Under the terms 
of the trust, the income is to be paid to GC 

for 10 years or until GC’s prior death. Upon 
the expiration of GC’s income interest, the 
trust principal is payable to GC or GC’s es-
tate. The transfer to the trust is a direct 
skip. T made no prior gifts to or for the ben-
efit of GC during 1996. The entire $10,000 
transfer is a nontaxable transfer. For pur-
poses of computing the tax on the direct 
skip, the denominator of the applicable frac-
tion is zero, and thus, the inclusion ratio is 
zero. 

Example 3. Gift nontaxable in part. T trans-
fers $12,000 to an irrevocable trust for the 
benefit of T’s grandchild, GC. Under the 
terms of the trust, the income is to be paid 
to GC for 10 years or until GC’s prior death. 
Upon the expiration of GC’s income interest, 
the trust principal is payable to GC or GC’s 
estate. Further, GC has the right to with-
draw $10,000 of any contribution to the trust 
such that $10,000 of the transfer qualifies for 
the annual exclusion under section 2503(b). 
The amount of the nontaxable transfer is 
$10,000. Solely for purposes of computing the 
tax on the direct skip, T’s transfer is divided 
into two portions. One portion is equal to the 
amount of the nontaxable transfer ($10,000) 
and has a zero inclusion ratio; the other por-
tion is $2,000 ($12,000 ¥ $10,000). With respect 
to the $2,000 portion, the denominator of the 
applicable fraction is $2,000. Assuming that T 
has sufficient GST exemption available, the 
numerator of the applicable fraction is $2,000 
(unless T elects to have the automatic allo-
cation provisions not apply). Thus, assuming 
T does not elect to have the automatic allo-
cation not apply, the applicable fraction is 
one ($2,000/$2,000 = 1) and the inclusion ratio 
is zero (1 ¥ 1 = 0). 

Example 4. Gift nontaxable in part. Assume 
the same facts as in Example 3, except T files 
a timely Form 709 electing that the auto-
matic allocation of GST exemption not 
apply to the $12,000 transferred in the direct 
skip. T’s transfer is divided into two por-
tions, a $10,000 portion with a zero inclusion 
ratio and a $2,000 portion with an applicable 
fraction of zero (0/$2,000 = 0) and an inclusion 
ratio of one (1 ¥ 0 = 1). 

§ 26.2642–2 Valuation. 

(a) Lifetime transfers—(1) In general. 
For purposes of determining the de-
nominator of the applicable fraction, 
the value of property transferred dur-
ing life is its fair market value on the 
effective date of the allocation of GST 
exemption. In the case of a timely allo-
cation under § 26.2632–1(b)(2)(ii), the de-
nominator of the applicable fraction is 
the fair market value of the property 
as finally determined for purposes of 
chapter 12. 
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(2) Special rule for late allocations dur-
ing life. If a transferor makes a late al-
location of GST exemption to a trust, 
the value of the property transferred to 
the trust is the fair market value of 
the trust assets determined on the ef-
fective date of the allocation of GST 
exemption. Except as otherwise pro-
vided in this paragraph (a)(2), if a 
transferor makes a late allocation of 
GST exemption to a trust, the trans-
feror may, solely for purposes of deter-
mining the fair market value of the 
trust assets, elect to treat the alloca-
tion as having been made on the first 
day of the month during which the late 
allocation is made (valuation date). An 
election under this paragraph (a)(2) is 
not effective with respect to a life in-
surance policy or a trust holding a life 
insurance policy, if the insured indi-
vidual has died. An allocation subject 
to the election contained in this para-
graph (a)(2) is not effective until it is 
actually filed with the Internal Rev-
enue Service. The election is made by 
stating on the Form 709 on which the 
allocation is made— 

(i) That the election is being made; 
(ii) The applicable valuation date; 

and 
(iii) The fair market value of the 

trust assets on the valuation date. 
(b) Transfers at death—(1) In general. 

Except as provided in paragraphs (b) (2) 
and (3) of this section, in determining 
the denominator of the applicable frac-
tion, the value of property included in 
the decedent’s gross estate is its value 
for purposes of chapter 11. In the case 
of qualified real property with respect 
to which the election under section 
2032A is made, the value of the prop-
erty is the value determined under sec-
tion 2032A provided the recapture 
agreement described in section 
2032A(d)(2) filed with the Internal Rev-
enue Service specifically provides for 
the signatories’ consent to the imposi-
tion of, and personal liability for, addi-
tional GST tax in the event an addi-
tional estate tax is imposed under sec-
tion 2032A(c). See § 26.2642–4(a)(4). If the 
recapture agreement does not contain 
these provisions, the value of qualified 
real property as to which the election 
under section 2032A is made is the fair 
market value of the property deter-

mined without regard to the provisions 
of section 2032A. 

(2) Special rule for pecuniary pay-
ments—(i) In general. If a pecuniary 
payment is satisfied with cash, the de-
nominator of the applicable fraction is 
the pecuniary amount. If property 
other than cash is used to satisfy a pe-
cuniary payment, the denominator of 
the applicable fraction is the pecuniary 
amount only if payment must be made 
with property on the basis of the value 
of the property on— 

(A) The date of distribution; or 
(B) A date other than the date of dis-

tribution, but only if the pecuniary 
payment must be satisfied on a basis 
that fairly reflects net appreciation 
and depreciation (occurring between 
the valuation date and the date of dis-
tribution) in all of the assets from 
which the distribution could have been 
made. 

(ii) Other pecuniary amounts payable 
in kind. The denominator of the appli-
cable fraction with respect to any prop-
erty used to satisfy any other pecu-
niary payment payable in kind is the 
date of distribution value of the prop-
erty. 

(3) Special rule for residual transfers 
after payment of a pecuniary payment— 
(i) In general. Except as otherwise pro-
vided in this paragraph (b)(3), the de-
nominator of the applicable fraction 
with respect to a residual transfer of 
property after the satisfaction of a pe-
cuniary payment is the estate tax 
value of the assets available to satisfy 
the pecuniary payment reduced, if the 
pecuniary payment carries appropriate 
interest (as defined in paragraph (b)(4) 
of this section), by the pecuniary 
amount. The denominator of the appli-
cable fraction with respect to a resid-
ual transfer of property after the satis-
faction of a pecuniary payment that 
does not carry appropriate interest is 
the estate tax value of the assets avail-
able to satisfy the pecuniary payment 
reduced by the present value of the pe-
cuniary payment. For purposes of this 
paragraph (b)(3)(i), the present value of 
the pecuniary payment is determined 
by using— 

(A) The interest rate applicable 
under section 7520 at the death of the 
transferor; and 
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(B) The period between the date of 
the transferor’s death and the date the 
pecuniary amount is paid. 

(ii) Special rule for residual transfers 
after pecuniary payments payable in 
kind. The denominator of the applica-
ble fraction with respect to any resid-
ual transfer after satisfaction of a pe-
cuniary payment payable in kind is the 
date of distribution value of the prop-
erty distributed in satisfaction of the 
residual transfer, unless the pecuniary 
payment must be satisfied on the basis 
of the value of the property on— 

(A) The date of distribution; or 
(B) A date other than the date of dis-

tribution, but only if the pecuniary 
payment must be satisfied on a basis 
that fairly reflects net appreciation 
and depreciation (occurring between 
the valuation date and the date of dis-
tribution) in all of the assets from 
which the distribution could have been 
made. 

(4) Appropriate interest—(i) In general. 
For purposes of this section and 
§ 26.2654–1 (relating to certain trusts 
treated as separate trusts), appropriate 
interest means that interest must be 
payable from the date of death of the 
transferor (or from the date specified 
under applicable State law requiring 
the payment of interest) to the date of 
payment at a rate— 

(A) At least equal to— 
(1) The statutory rate of interest, if 

any, applicable to pecuniary bequests 
under the law of the State whose law 
governs the administration of the es-
tate or trust; or 

(2) If no such rate is indicated under 
applicable State law, 80 percent of the 
rate that is applicable under section 
7520 at the death of the transferor; and 

(B) Not in excess of the greater of— 
(1) The statutory rate of interest, if 

any, applicable to pecuniary bequests 
under the law of the State whose law 
governs the administration of the 
trust; or 

(2) 120 percent of the rate that is ap-
plicable under section 7520 at the death 
of the transferor. 

(ii) Pecuniary payments deemed to 
carry appropriate interest. For purposes 
of this paragraph (b)(4), if a pecuniary 
payment does not carry appropriate in-
terest, the pecuniary payment is con-

sidered to carry appropriate interest to 
the extent— 

(A) The entire payment is made or 
property is irrevocably set aside to sat-
isfy the entire pecuniary payment 
within 15 months of the transferor’s 
death; or 

(B) The governing instrument or ap-
plicable local law specifically requires 
the executor or trustee to allocate to 
the pecuniary payment a pro rata 
share of the income earned by the fund 
from which the pecuniary payment is 
to be made between the date of death 
of the transferor and the date of pay-
ment. For purposes of paragraph 
(b)(4)(ii)(A) of this section, property is 
irrevocably set aside if it is segregated 
and held in a separate account pending 
distribution. 

(c) Examples. The following examples 
illustrate the provisions of this sec-
tion: 

Example 1. T transfers $100,000 to a newly-cre-
ated irrevocable trust on December 15, 1996. The 
trust provides that income is to be paid to 
T’s child for 10 years. At the end of the 10- 
year period, the trust principal is to be paid 
to T’s grandchild. T does not allocate any 
GST exemption to the trust on the gift tax 
return reporting the transfer. On November 
15, 1997, T files a Form 709 allocating $50,000 
of GST exemption to the trust. Because the 
allocation was made on a late filed return, 
the value of the property transferred to the 
trust is determined on the date the alloca-
tion is filed (unless an election is made pur-
suant to paragraph (a)(2) of this section to 
value the trust property as of the first day of 
the month in which the allocation document 
is filed with the Internal Revenue Service). 
On November 15, 1997, the value of the trust 
property is $150,000. Effective as of November 
15, 1997, the applicable fraction with respect 
to the trust is .333 ($50,000 (the amount of 
GST exemption allocated to the trust) over 
$150,000 (the value of the trust principal on 
the effective date of the GST exemption allo-
cation)), and the inclusion ratio is .667 
(1.0¥.333). 

Example 2. The facts are the same as in Ex-
ample 1, except the value of the trust prop-
erty is $80,000 on November 15, 1997. The ap-
plicable fraction is .625 ($50,000 over $80,000) 
and the inclusion ratio is .375 (1.0¥.625). 

Example 3. T transfers $100,000 to a newly- 
created irrevocable trust on December 15, 
1996. The trust provides that income is to be 
paid to T’s child for 10 years. At the end of 
the 10-year period, the trust principal is to 
be paid to T’s grandchild. T does not allocate 
any GST exemption to the trust on the gift 
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tax return reporting the transfer. On Novem-
ber 15, 1997, T files a Form 709 allocating 
$50,000 of GST exemption to the trust. T 
elects to value the trust principal on the 
first day of the month in which the alloca-
tion is made pursuant to the election pro-
vided in paragraph (a)(2) of this section. Be-
cause the late allocation is made in Novem-
ber, the value of the trust is determined as of 
November 1, 1997. 

[T.D. 8644, 60 FR 66903, Dec. 27, 1995; 61 FR 
29654, June 12, 1996] 

§ 26.2642–3 Special rule for charitable 
lead annuity trusts. 

(a) In general. In determining the ap-
plicable fraction with respect to a 
charitable lead annuity trust— 

(1) The numerator is the adjusted 
generation-skipping transfer tax ex-
emption (adjusted GST exemption); 
and 

(2) The denominator is the value of 
all property in the trust immediately 
after the termination of the charitable 
lead annuity. 

(b) Adjusted GST exemption defined. 
The adjusted GST exemption is the 
amount of GST exemption allocated to 
the trust increased by an amount equal 
to the interest that would accrue if an 
amount equal to the allocated GST ex-
emption were invested at the rate used 
to determine the amount of the estate 
or gift tax charitable deduction, com-
pounded annually, for the actual period 
of the charitable lead annuity. If a late 
allocation is made to a charitable lead 
annuity trust, the adjusted GST ex-
emption is the amount of GST exemp-
tion allocated to the trust increased by 
the interest that would accrue if in-
vested at such rate for the period be-
ginning on the date of the late alloca-
tion and extending for the balance of 
the actual period of the charitable lead 
annuity. The amount of GST exemp-
tion allocated to a charitable lead an-
nuity trust is not reduced even though 
it is ultimately determined that the al-
location of a lesser amount of GST ex-
emption would have resulted in an in-
clusion ratio of zero. For purposes of 
chapter 13, a charitable lead annuity 
trust is any trust providing an interest 
in the form of a guaranteed annuity de-
scribed in § 25.2522(c)-3(c)(2)(vi) of this 
chapter for which the transferor is al-
lowed a charitable deduction for Fed-
eral estate or gift tax purposes. 

(c) Example. The following example 
illustrates the provisions of this sec-
tion: 

Example. T creates a charitable lead annu-
ity trust for a 10-year term with the remain-
der payable to T’s grandchild. T timely allo-
cates an amount of GST exemption to the 
trust which T expects will ultimately result 
in a zero inclusion ratio. However, at the end 
of the charitable lead interest, because the 
property has not appreciated to the extent T 
anticipated, the numerator of the applicable 
fraction is greater than the denominator. 
The inclusion ratio for the trust is zero. No 
portion of the GST exemption allocated to 
the trust is restored to T or to T’s estate. 

§ 26.2642–4 Redetermination of appli-
cable fraction. 

(a) In general. The applicable fraction 
for a trust is redetermined whenever 
additional exemption is allocated to 
the trust or when certain changes 
occur with respect to the principal of 
the trust. Except as otherwise provided 
in this paragraph (a), the numerator of 
the redetermined applicable fraction is 
the sum of the amount of GST exemp-
tion currently being allocated to the 
trust (if any) plus the value of the 
nontax portion of the trust, and the de-
nominator of the redetermined applica-
ble fraction is the value of the trust 
principal immediately after the event 
occurs. The nontax portion of a trust is 
determined by multiplying the value of 
the trust assets, determined imme-
diately prior to the event, by the then 
applicable fraction. 

(1) Multiple transfers to a single trust. 
If property is added to an existing 
trust, the denominator of the redeter-
mined applicable fraction is the value 
of the trust immediately after the ad-
dition reduced as provided in § 26.2642– 
1(c). 

(2) Consolidation of separate trusts. If 
separate trusts created by one trans-
feror are consolidated, a single applica-
ble fraction for the consolidated trust 
is determined. The numerator of the 
redetermined applicable fraction is the 
sum of the nontax portions of each 
trust immediately prior to the consoli-
dation. 

(3) Property included in transferor’s 
gross estate. If the value of property 
held in a trust created by the trans-
feror, with respect to which an alloca-
tion was made at a time that the trust 
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was not subject to an ETIP, is included 
in the transferor’s gross estate, the ap-
plicable fraction is redetermined if ad-
ditional GST exemption is allocated to 
the property. The numerator of the re-
determined applicable fraction is an 
amount equal to the nontax portion of 
the property immediately after the 
death of the transferor increased by 
the amount of GST exemption allo-
cated by the executor of the trans-
feror’s estate to the trust. If additional 
GST exemption is not allocated to the 
trust, then, except as provided in this 
paragraph (a)(3), the applicable frac-
tion immediately before death is not 
changed, if the trust was not subject to 
an ETIP at the time GST exemption 
was allocated to the trust. In any 
event, the denominator of the applica-
ble fraction is reduced to reflect any 
federal or state, estate or inheritance 
taxes paid from the trust. 

(4) Imposition of recapture tax under 
section 2032A—(i) If an additional estate 
tax is imposed under section 2032A and 
if the section 2032A election was effec-
tive (under § 26.2642–2(b)) for purposes of 
the GST tax, the applicable fraction 
with respect to the property is redeter-
mined as of the date of death of the 
transferor. In making the redetermina-
tion, any available GST exemption not 
allocated at the death of the transferor 
(or at a prior recapture event) is auto-
matically allocated to the property. 
The denominator of the applicable 
fraction is the fair market value of the 
property at the date of the transferor’s 
death reduced as provided in § 26.2642– 
1(c) and further reduced by the amount 
of the additional GST tax actually re-
covered from the trust. 

(ii) The GST tax imposed with re-
spect to any taxable termination, tax-
able distribution, or direct skip occur-
ring prior to the recapture event is re-
computed based on the applicable frac-
tion as redetermined. Any additional 
GST tax as recomputed is due and pay-
able on the date that is six months 
after the event that causes the imposi-
tion of the additional estate tax under 
section 2032A. The additional GST tax 
is remitted with Form 706–A and is re-
ported by attaching a statement to 
Form 706–A showing the computation 
of the additional GST tax. 

(iii) The applicable fraction, as rede-
termined under this section, is also 
used in determining any GST tax im-
posed with respect to GSTs occurring 
after the date of the recapture event. 

(b) Examples. The following examples 
illustrate the principles of this section: 

Example 1. Allocation of additional exemp-
tion. T transfers $200,000 to an irrevocable 
trust under which the income is payable to 
T’s child, C, for life. Upon the termination of 
the trust, the remainder is payable to T’s 
grandchild, GC. At a time when no ETIP ex-
ists with respect to the trust property, T 
makes a timely allocation of $100,000 of GST 
exemption, resulting in an inclusion ratio of 
.50. Subsequently, when the entire trust 
property is valued at $500,000, T allocates an 
additional $100,000 of T’s unused GST exemp-
tion to the trust. The inclusion ratio of the 
trust is recomputed at that time. The nu-
merator of the applicable fraction is $350,000 
($250,000 (the nontax portion as of the date of 
the allocation) plus $100,000 (the GST exemp-
tion currently being allocated)). The denomi-
nator is $500,000 (the date of allocation fair 
market value of the trust). The inclusion 
ratio is .30 (1 ¥ .70). 

Example 2. Multiple transfers to a trust, allo-
cation both timely and late. On December 10, 
1993, T transfers $10,000 to an irrevocable 
trust that does not satisfy the requirements 
of section 2642(c)(2). T makes identical trans-
fers to the trust on December 10, 1994, 1995, 
1996, and on January 15, 1997. Immediately 
after the transfer on January 15, 1997, the 
value of the trust principal is $40,000. On Jan-
uary 14, 1998, when the value of the trust 
principal is $50,000, T allocates $30,000 of GST 
exemption to the trust. T discloses the 1997 
transfer on the Form 709 filed on January 14, 
1998. Thus, T’s allocation is a timely alloca-
tion with respect to the transfer in 1997, 
$10,000 of the allocation is effective as of the 
date of that transfer, and, on and after Janu-
ary 15, 1997, the inclusion ratio of the trust 
is .75 (1 ¥ ($10,000/$40,000)). The balance of the 
allocation is a late allocation with respect to 
prior transfers to the trust and is effective as 
of January 14, 1998. In redetermining the in-
clusion ratio as of that date, the numerator 
of the redetermined applicable fraction is 
$32,500 ($12,500 (.25 × $50,000), the nontax por-
tion of the trust on January 14, 1998) plus 
$20,000 (the amount of GST exemption allo-
cated late to the trust). The denominator of 
the new applicable fraction is $50,000 (the 
value of the trust principal at the time of 
the late allocation). 

Example 3. Excess allocation. (i) T creates an 
irrevocable trust for the benefit of T’s child 
and grandchild in 1996 transferring $50,000 to 
the trust on the date of creation. T allocates 
no GST exemption to the trust on the Form 
709 reporting the transfer. On July 1, 1997 
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(when the value of the trust property is 
$60,000), T transfers an additional $40,000 to 
the trust. 

(ii) On April 15, 1998, when the value of the 
trust is $150,000, T files a Form 709 reporting 
the 1997 transfer and allocating $150,000 of 
GST exemption to the trust. The allocation 
is a timely allocation of $40,000 with respect 
to the 1997 transfer and is effective as of that 
date. Thus, the applicable fraction for the 
trust as of July 1, 1997 is .40 ($40,000/$100,000 
($40,000 + $60,000)). 

(iii) The allocation is also a late allocation 
of $90,000, the amount necessary to attain a 
zero inclusion ratio on April 15, 1998, com-
puted as follows: $60,000 (the nontax portion 
immediately prior to the allocation (.40 × 
$150,000)) plus $90,000 (the additional alloca-
tion necessary to produce a zero inclusion 
ratio based on a denominator of $150,000)/ 
$150,000 equals one and, thus, an inclusion 
ratio of zero. The balance of the allocation, 
$20,000 ($150,000 less the timely allocation of 
$40,000 less the late allocation of $90,000) is 
void. 

Example 4. Undisclosed transfer. (i) The facts 
are the same as in Example 3, except that on 
February 1, 1998 (when the value of the trust 
is $150,000), T transfers an additional $50,000 
to the trust and the value of the entire trust 
corpus on April 15, 1998 is $220,000. The Form 
709 filed on April 15, 1998 does not disclose 
the 1998 transfer. Under the rule in § 26.2632– 
1(b)(2)(ii), the allocation is effective first as 
a timely allocation to the 1997 transfer; sec-
ond, as a late allocation to the trust as of 
April 15, 1998; and, finally as a timely alloca-
tion to the February 1, 1998 transfer. As of 
April 15, 1998, $55,000, a pro rata portion of 
the trust assets, is considered to be the prop-
erty transferred to the trust on February 1, 
1998 (($50,000/$200,000) × $220,000). The balance 
of the trust, $165,000, represents prior trans-
fers to the trust. 

(ii) As in EXAMPLE 3, the allocation is a 
timely allocation as to the 1997 transfer (and 
the applicable fraction as of July 1, 1997 is 
.40) and a late allocation as of 1998. The 
amount of the late allocation is $99,000, com-
puted as follows: (.40 × $165,000 plus $99,000)/ 
$165,000 = one. 

(iii) The balance of the allocation, $11,000 
($150,000 less the timely allocation of $40,000 
less the late allocation of $99,000) is a timely 
allocation as of February 1, 1998. The appli-
cable fraction with respect to the trust, as of 
February 1, 1998, is .355, computed as follows: 
$60,000 (the nontax portion of the trust im-
mediately prior to the February 1, 1998 
transfer (.40 × $150,000)) plus $11,000 (the 
amount of the timely allocation to the 1998 
transfer)/$200,000 (the value of the trust on 
February 1, 1998, after the transfer on that 
date) = $71,000/$200,000 = .355. 

(iv) The applicable fraction with respect to 
the trust, as of April 15, 1998, is .805 com-
puted as follows: $78,100 (the nontax portion 

immediately prior to the allocation (.355 × 
$220,000)) plus $99,000 (the amount of the late 
allocation)/ $220,000 = $177,100/$220,000 = .805. 

Example 5. Redetermination of inclusion ratio 
on ETIP termination. (i) T transfers $100,000 to 
an irrevocable trust. The trust instrument 
provides that trust income is to be paid to T 
for 9 years or until T’s prior death. The trust 
principal is to be paid to T’s grandchild, GC, 
on the termination of T’s income interest. 
The trustee has the power to invade trust 
principal for the benefit of GC during the 
term of T’s income interest. The trust is sub-
ject to an ETIP while T holds the retained 
income interest. T files a timely Form 709 re-
porting the transfer and allocates $100,000 of 
GST exemption to the trust. In year 4, when 
the value of the trust is $200,000, the trustee 
distributes $15,000 to GC. The distribution is 
a taxable distribution. Because of the exist-
ence of the ETIP, the inclusion ratio with re-
spect to the taxable distribution is deter-
mined immediately prior to the occurrence 
of the GST. Thus, the inclusion ratio appli-
cable to the year 4 GST is .50 (1 ¥ ($100,000/ 
$200,000)). 

(ii) In year 5, when the value of the trust 
is again $200,000, the trustee distributes an-
other $15,000 to GC. Because the trust is still 
subject to the ETIP in year 5, the inclusion 
ratio with respect to the year 5 GST is again 
computed immediately prior to the GST. In 
computing the new inclusion ratio, the nu-
merator of the applicable fraction is reduced 
by the nontax portion of prior GSTs occur-
ring during the ETIP. Thus, the numerator 
of the applicable fraction with respect to the 
GST in year 5 is $92,500 ($100,000 ¥ (.50 × 
$15,000)) and the inclusion ratio applicable 
with respect to the GST in year 5 is .537 (1 ¥ 

($92,500/$200,000) = .463). Any additional GST 
exemption allocated on a timely ETIP return 
with respect to the GST in year 5 is effective 
immediately prior to the transfer. 

[T.D. 8644, 60 FR 66903, Dec. 27, 1995; 61 FR 
29654, June 12, 1996] 

§ 26.2642–5 Finality of inclusion ratio. 
(a) Direct skips. The inclusion ratio 

applicable to a direct skip becomes 
final when no additional GST tax (in-
cluding additional GST tax payable as 
a result of a cessation, etc. of qualified 
use under section 2032A(c)) may be as-
sessed with respect to the direct skip. 

(b) Other GSTs. With respect to tax-
able distributions and taxable termi-
nations, the inclusion ratio for a trust 
becomes final, on the later of— 

(1) The expiration of the period for 
assessment with respect to the first 
GST tax return filed using that inclu-
sion ratio (unless the trust is subject 
to an election under section 2032A in 
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which case the applicable date under 
this subsection is the expiration of the 
period of assessment of any additional 
GST tax due as a result of a cessation, 
etc. of qualified use under section 
2032A); or 

(2) The expiration of the period for 
assessment of Federal estate tax with 
respect to the estate of the transferor. 
For purposes of this paragraph (b)(2), if 
an estate tax return is not required to 
be filed, the period for assessment is 
determined as if a return were required 
to be filed and as if the return were 
timely filed within the period pre-
scribed by section 6075(a). 

[T.D. 8644, 60 FR 66903, Dec. 27, 1995, as 
amended at 61 FR 43656, Aug. 26, 1996] 

§ 26.2652–1 Transferor defined; other 
definitions. 

(a) Transferor defined—(1) In general. 
Except as otherwise provided in para-
graph (a)(3) of this section, the indi-
vidual with respect to whom property 
was most recently subject to Federal 
estate or gift tax is the transferor of 
that property for purposes of chapter 
13. An individual is treated as transfer-
ring any property with respect to 
which the individual is the transferor. 
Thus, an individual may be a trans-
feror even though there is no transfer 
of property under local law at the time 
the Federal estate or gift tax applies. 
For purposes of this paragraph, a sur-
viving spouse is the transferor of a 
qualified domestic trust created by the 
deceased spouse that is included in the 
surviving spouse’s gross estate, pro-
vided the trust is not subject to the 
election described in § 26.2652–2 (reverse 
QTIP election). A surviving spouse is 
also the transferor of a qualified do-
mestic trust created by the surviving 
spouse pursuant to section 
2056(d)(2)(B). 

(2) Transfers subject to Federal estate or 
gift tax. For purposes of this chapter, a 
transfer is subject to Federal gift tax if 
a gift tax is imposed under section 
2501(a) (without regard to exemptions, 
exclusions, deductions, and credits). A 
transfer is subject to Federal estate 
tax if the value of the property is in-
cludible in the decedent’s gross estate 
as determined under section 2031 or 
section 2103. 

(3) Special rule for certain QTIP trusts. 
Solely for purposes of chapter 13, if a 
transferor of qualified terminable in-
terest property (QTIP) elects under 
§ 26.2652–2(a) to treat the property as if 
the QTIP election had not been made 
(reverse QTIP election), the identity of 
the transferor of the property is deter-
mined without regard to the applica-
tion of sections 2044, 2207A, and 2519. 

(4) Split-gift transfers. In the case of a 
transfer with respect to which the do-
nor’s spouse makes an election under 
section 2513 to treat the gift as made 
one-half by the spouse, the electing 
spouse is treated as the transferor of 
one-half of the entire value of the prop-
erty transferred by the donor, regard-
less of the interest the electing spouse 
is actually deemed to have transferred 
under section 2513. The donor is treated 
as the transferor of one-half of the 
value of the entire property. See 
§ 26.2632–1(c)(5) Example 3, regarding al-
location of GST exemption with re-
spect to split-gift transfers subject to 
an ETIP. 

(5) Examples. The following examples 
illustrate the principles of this para-
graph (a): 

Example 1. Identity of transferor. T transfers 
$100,000 to a trust for the sole benefit of T’s 
grandchild. The transfer is subject to Fed-
eral gift tax because a gift tax is imposed 
under section 2501(a) (without regard to ex-
emptions, exclusions, deductions, and cred-
its). Thus, for purposes of chapter 13, T is the 
transferor of the $100,000. It is immaterial 
that a portion of the transfer is excluded 
from the total amount of T’s taxable gift by 
reason of section 2503(b). 

Example 2. Gift splitting and identity of trans-
feror. The facts are the same as in EXAMPLE 
1, except T’s spouse, S, consents under sec-
tion 2513 to split the gift with T. For pur-
poses of chapter 13, S and T are each treated 
as a transferor of $50,000 to the trust. 

Example 3. Change of transferor on subse-
quent transfer tax event. T transfers $100,000 
to a trust providing that all the net trust in-
come is to be paid to T’s spouse, S, for S’s 
lifetime. T elects under section 2523(f) to 
treat the transfer as a transfer of qualified 
terminable interest property, and T does not 
make the reverse QTIP election under sec-
tion 2652(a)(3). On S’s death, the trust prop-
erty is included in S’s gross estate under sec-
tion 2044. Thus, S becomes the transferor at 
the time of S’s death. 

Example 4. Effect of transfer of an interest in 
trust on identity of the transferor. T transfers 
$100,000 to a trust providing that all of the 
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net income is to be paid to T’s child, C, for 
C’s lifetime. At C’s death, the trust property 
is to be paid to T’s grandchild. C transfers 
the income interest to X, an unrelated party, 
in a transfer that is a completed transfer for 
Federal gift tax purposes. Because C’s trans-
fer is a transfer of a term interest in the 
trust that does not affect the rights of other 
parties with respect to the trust property, T 
remains the transferor with respect to the 
trust. 

Example 5. Effect of lapse of withdrawal right 
on identity of transferor. T transfers $10,000 to 
a new trust providing that the trust income 
is to be paid to T’s child, C, for C’s life and, 
on the death of C, the trust principal is to be 
paid to T’s grandchild, GC. The trustee has 
discretion to distribute principal for GC’s 
benefit during C’s lifetime. C has a right to 
withdraw $10,000 from the trust for a 60-day 
period following the transfer. Thereafter, the 
power lapses. C does not exercise the with-
drawal right. The transfer by T is subject to 
Federal gift tax because a gift tax is imposed 
under section 2501(a) (without regard to ex-
emptions, exclusions, deductions, and cred-
its) and, thus, T is treated as having trans-
ferred the entire $10,000 to the trust. On the 
lapse of the withdrawal right, C becomes a 
transferor to the extent C is treated as hav-
ing made a completed transfer for purposes 
of chapter 12. Therefore, except to the extent 
that the amount with respect to which the 
power of withdrawal lapses exceeds the 
greater of $5,000 or 5% of the value of the 
trust property, T remains the transferor of 
the trust property for purposes of chapter 13. 

Example 6. Effect of reverse QTIP election on 
identity of the transferor. T establishes a tes-
tamentary trust having a principal of 
$500,000. Under the terms of the trust, all 
trust income is payable to T’s surviving 
spouse, S, during S’s lifetime. T’s executor 
makes an election to treat the trust prop-
erty as qualified terminable interest prop-
erty and also makes the reverse QTIP elec-
tion. For purposes of chapter 13, T is the 
transferor with respect to the trust. On S’s 
death, the then full fair market value of the 
trust is includible in S’s gross estate under 
section 2044. However, because of the reverse 
QTIP election, S does not become the trans-
feror with respect to the trust; T continues 
to be the transferor. 

Example 7. Effect of reverse QTIP election on 
constructive additions. The facts are the same 
as in Example 6, except the inclusion of the 
QTIP trust in S’s gross estate increased the 
Federal estate tax liability of S’s estate by 
$200,000. The estate does not exercise the 
right of recovery from the trust granted 
under section 2207A. Under local law, the 
beneficiaries of S’s residuary estate (which 
bears all estate taxes under the will) could 
compel the executor to exercise the right of 
recovery but do not do so. Solely for pur-
poses of chapter 13, the beneficiaries of the 

residuary estate are not treated as having 
made an addition to the trust by reason of 
their failure to exercise their right of recov-
ery. Because of the reverse QTIP election, 
for GST purposes, the trust property is not 
treated as includible in S’s gross estate and, 
under those circumstances, no right of recov-
ery exists. 

Example 8. Effect of reverse QTIP election on 
constructive additions. S, the surviving spouse 
of T, dies testate. At the time of S’s death, 
S was the beneficiary of a trust with respect 
to which T’s executor made a QTIP election 
under section 2056(b)(7). Thus, the trust is in-
cludible in S’s gross estate under section 
2044. T’s executor also made the reverse 
QTIP election with respect to the trust. S’s 
will provides that all death taxes payable 
with respect to the trust are payable from 
S’s residuary estate. Since the transferor of 
the property is determined without regard to 
section 2044 and section 2207A, S is not treat-
ed as making a constructive addition to the 
trust by reason of the tax apportionment 
clause in S’s will. 

Example 9. Split-gift transfers. T transfers 
$100,000 to an inter vivos trust that provides 
T with an annuity payable for ten years or 
until T’s prior death. The annuity satisfies 
the definition of a qualified interest under 
section 2702(b). When the trust terminates, 
the corpus is to be paid to T’s grandchild, 
GC. T’s spouse, S, consents under section 
2513 to have the gift treated as made one-half 
by S. Under section 2513, only the actuarial 
value of the gift to GC is eligible to be treat-
ed as made one-half by S. However, because 
S is treated as the donor of one-half of the 
gift to GC, S becomes the transferor of one- 
half of the entire trust ($50,000) for purposes 
of Chapter 13. 

(b) Trust defined—(1) In general. A 
trust includes any arrangement (other 
than an estate) that has substantially 
the same effect as a trust. Thus, for ex-
ample, arrangements involving life es-
tates and remainders, estates for years, 
and insurance and annuity contracts 
are trusts. Generally, a transfer as to 
which the identity of the transferee is 
contingent upon the occurrence of an 
event is a transfer in trust; however, a 
transfer of property included in the 
transferor’s gross estate, as to which 
the identity of the transferee is contin-
gent upon an event that must occur 
within 6 months of the transferor’s 
death, is not considered a transfer in 
trust solely by reason of the existence 
of the contingency. 

(2) Examples. The following examples 
illustrate the provisions of this para-
graph (b): 
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Example 1. Uniform gifts to minors transfers. 
T transfers cash to an account in the name 
of T’s child, C, as custodian for C’s child, GC 
(who is a minor), under a state statute sub-
stantially similar to the Uniform Gifts to 
Minors Act. For purposes of chapter 13, the 
transfer to the custodial account is treated 
as a transfer to a trust. 

Example 2. Contingent transfers. T bequeaths 
$200,000 to T’s child, C, provided that if C 
does not survive T by more than 6 months, 
the bequest is payable to T’s grandchild, GC. 
C dies 4 months after T. The bequest is not 
a transfer in trust because the contingency 
that determines the recipient of the bequest 
must occur within 6 months of T’s death. 
The bequest to GC is a direct skip. 

Example 3. Contingent transfers. The facts 
are the same as in Example 2, except C must 
survive T by 18 months to take the bequest. 
The bequest is a transfer in trust for pur-
poses of chapter 13, and the death of C is a 
taxable termination. 

(c) Trustee defined. The trustee of a 
trust is the person designated as trust-
ee under local law or, if no such person 
is so designated, the person in actual 
or constructive possession of property 
held in trust. 

(d) Executor defined. For purposes of 
chapter 13, the executor is the executor 
or administrator of the decedent’s es-
tate. However, if no executor or admin-
istrator is appointed, qualified or act-
ing within the United States, the ex-
ecutor is the fiduciary who is primarily 
responsible for payment of the dece-
dent’s debts and expenses. If there is no 
such executor, administrator or fidu-
ciary, the executor is the person in ac-
tual or constructive possession of the 
largest portion of the value of the dece-
dent’s gross estate. 

(e) Interest in trust. See § 26.2612–1(e) 
for the definition of interest in trust. 

[T.D. 8644, 60 FR 66903, Dec. 27, 1995; 61 FR 
29654, June 12, 1996, as amended by T.D. 8720, 
62 FR 27498, May 20, 1997] 

§ 26.2652–2 Special election for quali-
fied terminable interest property. 

(a) In general. If an election is made 
to treat property as qualified ter-
minable interest property (QTIP) under 
section 2523(f) or section 2056(b)(7), the 
person making the election may, for 
purposes of chapter 13, elect to treat 
the property as if the QTIP election 
had not been made (reverse QTIP elec-
tion). An election under this section is 
irrevocable. An election under this sec-

tion is not effective unless it is made 
with respect to all of the property in 
the trust to which the QTIP election 
applies. See, however, § 26.2654–1(b)(1). 
Property that qualifies for a deduction 
under section 2056(b)(5) is not eligible 
for the election under this section. 

(b) Time and manner of making elec-
tion. An election under this section is 
made on the return on which the QTIP 
election is made. If a protective QTIP 
election is made, no election under this 
section is effective unless a protective 
reverse QTIP election is also made. 

(c) Transitional rule. If a reverse QTIP 
election is made with respect to a trust 
prior to December 27, 1995, and GST ex-
emption has been allocated to that 
trust, the transferor (or the trans-
feror’s executor) may elect to treat the 
trust as two separate trusts, one of 
which has a zero inclusion ratio by rea-
son of the transferor’s GST exemption 
previously allocated to the trust. The 
separate trust with the zero inclusion 
ratio consists of that fractional share 
of the value of the entire trust equal to 
the value of the nontax portion of the 
trust under § 26.2642–4(a). The reverse 
QTIP election is treated as applying 
only to the trust with the zero inclu-
sion ratio. An election under this para-
graph (c) is made by attaching a state-
ment to a copy of the return on which 
the reverse QTIP election was made 
under section 2652(a)(3). The statement 
must indicate that an election is being 
made to treat the trust as two separate 
trusts and must identify the values of 
the two separate trusts. The statement 
is to be filed in the same place in which 
the original return was filed and must 
be filed before June 24, 1996. A trust 
subject to the election described in this 
paragraph is treated as a trust that 
was created by two transferors. See 
§ 26.2654–1(a)(2) for special rules involv-
ing trusts with multiple transferors. 

(d) Examples. The following examples 
illustrate the provisions of this sec-
tion: 

Example 1. Special (reverse QTIP) election 
under section 2652(a)(3). T transfers $1,000,000 
to a trust providing that all trust income is 
to be paid to T’s spouse, S, for S’s lifetime. 
On S’s death, the trust principal is payable 
to GC, a grandchild of S and T. T elects to 
treat all of the transfer as a transfer of QTIP 
and also makes the reverse QTIP election for 
all of the property. Because of the reverse 
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QTIP election, T continues to be treated as 
the transferor of the property after S’s death 
for purposes of chapter 13. A taxable termi-
nation rather than a direct skip occurs on 
S’s death. 

Example 2. Election under transition rule. In 
1994, T died leaving $4 million in trust for the 
benefit of T’s surviving spouse, S. On Janu-
ary 16, 1995, T’s executor filed T’s Form 706 
on which the executor elects to treat the en-
tire trust as qualified terminable interest 
property. The executor also makes a reverse 
QTIP election. The reverse QTIP election is 
effective with respect to the entire trust 
even though T’s executor could allocate only 
$1 million of GST exemption to the trust. T’s 
executor may elect to treat the trust as two 
separate trusts, one having a value of 25% of 
the value of the single trust and an inclusion 
ratio of zero, but only if the election is made 
prior to June 24, 1996. If the executor makes 
the transitional election, the other separate 
trust, having a value of 75% of the value of 
the single trust and an inclusion ratio of 
one, is not treated as subject to the reverse 
QTIP election. 

Example 3. Denominator of the applicable 
fraction of QTIP trust. T bequeaths $1,500,000 
to a trust in which T’s surviving spouse, S, 
receives an income interest for life. Upon the 
death of S, the property is to remain in trust 
for the benefit of C, the child of T and S. 
Upon C’s death, the trust is to terminate and 
the trust property paid to the descendants of 
C. The bequest qualifies for the estate tax 
marital deduction under section 2056(b)(7) as 
QTIP. The executor does not make the re-
verse QTIP election under section 2652(a)(3). 
As a result, S becomes the transferor of the 
trust at S’s death when the value of the 
property in the QTIP trust is included in S’s 
gross estate under section 2044. For purposes 
of computing the applicable fraction with re-
spect to the QTIP trust upon S’s death, the 
denominator of the fraction is reduced by 
any Federal estate tax (whether imposed 
under section 2001, 2101 or 2056A(b)) and State 
death tax attributable to the trust property 
that is actually recovered from the trust. 

§ 26.2653–1 Taxation of multiple skips. 
(a) General rule. If property is held in 

trust immediately after a GST, solely 
for purposes of determining whether fu-
ture events involve a skip person, the 
transferor is thereafter deemed to oc-
cupy the generation immediately 
above the highest generation of any 
person holding an interest in the trust 
immediately after the transfer. If no 
person holds an interest in the trust 
immediately after the GST, the trans-
feror is treated as occupying the gen-
eration above the highest generation of 
any person in existence at the time of 

the GST who then occupies the highest 
generation level of any person who 
may subsequently hold an interest in 
the trust. See § 26.2612–1(e) for rules de-
termining when a person has an inter-
est in property held in trust. 

(b) Examples. The following examples 
illustrate the provisions of this sec-
tion: 

Example 1. T transfers property to an irrev-
ocable trust for the benefit of T’s grandchild, 
GC, and great-grandchild, GGC. During GC’s 
life, the trust income may be distributed to 
GC and GGC in the trustee’s absolute discre-
tion. At GC’s death, the trust property 
passes to GGC. Both GC and GGC have an in-
terest in the trust for purposes of chapter 13. 
The transfer by T to the trust is a direct 
skip, and the property is held in trust imme-
diately after the transfer. After the direct 
skip, the transferor is treated as being one 
generation above GC, the highest generation 
individual having an interest in the trust. 
Therefore, GC is no longer a skip person and 
distributions to GC are not taxable distribu-
tions. However, because GGC occupies a gen-
eration that is two generations below the 
deemed generation of T, GGC is a skip person 
and distributions of trust income to GGC are 
taxable distributions. 

Example 2. T transfers property to an irrev-
ocable trust providing that the income is to 
be paid to T’s child, C, for life. At C’s death, 
the trust income is to be accumulated for 10 
years and added to principal. At the end of 
the 10-year accumulation period, the trust 
income is to be paid to T’s grandchild, GC, 
for life. Upon GC’s death, the trust property 
is to be paid to T’s great-grandchild, GGC, or 
to GGC’s estate. A GST occurs at C’s death. 
Immediately after C’s death and during the 
10-year accumulation period, no person has 
an interest in the trust within the meaning 
of section 2652(c) and § 26.2612–1(e) because no 
one can receive current distributions of in-
come or principal. Immediately after C’s 
death, T is treated as occupying the genera-
tion above the generation of GC (the trust 
beneficiary in existence at the time of the 
GST who then occupies the highest genera-
tion level of any person who may subse-
quently hold an interest in the trust). Thus, 
subsequent income distributions to GC are 
not taxable distributions. 

§ 26.2654–1 Certain trusts treated as 
separate trusts. 

(a) Single trust treated as separate 
trusts—(1) Substantially separate and 
independent shares—(i) In general. If a 
single trust consists solely of substan-
tially separate and independent shares 
for different beneficiaries, the share at-
tributable to each beneficiary (or group 
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of beneficiaries) is treated as a sepa-
rate trust for purposes of chapter 13. 
The phrase ‘‘substantially separate and 
independent shares’’ generally has the 
same meaning as provided in § 1.663(c)– 
3 of this chapter. However, a portion of 
a trust is not a separate share unless 
such share exists from and at all times 
after the creation of the trust. For pur-
poses of this paragraph (a)(1), a trust is 
treated as created at the date of death 
of the grantor if the trust is includible 
in its entirety in the grantor’s gross es-
tate for Federal estate tax purposes. 
Further, treatment of a single trust as 
separate trusts under this paragraph 
(a)(1) does not permit treatment of 
those portions as separate trusts for 
purposes of filing returns and payment 
of tax or for purposes of computing any 
other tax imposed under the Internal 
Revenue Code. Also, additions to, and 
distributions from, such trusts are al-
located pro rata among the separate 
trusts, unless the governing instru-
ment expressly provides otherwise. 

(ii) Certain pecuniary amounts. For 
purposes of this section, if a person 
holds the current right to receive a 
mandatory (i.e., nondiscretionary and 
noncontingent) payment of a pecuniary 
amount at the death of the transferor 
from an inter vivos trust that is in-
cludible in the transferor’s gross es-
tate, or a testamentary trust, the pecu-
niary amount is a separate and inde-
pendent share if— 

(A) The trustee is required to pay ap-
propriate interest (as defined in 
§ 26.2642–2(b)(4)(i) and (ii)) to the person; 
and 

(B) If the pecuniary amount is pay-
able in kind on the basis of value other 
than the date of distribution value of 
the assets, the trustee is required to al-
locate assets to the pecuniary payment 
in a manner that fairly reflects net ap-
preciation or depreciation in the value 
of the assets in the fund available to 
pay the pecuniary amount measured 
from the valuation date to the date of 
payment. 

(2) Multiple transferors with respect to 
single trust—(i) In general. If there is 
more than one transferor with respect 
to a trust, the portions of the trust at-
tributable to the different transferors 
are treated as separate trusts for pur-
poses of chapter 13. Treatment of a sin-

gle trust as separate trusts under this 
paragraph (a)(2) does not permit treat-
ment of those portions as separate 
trusts for purposes of filing returns and 
payment of tax or for purposes of com-
puting any other tax imposed under 
the Internal Revenue Code. Also, addi-
tions to, and distributions from, such 
trusts are allocated pro rata among the 
separate trusts unless otherwise ex-
pressly provided in the governing in-
strument. 

(ii) Addition by a transferor. If an indi-
vidual makes an addition to a trust of 
which the individual is not the sole 
transferor, the portion of the single 
trust attributable to each separate 
trust is determined by multiplying the 
fair market value of the single trust 
immediately after the contribution by 
a fraction. The numerator of the frac-
tion is the value of the separate trust 
immediately after the contribution. 
The denominator of the fraction is the 
fair market value of all the property in 
the single trust immediately after the 
transfer. 

(3) Severance of a single trust. A single 
trust treated as separate trusts under 
paragraphs (a)(1) or (2) of this section 
may be divided at any time into sepa-
rate trusts to reflect that treatment. 
For this purpose, the rules of para-
graph (b)(1)(ii)(C) of this section apply 
with respect to the severance and fund-
ing of the severed trusts. 

(4) Allocation of exemption—(i) In gen-
eral. With respect to a separate share 
treated as a separate trust under para-
graph (a)(1) or (2) of this section, an in-
dividual’s GST exemption is allocated 
to the separate trust. See § 26.2632–1 for 
rules concerning the allocation of GST 
exemption. 

(ii) Automatic allocation to direct skips. 
If the transfer is a direct skip to a 
trust that occurs during the trans-
feror’s lifetime and is treated as a 
transfer to separate trusts under para-
graphs (a)(1) or (a)(2) of this section, 
the transferor’s GST exemption not 
previously allocated is automatically 
allocated on a pro rata basis among the 
separate trusts. The transferor may 
prevent an automatic allocation of 
GST exemption to a separate share of a 
single trust by describing on a timely- 
filed United States Gift (and Genera-
tion-Skipping Transfer) Tax Return 

VerDate Aug<04>2004 11:29 Apr 28, 2005 Jkt 205096 PO 00000 Frm 00732 Fmt 8010 Sfmt 8010 Y:\SGML\205096.XXX 205096



723 

Internal Revenue Service, Treasury § 26.2654–1 

(Form 709) the transfer and the extent 
to which the automatic allocation is 
not to apply to a particular share. See 
§ 26.2632–1(b) for rules for avoiding the 
automatic allocation of GST exemp-
tion. 

(5) Examples. The following examples 
illustrate the principles of this section 
(a): 

Example 1. Separate shares as separate trusts. 
T transfers $100,000 to a trust under which in-
come is to be paid in equal shares for 10 
years to T’s child, C, and T’s grandchild, GC 
(or their respective estates). The trust does 
not permit distributions of principal during 
the term of the trust. At the end of the 10- 
year term, the trust principal is to be dis-
tributed to C and GC in equal shares. The 
shares of C and GC in the trust are separate 
and independent and, therefore, are treated 
as separate trusts. The result would not be 
the same if the trust permitted distributions 
of principal unless the distributions could 
only be made from a one-half separate share 
of the initial trust principal and the 
distributee’s future rights with respect to 
the trust are correspondingly reduced. T 
may allocate part of T’s GST exemption 
under section 2632(a) to the share held for 
the benefit of GC. 

Example 2. Separate share rule inapplicable. 
The facts are the same as in Example 1, ex-
cept the trustee holds the discretionary 
power to distribute the income in any pro-
portion between C and GC during the last 
year of the trust. The shares of C and GC in 
the trust are not separate and independent 
shares throughout the entire term of the 
trust and, therefore, are not treated as sepa-
rate trusts for purposes of chapter 13. 

Example 3. Pecuniary payment as separate 
share. T creates a lifetime revocable trust 
providing that on T’s death $500,000 is pay-
able to T’s spouse, S, with the balance of the 
principal to be held for the benefit of T’s 
grandchildren. The value of the trust is in-
cludible in T’s gross estate upon T’s death. 
Under the terms of the trust, the payment to 
S is required to be made in cash, and under 
local law S is entitled to receive interest on 
the payment at an annual rate of 6 percent, 
commencing immediately upon T’s death. 
For purposes of chapter 13, the trust is treat-
ed as created at T’s death, and the $500,000 
payable to S from the trust is treated as a 
separate share. The result would be the same 
if the payment to S could be satisfied using 
noncash assets at their value on the date of 
distribution. Further, the result would be 
the same if the decedent’s probate estate 
poured over to the revocable trust on the de-
cedent’s death and was then distributed in 
accordance with the terms of the trust. 

Example 4. Pecuniary payment not treated as 
separate share. The facts are the same as in 

Example 3, except the bequest to S is to be 
paid in noncash assets valued at their values 
as finally determined for Federal estate tax 
purposes. Neither the trust instrument nor 
local law requires that the assets distributed 
in satisfaction of the bequest fairly reflect 
net appreciation or depreciation in all the 
assets from which the bequest may be fund-
ed. S’s $500,000 bequest is not treated as a 
separate share and the trust is treated as a 
single trust for purposes of chapter 13. 

Example 5. Multiple transferors to single 
trust. A transfers $100,000 to an irrevocable 
generation-skipping trust; B simultaneously 
transfers $50,000 to the same trust. As of the 
time of the transfers, the single trust is 
treated as two trusts for purposes of chapter 
13. Because A contributed 2⁄3 of the value of 
the initial corpus, 2⁄3 of the single trust prin-
cipal is treated as a separate trust created 
by A. Similarly, because B contributed 1⁄3 of 
the value of the initial corpus, 1⁄3 of the sin-
gle trust is treated as a separate trust cre-
ated by B. A or B may allocate their GST ex-
emption under section 2632(a) to the respec-
tive separate trusts. 

Example 6. Additional contributions. A trans-
fers $100,000 to an irrevocable generation- 
skipping trust; B simultaneously transfers 
$50,000 to the same trust. When the value of 
the single trust has increased to $180,000, A 
contributes an additional $60,000 to the trust. 
At the time of the additional contribution, 
the portion of the single trust attributable 
to each grantor’s separate trust must be re-
determined. The portion of the single trust 
attributable to A’s separate trust imme-
diately after the contribution is 3⁄4 (((2/3 × 
$180,000) + $60,000)/$240,000). The portion at-
tributable to B’s separate trust after A’s ad-
dition is 1⁄4. 

Example 7. Distributions from a separate 
share. The facts are the same as in Example 6, 
except that, after A’s second contribution, 
$50,000 is distributed to a beneficiary of the 
trust. Absent a provision in the trust instru-
ment that charges the distribution against 
the contribution of either A or B, 3⁄4 of the 
distribution is treated as made from the sep-
arate trust of which A is the transferor and 
1/4 from the separate trust of which B is the 
transferor. 

Example 8. Separate share rule inapplicable. 
T creates an irrevocable trust that provides 
the trustee with the discretionary power to 
distribute income or corpus to T’s children 
and grandchildren. The trust provides that, 
when T’s youngest child reaches age 21, the 
trust will be divided into separate shares, 
one share for each child of T. The income 
from a respective child’s share will be paid 
to the child during the child’s life with the 
remainder passing to such child’s children 
(grandchildren of T). The separate shares 
that come into existence when the youngest 
child reaches age 21 will not be recognized as 
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separate trusts for purposes of Chapter 13 be-
cause the shares did not exist from and at all 
times after the creation of the trust. Any al-
location of GST exemption to the trust ei-
ther before or after T’s youngest child 
reaches age 21 will apply with respect to the 
entire trust. Thus, the inclusion ratio will be 
the same with respect to any distribution 
from the trust or the separate shares. The re-
sult would be the same if the trust instru-
ment provided that the trust was to be di-
vided into separate trusts when T’s youngest 
child reached age 21. 

(b) Division of a trust included in the 
gross estate—(1) In general. The sever-
ance of a trust that is included in the 
transferor’s gross estate (or created 
under the transferor’s will) into two or 
more trusts is recognized for purposes 
of chapter 13 if— 

(i) The trust is severed pursuant to a 
direction in the governing instrument 
providing that the trust is to be di-
vided upon the death of the transferor; 
or 

(ii) The governing instrument does 
not require or otherwise direct sever-
ance but the trust is severed pursuant 
to discretionary authority granted ei-
ther under the governing instrument or 
under local law; and 

(A) The terms of the new trusts pro-
vide in the aggregate for the same suc-
cession of interests and beneficiaries as 
are provided in the original trust; 

(B) The severance occurs (or a ref-
ormation proceeding, if required, is 
commenced) prior to the date pre-
scribed for filing the Federal estate tax 
return (including extensions actually 
granted) for the estate of the trans-
feror; and 

(C) Either— 
(1) The new trusts are severed on a 

fractional basis. If severed on a frac-
tional basis, the separate trusts need 
not be funded with a pro rata portion 
of each asset held by the undivided 
trust. The trusts may be funded on a 
nonpro rata basis provided funding is 
based on either the fair market value 
of the assets on the date of funding or 
in a manner that fairly reflects the net 
appreciation or depreciation in the 
value of the assets measured from the 
valuation date to the date of funding; 
or 

(2) If the severance is required (by 
the terms of the governing instrument) 
to be made on the basis of a pecuniary 

amount, the pecuniary payment is sat-
isfied in a manner that would meet the 
requirements of paragraph (a)(1)(ii) of 
this section if it were paid to an indi-
vidual. 

(2) Special rule. If a court order sev-
ering the trust has not been issued at 
the time the Federal estate tax return 
is filed, the executor must indicate on 
a statement attached to the return 
that a proceeding has been commenced 
to sever the trust and describe the 
manner in which the trust is proposed 
to be severed. A copy of the petition or 
other instrument used to commence 
the proceeding must also be attached 
to the return. If the governing instru-
ment of a trust or local law authorizes 
the severance of the trust, a severance 
pursuant to that authorization is treat-
ed as meeting the requirement of para-
graph (b)(1)(ii)(B) of this section if the 
executor indicates on the Federal es-
tate tax return that separate trusts 
will be created (or funded) and clearly 
sets forth the manner in which the 
trust is to be severed and the separate 
trusts funded. 

(3) Allocation of exemption. An individ-
ual’s GST exemption under § 2632 may 
be allocated to the separate trusts cre-
ated pursuant to this section at the 
discretion of the executor or trustee. 

(4) Examples. The following examples 
illustrate the provisions of this section 
(b): 

Example 1. Severance of single trust. T’s will 
establishes a testamentary trust providing 
that income is to be paid to T’s spouse for 
life. At the spouse’s death, one-half of the 
corpus is to be paid to T’s child, C, or C’s es-
tate (if C fails to survive the spouse) and 
one-half of the corpus is to be paid to T’s 
grandchild, GC, or GC’s estate (if GC fails to 
survive the spouse). If the requirements of 
paragraph (b) of this section are otherwise 
satisfied, T’s executor may divide the testa-
mentary trust equally into two separate 
trusts, one trust providing an income inter-
est to spouse for life with remainder to C, 
and the other trust with an income interest 
to spouse for life with remainder to GC. Fur-
thermore, if the requirements of paragraph 
(b) of this section are satisfied, the executor 
or trustee may further divide the trust for 
the benefit of GC. GST exemption may be al-
located to any of the divided trusts. 

Example 2. Severance of revocable trust. T 
creates an inter vivos revocable trust pro-
viding that, at T’s death and after payment 
of all taxes and administration expenses, the 
remaining corpus will be divided into two 
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trusts. One trust, for the benefit of T’s 
spouse, is to be funded with the smallest 
amount that, if qualifying for the marital 
deduction, will reduce the estate tax to zero. 
The other trust, for the benefit of T’s de-
scendants, is to be funded with the balance 
of the revocable trust corpus. The trust cor-
pus is includible in T’s gross estate. Each 
trust is recognized as a separate trust for 
purposes of chapter 13. 

[T.D. 8644, 60 FR 66903, Dec. 27, 1995; 61 FR 
29654, June 12, 1996, as amended at 61 FR 
43656, Aug. 26, 1996] 

§ 26.2662–1 Generation-skipping trans-
fer tax return requirements. 

(a) In general. Chapter 13 imposes a 
tax on generation-skipping transfers 
(as defined in section 2611). The re-
quirements relating to the return of 
tax depend on the type of generation- 
skipping transfer involved. This sec-
tion contains rules for filing the re-
quired tax return. Paragraph (c)(2) of 
this section provides special rules con-
cerning the return requirements for 
generation-skipping transfers pursuant 
to certain trust arrangements (as de-
fined in paragraph (c)(2)(ii) of this sec-
tion), such as life insurance policies 
and annuities. 

(b) Form of return—(1) Taxable dis-
tributions. Form 706GS(D) must be filed 
in accordance with its instructions for 
any taxable distribution (as defined in 
section 2612(b)). The trust involved in a 
transfer described in the preceding sen-
tence must file Form 706GS(D–1) in ac-
cordance with its instructions. A copy 
of Form 706GS(D–1) shall be sent to 
each distributee. 

(2) Taxable terminations. Form 
706GS(T) must be filed in accordance 
with its instructions for any taxable 
termination (as defined in section 
2612(a)). 

(3) Direct skip—(i) Inter vivos direct 
skips. Form 709 must be filed in accord-
ance with its instructions for any di-
rect skip (as defined in section 2612(c)) 
that is subject to chapter 12 and occurs 
during the life of the transferor. 

(ii) Direct skips occurring at death—(A) 
In general. Form 706 or Form 706NA 
must be filed in accordance with its in-
structions for any direct skips (as de-
fined in section 2612(c)) that are subject 
to chapter 11 and occur at the death of 
the decedent. 

(B) Direct skips payable from a trust. 
Schedule R–1 of Form 706 must be filed 
in accordance with its instructions for 
any direct skip from a trust if such di-
rect skip is subject to chapter 11. See 
paragraph (c)(2) of this section for spe-
cial rules relating to the person liable 
for tax and required to make the re-
turn under certain circumstances. 

(c) Person liable for tax and required to 
make return—(1) In general. Except as 
otherwise provided in this section, the 
following person is liable for the tax 
imposed by section 2601 and must make 
the required tax return— 

(i) The transferee in a taxable dis-
tribution (as defined in section 2612(b)); 

(ii) The trustee in the case of a tax-
able termination (as defined in section 
2612(a)); 

(iii) The transferor (as defined in sec-
tion 2652(a)(1)(B)) in the case of an 
inter vivos direct skip (as defined in 
section 2612(c)); 

(iv) The trustee in the case of a di-
rect skip from a trust or with respect 
to property that continues to be held 
in trust; or 

(v) The executor in the case of a di-
rect skip (other than a direct skip de-
scribed in paragraph (c)(1)(iv) of this 
section) if the transfer is subject to 
chapter 11. See paragraph (c)(2) of this 
section for special rules relating to di-
rect skips to or from certain trust ar-
rangements (as defined in paragraph 
(c)(2)(ii) of this section). 

(2) Special rule for direct skips occur-
ring at death with respect to property 
held in trust arrangements—(i) In gen-
eral. In the case of certain property 
held in a trust arrangement (as defined 
in paragraph (c)(2)(ii) of this section) 
at the date of death of the transferor, 
the person who is required to make the 
return and who is liable for the tax im-
posed by chapter 13 is determined 
under paragraphs (c)(2)(iii) and (iv) of 
this section. 

(ii) Trust arrangement defined. For 
purposes of this section, the term trust 
arrangement includes any arrangement 
(other than an estate) which, although 
not an explicit trust, has the same ef-
fect as an explicit trust. For purposes 
of this section, the term ‘‘explicit 
trust’’ means a trust described in 
§ 301.7701–4(a). 
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(iii) Executor’s liability in the case of 
transfers with respect to decedents dying 
on or after June 24, 1996 if the transfer is 
less than $250,000. In the case of a direct 
skip occurring at death, the executor 
of the decedent’s estate is liable for the 
tax imposed on that direct skip by 
chapter 13 and is required to file Form 
706 or Form 706NA (and not Schedule 
R–1 of Form 706) if, at the date of the 
decedent’s death— 

(A) The property involved in the di-
rect skip is held in a trust arrange-
ment; and 

(B) The total value of the property 
involved in direct skips with respect to 
the trustee of that trust arrangement 
is less than $250,000. 

(iv) Executor’s liability in the case of 
transfers with respect to decedents dying 
prior to June 24, 1996 if the transfer is less 
than $100,000. In the case of a direct 
skip occurring at death with respect to 
a decedent dying prior to June 24, 1996, 
the rule in paragraph (c)(2)(iii) of this 
section that imposes liability upon the 
executor applies only if the property 
involved in the direct skip with respect 
to the trustee of the trust arrange-
ment, in the aggregate, is less than 
$100,000. 

(v) Executor’s right of recovery. In 
cases where the rules of paragraphs 
(c)(2)(iii) and (iv) of this section impose 
liability for the generation-skipping 
transfer tax on the executor, the execu-
tor is entitled to recover from the 
trustee (if the property continues to be 
held in trust) or from the recipient of 
the property (in the case of a transfer 
from a trust), the generation-skipping 
transfer tax attributable to the trans-
fer. 

(vi) Examples. The following examples 
illustrate the application of this para-
graph (c)(2) with respect to decedents 
dying on or after June 24, 1996: 

Example 1. Insurance proceeds less than 
$250,000. On August 1, 1997, T, the insured 
under an insurance policy, died. The pro-
ceeds ($200,000) were includible in T’s gross 
estate for Federal estate tax purposes. T’s 
grandchild, GC, was named the sole bene-
ficiary of the policy. The insurance policy is 
treated as a trust under section 2652(b)(1), 
and the payment of the proceeds to GC is a 
transfer from a trust for purposes of chapter 
13. Therefore, the payment of the proceeds to 
GC is a direct skip. Since the proceeds from 
the policy ($200,000) are less than $250,000, the 

executor is liable for the tax imposed by 
chapter 13 and is required to file Form 706. 

Example 2. Aggregate insurance proceeds of 
$250,000 or more. Assume the same facts as in 
Example 1, except T is the insured under two 
insurance policies issued by the same insur-
ance company. The proceeds ($150,000) from 
each policy are includible in T’s gross estate 
for Federal estate tax purposes. T’s grand-
child, GC1, was named the sole beneficiary of 
Policy 1, and T’s other grandchild, GC2, was 
named the sole beneficiary of Policy 2. GC1 
and GC2 are skip persons (as defined in sec-
tion 2613). Therefore, the payments of the 
proceeds are direct skips. Since the total 
value of the policies ($300,000) exceeds 
$250,000, the insurance company is liable for 
the tax imposed by chapter 13 and is required 
to file Schedule R–1 of Form 706. 

Example 3. Insurance proceeds of $250,000 or 
more held by insurance company. On August 1, 
1997, T, the insured under an insurance pol-
icy, dies. The policy provides that the insur-
ance company shall make monthly payments 
of $750 to GC, T’s grandchild, for life with the 
remainder payable to T’s great grandchild, 
GGC. The face value of the policy is $300,000. 
Since the proceeds continue to be held by the 
insurance company (the trustee), the pro-
ceeds are treated as if they were transferred 
to a trust for purposes of chapter 13. The 
trust is a skip person (as defined in section 
2613(a)(2)) and the transfer is a direct skip. 
Since the total value of the policy ($300,000) 
exceeds $250,000, the insurance company is 
liable for the tax imposed by chapter 13 and 
is required to file Schedule R–1 of Form 706. 

Example 4. Insurance proceeds less than 
$250,000 held by insurance company. Assume 
the same facts as in Example 3, except the 
policy provides that the insurance company 
shall make monthly payments of $500 to GC 
and that the face value of the policy is 
$200,000. The transfer is a transfer to a trust 
for purposes of chapter 13. However, since 
the total value of the policy ($200,000) is less 
than $250,000, the executor is liable for the 
tax imposed by chapter 13 and is required to 
file Form 706. 

Example 5. On August 1, 1997, A, the insured 
under a life insurance policy, dies. The insur-
ance proceeds on A’s life that are payable 
under policies issued by Company X are in 
the aggregate amount of $200,000 and are in-
cludible in A’s gross estate. Because the pro-
ceeds are includible in A’s gross estate, the 
generation-skipping transfer that occurs 
upon A’s death, if any, will be a direct skip 
rather than a taxable distribution or a tax-
able termination. Accordingly, because the 
aggregate amount of insurance proceeds with 
respect to Company X is less than $250,000, 
Company X may pay the proceeds without 
regard to whether the beneficiary is a skip 
person in relation to the decedent-transferor. 
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(3) Limitation on personal liability of 
trustee. Except as provided in para-
graph (c)(3)(iii) of this section, a trust-
ee is not personally liable for any in-
creases in the tax imposed by section 
2601 which is attributable to the fact 
that— 

(i) A transfer is made to the trust 
during the life of the transferor for 
which a gift tax return is not filed; or 

(ii) The inclusion ratio with respect 
to the trust, determined by reference 
to the transferor’s gift tax return, is 
erroneous, the actual inclusion ratio 
being greater than the reported inclu-
sion ratio. 

(iii) This paragraph (c)(3) does not 
apply if the trustee has or is deemed to 
have knowledge of facts sufficient to 
reasonably conclude that a gift tax re-
turn was required to be filed or that 
the inclusion ratio is erroneous. A 
trustee is deemed to have knowledge of 
such facts if the trustee’s agent, em-
ployee, partner, or co-trustee has 
knowledge of such facts. 

(4) Exceptions—(i) Legal or mental in-
capacity. If a distributee is legally or 
mentally incapable of making a return, 
the return may be made for the dis-
tributee by the distributee’s guardian 
or, if no guardian has been appointed, 
by a person charged with the care of 
the distributee’s person or property. 

(ii) Returns made by fiduciaries. See 
section 6012(b) for a fiduciary’s respon-
sibilities regarding the returns of dece-
dents, returns of persons under a dis-
ability, returns of estates and trusts, 
and returns made by joint fiduciaries. 

(d) Time and manner of filing return— 
(1) In general. Forms 706, 706NA, 
706GS(D), 706GS(D–1), 706GS(T), 709, 
and Schedule R–1 of Form 706 must be 
filed with the Internal Revenue Service 
office with which an estate or gift tax 
return of the transferor must be filed. 
The return shall be filed— 

(i) Direct skip. In the case of a direct 
skip, on or before the date on which an 
estate or gift tax return is required to 
be filed with respect to the transfer 
(see section 6075(b)(3)); and 

(ii) Other transfers. In all other cases, 
on or before the 15th day of the 4th 
month after the close of the calendar 
year in which such transfer occurs. See 
paragraph (d)(2) of this section for an 
exception to this rule when an election 

is made under section 2624(c) to value 
property included in certain taxable 
terminations in accordance with sec-
tion 2032. 

(2) Exception for alternative valuation 
of taxable termination. In the case of a 
taxable termination with respect to 
which an election is made under sec-
tion 2624(c) to value property in accord-
ance with section 2032, a Form 
706GS(T) must be filed on or before the 
15th day of the 4th month after the 
close of the calendar year in which the 
taxable termination occurred, or on or 
before the 10th month following the 
month in which the death that resulted 
in the taxable termination occurred, 
whichever is later. 

(e) Place for filing returns. See section 
6091 for the place for filing any return, 
declaration, statement, or other docu-
ment, or copies thereof, required by 
chapter 13. 

(f) Lien on property. The liens imposed 
under sections 6324, 6324A, and 6324B 
are applicable with respect to the tax 
imposed under chapter 13. Thus, a lien 
under section 6324 is imposed in the 
amount of the tax imposed by section 
2601 on all property transferred in a 
generation-skipping transfer until the 
tax is fully paid or becomes 
uncollectible by reason of lapse of 
time. The lien attaches at the time of 
the generation-skipping transfer and is 
in addition to the lien for taxes under 
section 6321. 

[T.D. 8644, 60 FR 66903, Dec. 27, 1995; 61 FR 
29654, June 12, 1996] 

§ 26.2663–1 Recapture tax under sec-
tion 2032A. 

See § 26.2642–4(a)(4) for rules relating 
to the recomputation of the applicable 
fraction and the imposition of addi-
tional GST tax, if additional estate tax 
is imposed under section 2032A. 

§ 26.2663–2 Application of chapter 13 
to transfers by nonresidents not 
citizens of the United States. 

(a) In general. This section provides 
rules for applying chapter 13 of the In-
ternal Revenue Code to transfers by a 
transferor who is a nonresident not a 
citizen of the United States (NRA 
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transferor). For purposes of this sec-
tion, an individual is a resident or cit-
izen of the United States if that indi-
vidual is a resident or citizen of the 
United States under the rules of chap-
ter 11 or 12 of the Internal Revenue 
Code, as the case may be. Every NRA 
transferor is allowed a GST exemption 
of $1,000,000. See § 26.2632–1 regarding 
the allocation of the exemption. 

(b) Transfers subject to chapter 13—(1) 
Direct skips. A transfer by a NRA trans-
feror is a direct skip subject to chapter 
13 only to the extent that the transfer 
is subject to the Federal estate or gift 
tax within the meaning of § 26.2652– 
1(a)(2). See § 26.2612–1(a) for the defini-
tion of direct skip. 

(2) Taxable distributions and taxable 
terminations. Chapter 13 applies to a 
taxable distribution or a taxable termi-
nation to the extent that the initial 
transfer of property to the trust by a 
NRA transferor, whether during life or 
at death, was subject to the Federal es-
tate or gift tax within the meaning of 
§ 26.2652–1(a)(2). See § 26.2612–1(b) for the 
definition of a taxable termination and 
§ 26.2612–1(c) for the definition of a tax-
able distribution. 

(c) Trusts funded in part with property 
subject to chapter 13 and in part with 
property not subject to chapter 13—(1) In 
general. If a single trust created by a 
NRA transferor is in part subject to 
chapter 13 under the rules of paragraph 
(b) of this section and in part not sub-
ject to chapter 13, the applicable frac-
tion with respect to the trust is deter-
mined as of the date of the transfer, ex-
cept as provided in paragraph (c)(3) of 
this section. 

(i) Numerator of applicable fraction. 
The numerator of the applicable frac-
tion is the sum of the amount of GST 
exemption allocated to the trust (if 
any) plus the value of the nontax por-
tion of the trust. 

(ii) Denominator of applicable fraction. 
The denominator of the applicable 
fraction is the value of the property 
transferred to the trust reduced as pro-
vided in § 26.2642–1(c). 

(2) Nontax portion of the trust. The 
nontax portion of a trust is a fraction, 
the numerator of which is the value of 
property not subject to chapter 13 de-
termined as of the date of the initial 
completed transfer to the trust, and 

the denominator of which is the value 
of the entire trust. For example, T, a 
NRA transferor, transfers property 
that has a value of $1,000 to a genera-
tion-skipping trust. Of the property 
transferred to the trust, property hav-
ing a value of $200 is subject to chapter 
13 and property having a value of $800 
is not subject to chapter 13. The nontax 
portion is .8 ($800 (the value of the 
property not subject to chapter 13) over 
$1,000 (the total value of the property 
transferred to the trust)). 

(3) Special rule with respect to the es-
tate tax inclusion period. For purposes of 
this section, the provisions of § 26.2632– 
1(c), providing rules applicable in the 
case of an estate tax inclusion period 
(ETIP), apply only if the property 
transferred by the NRA transferor is 
subsequently included in the trans-
feror’s gross estate. If the property is 
not subsequently included in the gross 
estate, then the nontax portion of the 
trust and the applicable fraction are 
determined as of the date of the initial 
transfer. If the property is subse-
quently included in the gross estate, 
then the nontax portion and the appli-
cable fraction are determined as of the 
date of death. 

(d) Examples. The following examples 
illustrate the provisions of this sec-
tion. In each example T, a NRA, is the 
transferor; C is T’s child; and GC is C’s 
child and a grandchild of T: 

Example 1. Direct transfer to skip person. T 
transfers property to GC in a transfer that is 
subject to Federal gift tax under chapter 12 
within the meaning of § 26.2652–1(a)(2). At the 
time of the transfer, C and GC are NRAs. T’s 
transfer is subject to chapter 13 because the 
transfer is subject to gift tax under chapter 
12. 

Example 2. Transfers of both U.S. and foreign 
situs property. (i) T’s will established a testa-
mentary trust for the benefit of C and GC. 
The trust was funded with stock in a pub-
licly traded U.S. corporation having a value 
on the date of T’s death of $100,000, and prop-
erty not situated in the United States (and 
therefore not subject to estate tax) having a 
value on the date of T’s death of $400,000. 

(ii) On a timely filed estate tax return 
(Form 706NA), the executor of T’s estate al-
locates $50,000 of GST exemption under sec-
tion 2632(a) to the trust. The numerator of 
the applicable fraction is $450,000, the sum of 
$50,000 (the amount of exemption allocated 
to the trust) plus $400,000 (the value of the 
nontax portion of the trust (4/5×$500,000)). 
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The denominator is $500,000. Hence, the ap-
plicable fraction with respect to the trust is 
.9 ($450,000/$500,000), and the inclusion ratio is 
.1 (1 - 9/10). 

Example 3. Inter vivos transfer of U.S. and 
foreign situs property to a trust and a timely al-
location of GST exemption. T establishes a 
trust providing that trust income is payable 
to T’s child for life and the remainder is to 
be paid to T’s grandchild. T transfers prop-
erty to the trust that has a value of $100,000 
and is subject to chapter 13. T also transfers 
property to the trust that has a value of 
$300,000 but is not subject to chapter 13. T al-
locates $100,000 of exemption to the trust on 
a timely filed United States Gift (and Gen-
eration-Skipping Transfer) Tax Return 
(Form 709). The applicable fraction with re-
spect to the trust is 1, determined as follows: 
$300,000 (the value of the nontax portion of 
the trust) plus $100,000 (the exemption allo-
cated to the trust)/ $400,000 (the total value 
of the property transferred to the trust). 

Example 4. Inter vivos transfer of U.S. and 
foreign situs property to a trust and a late allo-
cation of GST exemption. (i) In 1996, T trans-
fers $500,000 of property to an inter vivos 
trust the terms of which provide that income 
is payable to C, for life, with the remainder 
to GC. The property transferred to the trust 
consists of property subject to chapter 13 
that has a value of $400,000 on the date of the 
transfer and property not subject to chapter 
13 that has a value of $100,000. T does not al-
locate GST exemption to the trust. On the 
transfer date, the nontax portion of the trust 
is .2 ($100,000/$500,000) and the applicable frac-
tion is also .2 determined as follows: $100,000 
(the value of the nontax portion of the 
trust)/$500,000 (the value of the property 
transferred to the trust). 

(ii) In 1999, when the value of the trust is 
$800,000, T allocates $100,000 of GST exemp-
tion to the trust. The applicable fraction of 
the trust must be recomputed. The numer-
ator of the applicable fraction is $260,000 
($100,000 (the amount of GST exemption allo-
cated to the trust)) plus $160,000 (the value of 
the nontax portion of the trust as of the date 
of allocation (.2×$800,000)). The denominator 
of the applicable fraction is $800,000. Accord-
ingly, the applicable fraction with respect to 
the trust after the allocation is .325 ($260,000/ 
$800,000) and the inclusion ratio is .675 
(1¥.325). 

Example 5. Taxable termination. The facts 
are the same as in Example 4 except that, in 
2006, when the value of the property is 
$1,200,000, C dies and the trust corpus is dis-
tributed to GC. The termination is a taxable 
termination. If no further GST exemption 
has been allocated to the trust, the applica-
ble fraction remains .325 and the inclusion 
ratio remains .675. 

Example 6. Estate Tax Inclusion Period. (i) T 
transferred property to an inter vivos trust 
the terms of which provided T with an annu-

ity payable for 10 years or until T’s prior 
death. The annuity satisfies the definition of 
a qualified interest under section 2702(b). The 
trust also provided that, at the end of the 
trust term, the remainder will pass to GC or 
GC’s estate. The property transferred to the 
trust consisted of property subject to chap-
ter 13 that has a value of $100,000 and prop-
erty not subject to chapter 13 that has a 
value of $400,000. T allocated $100,000 of GST 
exemption to the trust. If T dies within the 
10 year period, the value of the trust prin-
cipal will be subject to inclusion in T’s gross 
estate to the extent provided in sections 2103 
and 2104(b). Accordingly, the ETIP rule 
under paragraph (c)(3) of this section applies. 

(ii) In year 6 of the trust term, T died. At 
T’s death, the trust corpus had a value of 
$800,000, and $500,000 was includible in T’s 
gross estate as provided in sections 2103 and 
2104(b). Thus, $500,000 of the trust corpus is 
subject to chapter 13 and $300,000 is not sub-
ject to chapter 13. The $100,000 GST exemp-
tion allocation is effective as of T’s date of 
death. Also, the nontax portion of the trust 
and the applicable fraction are determined 
as of T’s date of death. In this case, the 
nontax portion of the trust is .375, deter-
mined as follows: $300,000 (the value of the 
trust not subject to chapter 13)/$800,000 (the 
value of the trust). The numerator of the ap-
plicable fraction is $400,000, determined as 
follows: $100,000 (GST exemption previously 
allocated to the trust) plus $300,000 (the 
value of the nontax portion of the trust). The 
denominator of the applicable fraction is 
$800,000. Thus, the applicable fraction with 
respect to the trust is .50, unless additional 
exemption is allocated to the trust by T’s ex-
ecutor or the automatic allocation rules of 
§ 26.2632–1(d)(2) apply. 

Example 7. The facts are the same as in Ex-
ample 6 except that T survives the termi-
nation date of T’s retained annuity and the 
trust corpus is distributed to GC. Since the 
trust was not included in T’s gross estate, 
the ETIP rules do not apply. Accordingly, 
the nontax portion of the trust and the appli-
cable fraction are determined as of the date 
of the transfer to the trust. The nontax por-
tion of the trust is .80 ($400,000/$500,000). The 
numerator of the applicable fraction is 
$500,000 determined as follows: $100,000 (GST 
exemption allocated to the trust) plus 
$400,000 (the value of the nontax portion of 
the trust). Accordingly, the applicable frac-
tion is 1, and the inclusion ratio is zero. 

(e) Transitional rule for allocations for 
transfers made before December 27, 1995. 
If an NRA made a GST (inter vivos or 
testamentary) after December 23, 1992, 
and before December 27, 1995 that is 
subject to chapter 13 (within the mean-
ing of § 26.2663–2), the NRA will be 
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treated as having made a timely allo-
cation of GST exemption to the trans-
fer in a calendar year in the order pre-
scribed in section 2632(c). Thus, a 
NRA’s unused GST exemption will ini-
tially be treated as allocated to any di-
rect skips made during the calendar 
year and then to any trusts with re-
spect to which the NRA made transfers 
during the same calendar year and 
from which a taxable distribution or a 
taxable termination may occur. Allo-
cations within the above categories are 
made in the order in which the trans-
fers occur. Allocations among simulta-
neous transfers within the same cat-

egory are made pursuant to the prin-
ciples of section 2632(c)(2). This transi-
tional allocation rule will not apply if 
the NRA transferor, or the executor of 
the NRA’s estate, as the case may be, 
elected to have an automatic alloca-
tion of GST exemption not apply by de-
scribing on a timely-filed Form 709 for 
the year of the transfer, or a timely 
filed Form 706NA, the details of the 
transfer and the extent to which the al-
location was not to apply. 

[T.D. 8644, 60 FR 66903, Dec. 27, 1995; 61 FR 
29654, June 12, 1996] 

PARTS 28–29 [RESERVED] 

VerDate Aug<04>2004 11:29 Apr 28, 2005 Jkt 205096 PO 00000 Frm 00740 Fmt 8010 Sfmt 8006 Y:\SGML\205096.XXX 205096


		Superintendent of Documents
	2014-11-06T14:32:30-0500
	US GPO, Washington, DC 20401
	Superintendent of Documents
	GPO attests that this document has not been altered since it was disseminated by GPO




